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PREFACE 


Almost a generation of discussion and agitation, with 
fully ten years of earnest effort to devise a system of banking 
legislation, produced the Federal Reserve Act. The working 
of the measure under the stimulus of war conditions and sub- 
sequent changes in trade and finance, has transformed the 
entire structure of banking and business. Today the federal 
reserve system stands as the very foundation of American 
commerce, more powerful in resources than any banking sys- 
tem in human history, with a record of unsurpassed service to 
the nation in time of unique trial. 

And yet the reserve system is today sharply under attack, 
both in and out of Congress. There are many who would 
either disestablish it or radically modify its constitution ; others 
who would turn its resources and powers to the uses of 
politics in the narrower sense of the term. In many ways, 
the system seems to be on the point of repeating the history 
of the Second Bank of the United States, with perhaps a final 
experience quite as unsatisfactory even if different in detail. 
This state of things would seem to show that there has in 
some respect surely been error or misjudgment on the part of 
its managers. 

If the federal reserve system is to render the service for 
which it was originally designed, it must overcome the prej- 
udice and misunderstanding that are now evidently gathering 
about it. If it is to fulfil its entire function as a genuine cen- 
tral banking system, it must retrace its steps in some par- 
ticulars and evolve a more effective and general type of service. 
It is already a commanding, rich, serviceable and powerful 
system of central co-operative banking. Events have given it 
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a rapid growth, besides overdeveloping it in some directions 
and perhaps retarding its normal expansion in others. Pre- 
cisely what must be done to bring it back to its original lines 
of development, or to direct it along the lines indicated by 
European banking experience, can be determined only through 
a careful review of what has already been accomplished. 

In the following pages, accordingly, the aim has been to 
present a detailed historical account of the adoption of the 
Federal Reserve Act, of the organization of the federal reserve 
banks, and of the management and direction of the federal re- 
serve system under the supervision of the Federal Reserve 
Board. To this has been added an appendix in which are 
included the principal drafts through which the Federal Re- 
serve Act passed in its successive stages, as well as the sub- 
sequent amendments enacted by Congress and a few other 
essential documents. Throughout the volume the plan has 
been followed of reproducing as chapter appendices the more 
important data required for a full understanding of the topics 
covered in each individual chapter. 

In thus endeavoring to furnish a complete historical account 
of the most important phases of federal reserve history, the 
author has drawn upon his personal collections of data, as- 
sembled during the period of his official connection with the 
Federal Reserve System, and prior to that time with the House 
of Representatives Banking and Currency Committee. He has 
also been privileged to make use of the complete files of the 
Flon. Carter Glass, formerly Chairman of the House Banking 
and Currency Committee, covering the period of the prepara- 
tion of the law and including many letters, documents, news- 
paper cuttings, memoranda, and other items of interest. 
Where necessary, these have been reproduced verbatim, and 
at other points information obtained from them has been in- 
troduced into the text. Senator Glass has read the entire text 
of the volume, exclusive of the general appendix, and has made 
suggestions and recommendations which have been acted upon, 
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and which have tended greatly to improve the treatment. Very 
sincere acknowledgments are made him both for the use of 
his files and for his valuable comments. 

Thanks are due to Haggott Beckhart, Esq., of Columbia 
University, and t) Mrs. F. M. Gordon, formerly of the same 
-institution, for assistance in digesting legislative debates and 
establishing references thereto. 

H. Parker WILLIs. 


New York City, 
jUuneris 192%. 


INTRODUCTION 


For a long time I have thought it highly desirable that 
someone having knowledge of the facts should write a history 
of federal reserve legislation. It has seemed to me that such 
a contribution to the financial literature of the country was 
not only seriously important, but could be made exceedingly 
interesting; and the necessity of it has been accentuated by 
the many vagrant and irresponsible scribblings on the subject, 
all incomplete and most of them ludicrously inaccurate. Some 
of these fulminations should be suppressed, if not for their 
stupidity, then for the malice which they exhibit; but I sup- 
pose to treat them in this fashion would invest them with an 
importance which does not in reality attach. 

Had I been asked to suggest the person best qualified for 
the task of preparing an authoritative work I would unhesitat- 
ingly have picked Dr. H. Parker Willis, who was so intimately 
associated with the conception and construction of the legisla- 
tive measure now known as the Federal Reserve Act. When 
the House of Representatives in the early spring of 1912 
decided to enter upon a reform of the banking and currency 
system, as senior majority member of the Committee on Bank- 
ing and Currency I was designated by the Chairman of the 
Committee to take charge of the work; and to the sub-com- 
mittee thus headed by me was referred the voluminous report 
of the Monetary Commission appointed by Congress several 
years theretofore. Subsequently succeeding to the Chairman- 
ship of the House Committee on Banking and Currency, it 
became my duty to pursue the matter to a conclusion; and 
being authorized by the Congress to select as adviser to the 
Committee an expert in the technique of banking credits, I 
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chose Dr. Willis for the position. For nine years I had known 
him as professor of political economy at Washington and 
Lee University in Virginia and as a writer on financial topics 
for leading public journals of the country. He was keenly 
alive to the importance of a radical reformation of the old 
system and his work with the House Committee was marked 
by such great zeal and devotion, as well as skill, as completely 
to justify my estimate of his integrity and capabilities. It was 
with him a work of love as well as of professional pride. Dr. 
Willis remained with the Committee until the House bill in all 
its fundamental provisions was enacted into law and then was 
made Secretary of the Federal Reserve Board created by the 
act to administer the system; and in this capacity he performed 
invaluable service. 

When advised by Dr. Willis that he purposed writing a 
history of federal reserve legislation, I readily consented to 
put at his disposal all the papers in my possession with which 
to supplement his own data. These included every draft of the 
bill, all the briefs furnished and testimony taken by the Com- 
mittee, the minutes of the Committee and of the Democratic 
House caucus which reviewed the Committee’s labors, as well 
as numerous private papers and personal letters. I also was 
glad to examine the proofs as the preparation of the work 
proceeded ; and now I am pleased to attest the general accuracy 
and excellence of that large part of it traversing events with 
which I have more or less familiarity. Indeed the facts 
require no reinforcement, since they derive their verity and 
force from documentary sources and first-hand knowledge. 

Entire frankness compels me to say that I do not share 
all of the author’s impressions of the initial attitude of various 
public men who were, in one way or another, associated with 
federal reserve legislation, nor would I be willing to participate 
in some of the criticisms relating to the administration of the 
system, since my information on these latter matters especially 
is of a rather casual nature, while Dr. Willis had close observa- 
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tion of and official contact with such affairs. But with one 
conclusion I especially desire to concur and that is the state- 
ment that but for the firm, irrevocable purpose of President 
Wilson to reform our archaic banking and currency system 
and his persuasive, as well as commanding, leadership of the 
movement, there would now be no federal reserve system. 
Moreover, I commend, without qualification of any descrip- 
tion, as worthy of emulation Mr. Wilson’s wise determination 
to refrain from executive interference with federal reserve 
administration and his refusal to permit politics to become a 
factor in any decisions taken. Unless the example thus set 
by President Wilson shall be religiously adhered to, the sys- 
tem, which so far has proved a benediction to the nation, will 
be transformed into an utter curse. The political pack, 
regardless of party, whether barking in Congress or burrowing 
from high official station, should be sedulously excluded. 

Needless to add, I trust this elaborate work of Dr. Willis 
will be widely read. 

CaRTER GLASS. 

Lynchburg, Virginia, 

May 29, 1923. 
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Clive Ree 
AMERICAN BANKING ORGANIZATION 


An Unsolved Problem 


After more than a century and a quarter of almost con- 
tinuous discussion, the question of money and credit, as 
reflected in the national policy of the United States, remains 
unsettled. On at least seven different occasions it has supplied 
the material for political controversy of major rank, and indi- 
cations are not wanting which suggest that conditions may be 
shaping themselves for another struggle which may surpass in 
severity all of its predecessors. 

This recurrence of an issue which should be susceptible of 
settlement upon a purely scientific basis, but which probably 
is not so susceptible, has been due to failure or refusal to meet 
disputed questions sincerely and squarely, to deal with them 
frankly, and to stand or fall by the decision. Problems of 
money and banking have been insincerely considered in politi- 
cal platforms, neglected or shirked after elections have been 
won or lost, and always deferred to the future. Business men 
and bankers have declined to frame an inclusive and equitable 
system for curing our financial ills and have preferred to see 
the subject dealt with in what has been called a “conservative” 
(which has usually meant “piece-meal””) way. Politicians have 
sought to stir up popular discontent because of alleged fault in 
the distribution of credit, but have failed to propose or further 
any just and feasible way of dealing with the subject. Some 
of them have preferred to keep currency and banking problems 
as a basis of controversy for future campaigns. Failure to 
deal thoroughly and honestly with what is perhaps the greatest 
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and most subtle of modern economic issues has been a national 
error of the first order. 


Cycles of Discussion 

Discussion of money, banking, and credit in the United 
States has moved in cycles, a period of interest and political 
excitement on the subject being followed by some legislative 
expedient which has usually failed to attain definite results but 
which has often coincided with an automatic recovery in trade 
and on that account has been hailed as the cause of renewed 
prosperity. Thereafter conditions have moved on much as 
before, until depression or commercial crisis was again used 
as the excuse for renewed political outcry, followed by a fresh 
measure of ineffectual legislation. 

The last of such cycles prior to the European war produced 
the Federal Reserve Act, and in so doing yielded a result of far 
higher quality than had been attained for nearly a century past; 
yet the question whether the act has realized its object or must 
be displaced by a successor is still open. Starting in 1893 with 
the panic of that year, the discussion of money, currency, and 
credit continued at intervals for two decades, broken only in 
1900 and 1908 by two brief intervals of inadequate and ill- 
considered legislation, before it was possible to focus public 
attention sufficiently upon banking and currency issues to force 
the adoption of a broad measure of legislation. 


Note Issue Controversy 


Entirely characteristic of the banking discussion was the 
circumstance that, in 1893 when the last great period of debate 
began, attention should have been directed first of all to the 
problem of note currency. It was first supposed or even as- 
serted in so many words by bankers, business men, and econ- 
omists that the evils of the existing credit situation lay chiefly 
in the silver purchase policy of the United States. Even think- 
ers of a supposedly advanced order were indisposed to go 
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further than to demand the correction of existing credit evils 
through the institution of a better system of bank note issue. 
So, in the controversy about money and banking which cul- 
minated in the presidential election of 1896, the discussion cen- 
tered upon the so-called “standard of money,” or “bimetallic” 
problem. The Sherman Silver Purchase Law of 1890 having 
been repealed in 1893 and the maintenance of the gold standard 
of money having been politically reaffirmed in the contest of 
1896, the monetary problem in its purely technical aspect had 
apparently been settled. The return of what was called pros- 
perity tended to relieve the conditions which had given artificial 
support to the free coinage of silver and the popular agitation 
which had centered about a temporary and subordinate phase 
of the larger question was in a measure quieted. 

This should have given opportunity for a calmer and 
broader survey of the real issue involved in the “financial” 
controversy. Surprising as the fact is, it yet remains true that 
the writings of American statesmen and economists during the 
years after 1890 give little indication of any thorough appre- 
ciation of the real issue which demanded settlement. This 
failure becomes the more striking when the character of our 
banking and credit system is considered. The nineteenth cen- 
tury had brought to a high state of development at least three 
general systems of banking: the highly centralized systems of 
Europe, of which that of Great Britain may be cited as a 
premier example; the independent charter banking system, of 
which the Canadian banks offered probably the purest type; 
and the free banking plan, of which our own national system 
afforded the main illustration. 


Characteristics of National System 

In our system of national banking, three chief features 
stood out with marked distinctness. They included the power 
to incorporate new institutions practically at will, the lack or 
prohibition of branch offices, and the issue of notes based upon 
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a collateral deposit of government bonds. Because of the 
adoption of the free banking principle, government supervision 
had been reduced to a minimum. Public control had more and 
more contented itself during the passage of years with the 
regulation of individual banking affairs. The maintenance of 
ordinary honesty in the narrow sense of ‘the term by bank 
officers, and the observance of a few rough rules-of-thumb in 
the management of banking institutions were enough to protect 
a banking institution organized under the national law from 
attack or even rebuke by the Comptroller of the Currency. 
In these circumstances, the development of any well-marked 
code of banking ethics designed to control the doings of bank 
officials was slow and difficult, while the evolution of standards 
of public duty which would serve to give to the business a pro- 
fessional status was even more retarded. 


Banking Individualism 


The growth of a highly individualized system of banking 
management was in these circumstances to be expected. In 
later years, when banking reform discussion had reached a 
more advanced stage, the reluctance, or even refusal, of the 
more influential bankers of the country to accept any responsi- 
bility for institutions other than their own was an outstanding 
element in the general situation. In the beginning of the bank- 
ing reform discussion, this reluctance was still nebulous; and, 
had there been an effort to direct banking thought into scientific 
channels, a very much earlier advance toward actual improve- 
ment might have been made. The struggle over the question 
of a standard of value, the attempt to substitute the silver 
dollar—worth at the time perhaps 50 per cent of the gold 
dollar, which had in effect come to be the established standard 
of value—is of political rather than of economic, or banking, 
significance. Apart from the discussion of the Treasury con- 
ditions surrounding the issue and redemption of greenbacks, 
and the fiscal side of the problem presented by the retention 
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of our national gold reserve as a part of the general funds of 
the Treasury, the years 1893-096 afford but little of general 
interest—and practically nothing that might have become at 
a later date a part of the nucleus of banking legislation or to 
afford the basis for more advanced thought on the whole 
subject. 


Baltimore Plan 


During the years in question, the only idea of general im- 
portance or interest in connection with banking which stands 
_ out from the general dead level of discussion about the ex- 
pediencies or equities of the gold and bimetallic standards 
of value, was a concept in bank note issue borrowed from a 
neighboring country—the so-called “Baltimore plan.’ This 
plan, which first came prominently before the public eye at the 
annual meeting of the American Bankers Association held in 
Baltimore in 1893, was essentially a proposal to establish a 
jointly guaranteed system of note currency upon the plan which 
had been developed in the Dominion of Canada. Canadian 
bankers had for many years past been tending toward a much 
higher degree of banking centralization than had previously 
existed. Operating upon the plan of specially chartered insti- 
tutions, the number of banks has always been small in Canada, 
while the growth of the branch system there tended still further 
to narrow the number of organizations. With a reasonable 
degree of equality in strength between these note-issuing banks, 
it had been feasible in Canada to apply, under the law, a system 
whereby one and all guaranteed each other’s outstanding note 
issues by establishing a joint guaranty fund in the hands of 
the Dominion government out of which the notes of any failed 
bank should be paid upon presentation. 

The Baltimore plan was essentially an imitation or adapta- 
tion of this Canadian guaranteed note issue system, and at first 
attracted the attention of American bankers as well as their 
favorable comment. Adherence to the Canadian plan was, 
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however, founded upon a failure to recognize that in the 
United States the banking problem was quite different from 
that which existed in Canada. With a vast aggregate, includ- 
ing thousands of banks throughout the country—even several 
thousands of national banks—of all sizes and degrees of 
strength, the principle of joint guaranty for note issues almost 
necessarily implied that the larger banks of the community 
would have to take upon themselves a far higher degree of 
responsibility than would be borne, relatively speaking, by any 
of the Canadian banks on behalf of its neighbors. The Balti- 
more plan, therefore, had hardly been initiated before it began 
to encounter either indifference or actual hostility, so that it 
figured only to an inconsiderable extent in the so-called cur- 
rency discussion of the years 1894-96. It was impossible for 
this question to become a popular subject of consideration until 
very much more progress had been made in developing the 
banking issue and in bringing it clearly before the popular eye. 


Campaign of 1896 

The presidential campaign of 1896, however, had inevitably 
to be fought out around the monetary or standard of value 
question as a central issue. In the platform of the Republican 
party for that, year was carried the following “plank” : 


The Republican party is unreservedly for sound money. 
.... We are unalterably opposed to every measure calcu- 
lated to debase our currency or impair the credit of our 
COUNLT Yoh uate We favor all measures designed to maintain 
inviolably the obligations of the United States of all our 
money whether coin or paper at the present standard, the 
standard of the most enlightened nations of the earth. 


This “plank,” although far from specific, was expected by 
some to open the way for a general discussion of banking and 
currency, as soon as the party had been safely elected to office, 
and was undoubtedly regarded by many of the party leaders as 
laying the foundation of a serious and careful revision of our 
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entire national banking system. A victorious party, however, 
inevitably regards controverted issues in a light quite different 
from that which has been thrown upon them during their 
earlier stages. With the Republican party in office in the 
spring of 1897, very decided reluctance to authorize any 
positive action began to be exhibited. The question whether 
any early or positive action could be expected was soon seen 
to depend very largely upon the activity of business men within 
the party. That activity, in turn, was promptly recognized as 
conditioned in no small degree by the ideas and wishes of the 
bankers of the country. Without some display of interest in 
the whole problem, it was plainly evident that the party would, 
as so often in the past, allow its pledge to go unredeemed, at 
least for the early years of its lease of office, and accordingly 
various elements in the business and banking community began 
to bestir themselves with a view to crystallizing opinion in the 
dominant political organization and obtaining from it definite 
decision as to the direction to be taken by legislation. 


Indianapolis Movement : 

The movement to which reference is thus made assumed 
form in what was known as the Indianapolis Currency Con- 
vention, at which was appointed the so-called Monetary Com- 
mission, whose sessions began in Washington in the late sum- 
mer of 1897, and continued for several weeks thereafter, 
eventually culminating in a general report to Congress backed 
by the submission of data and argument intended to establish 
the necessity for early action looking to the correction of 


banking evils.” 
So fully has the Indianapolis currency movement been dis- 


1The general history and recommendations of this commission are found in its 
- report (University of Chicago Press, 1898). In addition, various magazine and 
newspaper articles contemporaneously appeared, though none that adds information of 
material value to what is contained in the report. The files of the Commission, its 


minutes, and records, contain a considerable additional amount of useful data. The 
author was (jointly with L. Carroll Root) assistant to the Indianapolis Commission, 
f information not otherwise accessible, 


and in that capacity has had access to sources 0 tion : 
though in no sense confidential, being withheld from publication merely owing to con- 


siderations of expense and lack of general interest in them. 
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cussed in histories of currency and banking, that little more 
than a passing reference to it is necessary; and even that only 
for the purpose of fitting it into its proper relationship in con- 
nection with other phases of the movement here under con- 
sideration. 

The Indianapolis currency movement has been variously 
regarded as the origin of the entire banking reform agitation 
and as having been merely the source from which inspiration 
was drawn for the adoption of the Standard Act of 1900. As 
a matter of fact, it was not exclusively either of these but in 
some measure partook of the nature of both. The movement 
was essentially a specialized bankers’ movement. Although it 
professed to seek the interests of the public at large, and 
although the Monetary Commission appointed by it contained 
only one or two banking members, it was predominantly 
financed by national banks and was from the first unlikely to 
recommend anything that ran essentially counter to their inter- 
ests. This in itself would have, of course, greatly limited the 
efficiency of the organization and prevented it from exercising 
that broad influence that it might otherwise have had. In so 
far as the source of its support was known, the movement, of 
course, became more or less suspect in the popular mind, which 
tended to identify it with the so-called ‘financial interests.” 
Such, however, was the condition of the banking system at the 
time that the chief interests of bankers in the matter of legis- 
lative reform were in no wise directly or in all respects in 
conflict with those of the public. The first and most urgent 
changes then needed were primarily such as represented the 
views of the banks, but they were also such as represented far 
more broadly and greatly the requirements of the public. 

It was therefore measurably true that the Indianapolis cur- 
rency movement was a public-spirited movement—one whose 
purpose it was to further the well-being of the community. 
There was certainly enough to recommend it to the interests 
of any section of the community, and while it maintained 
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throughout its whole existence the essential character of a 
bank-inspired undertaking, it undoubtedly was to be reckoned 
with as a movement of more or less national scope and of a 
reasonable degree of public spirit. Yet precisely because of 
this limited character of the movement, and in no small degree 
because of the elementary condition both of economic and pro- 
fessional thinking at the time on the subject of banking and 
currency legislation, the Indianapolis Currency Commission 
was restricted to very narrow limits in its work. 


Recommendations of 1898 

Meeting in Washington in September, 1897, it devoted a 
few weeks to summarizing the general requirements of the 
country and to the formulation of a bill for presentation to the 
President and to Congress. Thereafter, for purposes of agita- 
tion and propaganda it developed, under the supervision of one 
of its members,” a lengthy report covering the whole field of 
banking and prepared by assistants to the Commission who had 
been retafned for that purpose. This lengthy report was com- 
bined with the preliminary report which had been written with 
the direct participation of the full membership of the Commis- 
sion itself. The two documents jointly embodied the Com- 
mission’s recommendations and were published in a large 
volume which received a considerable circulation. This book 
may be regarded as summarizing and reflecting the then gen- 
eral position of current banking and economic thought on the 
subject of reform legislation of the United States. The essen- 
tial ideas of the work were two in number, being as follows: 


1. Provision for the issue of a bank note currency based 
upon commercial assets and therefore eventually in ac- 
cordance with the volume of business, such currency to 
be jointly protected or guaranteed by the banks which 
joined in issuing it. 


2 Professor J. Laurence Laughlin, then of the University of Chicago. 
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2.°Termination of the Independent Treasury system in some 
of its chiefly objectionable aspects and separation of 
the funds used for the protection of the greenbacks so 
as to give them an independent status. 


Subordinate to these main features of the report were sev- 
eral less prominent but of very considerable significance. They 
included refunding of government bonds, provision for branch 
banking, and a number of others which eventually found a 
complete or partial development in the Federal Reserve Act 
fifteen years later. These thoughts, moreover, were embodied 
in the bill recommended by the Commission and were thus 
placed before Congress in a concrete form which that body 
might have used as a basis for action had it at the time felt so 
disposed. 


Congressional Opposition 


But such action was far from the intention of Congress. 
It was at that time almost a cardinal principle of politics with 
the leaders of the Republican party to do as little ds possible 
with the currency and banking question. They had found it a 
stone of stumbling in connection with the preceding presi- 
dential elections, and they knew that their own membership was 
far from being a unit with reference to the proper lines of 
reform. 

Although the presidential election of 1896 had been won 
distinctly upon the currency question as an issue, the Repub- 
lican leaders early determined to avoid action on the question, 
so far as possible, for several years to come. In pursuance of 
this end, Speaker Reed united in the Banking and Currency 
Committee after 1896 as many incongruous elements as pos- 
sible. Mr. Reed reasoned, and with accuracy, as the event 
showed, that the presence of these divergent elements on the 
Committee would insure the inability of the Committee to 
attain any unanimity of opinion and would necessitate a con- 
tinuance of the divergence of view which had already become 
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characteristic of the leaders of thought on banking and cur- 
rency legislation. The Banking and Currency Committee fully 
warranted the expectations which had been entertained with 
reference to it, periodically submitting reports which either 
were supported by a bare majority of the membership, or were 
merely submitted by the chairman without the concurrence of 
his associates save in the most formal manner, if at all. This 
example was followed by succeeding speakers, both Mr. Hen- 
derson and Mr. Cannon pursuing the plan of maintaining the 
Committee in an ineffective condition. Although, therefore, 
the Banking and Currency Committee, from 1897 to 1908, was 
one of the most active of the committees of the lower house 
of Congress, it never succeeded in getting the slightest atten- 
tion for its reports or recommendations. 


Effect of Spanish War 


Even had there been no extraneous factors in the way, it 
might thus reasonably have been expected that currency and 
banking legislation would have been subjected to great post- 
ponements. But as matters stood, it was not necessary to re- 
sort to any elaborate legislative readjustment. The Spanish- 
American War, which came very soon after the Indianapolis 
Commission had completed its final work, diverted the atten- 
tion of the public wholly from technical subjects, and although 
the war was soon over, it left behind it much in the way of new 
issues which effectually prevented the concentration of any 
serious attention upon financial questions. The years from 
1897 to 1900 are, therefore, practically barren in so far as real 
progress was concerned. But with the advent of a new presi- 
dential campaign in the year 1900, politicians began to inquire 
in their own minds whether the currency and banking question 
might not once more serve as an issue. That it should do so 
effectually seemed to require the adoption of some measure of 
legislation and accordingly the party reluctantly took the whole 
question in hand. 
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Gold Standard Act 

Since, for reasons already noted, the Republican machine 
organization which controlled the lower chamber had acquired 
the habit of acting without reference to the Banking and Cur- 
rency Committee whenever it thought best to pass some legis- 
lation relating to the currency and banking question, the 
subject was taken away from the Banking and Currency Com- 
mittee of the House, and a little ring of leaders, meeting at 
Atlantic City, New, Jersey, shaped what later became the so- 
called Gold Standard Act of March 14, 1900. It would be 
absurd to say, as some have done, that this action was taken 
“at the behest of the bankers of the country.” The bankers 
desired nothing more at the time than that the plans of the 
Banking and Currency Committee of the House should be car- 
ried out in some form, or that the plan which had been per- 
fected by the Indianapolis Currency Commission should be 
taken up for consideration. They did not approve of the de- 
fective and incomplete provisions of the Gold Standard Act of 
1900, though they recognized that the act was better than 
nothing. The measure of 1900 was essentially political in its 
origin and purpose, and contained vicious features which 
nearly offset the better qualities unquestionably possessed by 
certain of its sections. It had, in fact, all the marks of a bill 
hastily shaped in secret by a group of politicians none too well 
informed upon the topic they were treating, and, though 
equipped with the raw material on which to work, ignorant of 
the proper methods by which to form the measure they were 
planning. 


Changes in Banking Situation 


The Currency Law of 1900 must be regarded as only in a 
very limited sense a stepping stone toward general banking 
reform legislation. Its essential ideas were three in number: 
(1) the making of definite provision for the greenbacks by 
providing a fund of $150,000,000 permanently recognized as a 
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redemption fund with power to the Secretary of the Treasury 
to reconstitute it in the event that it should become depleted; 
(2) provision for the better satisfaction of banking needs 
throughout the country, not through the establishment of 
branch banks but by lowering the minimum capitalization of 
national banks to $25,000; (3) provision for a more abundant 
currency by the refunding of the outstanding government 
bonds into consols bearing only 2 per cent, which it was sup- 
posed would be a rate of interest low enough to make the bonds 
unattractive for any purpose save that of supporting circula- 
tion, so that the entire volume of those in existence could be 
counted upon as a basis for note issue. Incidentally, the Cur- 
rency Act of 1900 undertook to fulfil the pledges of the Re- 
publican party as to the monetary standard by declaring that 
a gold dollar of existing weight and fineness should constitute 
the standard unit of value into which all other money and cur- 
rency should be convertible. It may well be questioned whether 
this declaration was of much importance, since no satisfactory 
provision was made for maintaining the gold standard. 

It will, therefore, be observed that only in one real respect 
did the Currency Law of 1900 meet the demands of those who 
had been urging reform. This was in those sections where a 
definite support for greenbacks was established, and even this 
provision was unsatisfactory, because of the general admission 
that the greenbacks were in and of themselves undesirable as a 
standard currency, and that their evils could never be cured 
save by complete retirement of the outstanding issue. The 
other provisions of the law—the reduction of the capital of 
national banks and the refunding of the bonds in such a way 
as to make the bond currency rather more available and more 
abundant, were reactionary measures. They continued and 
emphasized those features of the National Banking Act which 
had been adjudged undesirable on the basis of nearly forty 
years’ experience and they very materially tended to weaken 
the banking system, as the numerous failures among the small 
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banks afterwards abundantly demonstrated. The Act of 1900, 
however, at least provided a basis for the argument that the 
party had complied with its pledges, and constituted an allevia- 
tion of the most immediate and most urgent difficulties grow- 
ing out of the national bank organization. It was not satis- 
factory to bankers or to those elements of the public who had 
devoted serious thought to the banking and currency situation, 
and there were probably few, if any, who expected of it any- 
thing more than a kind of makeshift help in the existing situ- 
ation. Congress, however, was now in the hands of men who 
were firmly resolved not to permit any further change to occur 
and whose cardinal policy was that of avoiding disputed issues 
to the end that party harmony might be preserved and that as 
little cause for any division in the party ranks might be pro- 
voked. It was evident from the time of the 1900 presidential 
election onward, therefore, that no very decisive action could 
be expected in any near future. Those who were best in- 
structed in American politics quite clearly recognized that 
probably another period of panic or commercial disaster would 
be necessary to provide the impetus that must be had for any 
new discussion of banking and currency. 


Working of Act of 1900 


The Act of 1900 on its banking side soon demonstrated 
that the fears of those who had so seriously doubted its wisdom 
were well founded. Small banks multiplied rapidly—so rapidly, 
in view of the need of currency to meet the country’s expand- 
ing requirements, that the great bulk of the national bonds 
were soon absorbed by the banks. Autumnal stringencies due 
to the recurrent demand for currency became more pronounced 
than ever, and alternated with periods of relaxation and over- 
abundance of money which tended to stimulate stock specula- 
tion. An inflationary growth of business drew heavily upon 
the resources of many of the banks, and prices tended fairly 
steadily toward higher levels. The Secretaries of the Treasury 
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during the first six or seven years of the new century found 
themselves busied with ways and means of rendering the in- 
elastic bank currency slightly more available and interpreted 
the National Banking Act in ways that would permit some of 
the greatest hardships of the law to be mitigated. The evils 
of bad bank practice grew apace, for national banks were now 
so numerous that it would have been difficult for even a very 
efficient federal corps of examiners to keep close watch of so 
many widely scattered institutions. With the utmost of 
diligence and single-mindedness, the Comptroller of the Cur- 
rency could do little more than to repress the more glaring 
abuses. It became apparent, as time went on, that local or dis- 
trict examination under the supervision of the banks them- 
selves was capable of becoming far more efficient and satis- 
factory than national or central examination. In some of the 
states, the examination installed by the superintendent of banks 
was more thorough than that of the federal government over 
the national institutions, chiefly because of the smaller number 
under his charge and because of the greater uniformity of 
practice and method in the various localities. 


Work of Charles N. Fowler 

These factors were still in operation and were only gradu- 
ally appreciated as year after year brought out into clearer light 
the real working of the National Banking Act as revised in 
1900. Yet, from the year 1900 onward, the banking and cur- 
rency question was practically untouched in Congress so far as 
any practical work in relation to it was concerned. Only in the 
House Banking and Currency Committee was the discussion 
kept alive, and even in that organization only because of the 
fact that an enthusiastic advocate of sound and scientific legis- 
lation happened to be at the head of the Committee. This was 
the Hon. Charles N. Fowler of New Jersey, whose interest 
in the subject had led him to devote much of his time and 
thought to the general question of federal legislation, and who 
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in the course of his lengthy study and analysis of the question 
had become thoroughly familiar with the best writings of lead- 
ing authorities. Mr. Fowler developed a series of bills during 
the decade 1900-1910 and devoted himself to continuous effort 
for their promotion. He labored long and earnestly with the 
leaders of the House of Representatives to secure attention for 
his measures, and endeavored his utmost to focus upon them 
the best thought of the academic and financial community. In 
the latter effort he was measurably successful, but in the 
former his work had but little success. 

For reasons which have already been sketched, the legisla- 
tive leaders had made up their minds not to commit them- 
selves to any definite program upon banking and currency, and 
with the machinery of the House of Representatives fully 
under their control, they possessed absolute power to strangle 
or further any measure of legislation as they might see fit. 
Perhaps there has never been a series of years in the federal 
legislative body so depressing to believers in genuine demo- 
cratic government as the decade 1900-1910. Seldom has there 
been a period when so autocratic a rule prevailed at Washing- 
ton, or when there were so few stirrings of independence or 
so little regard for the popular welfare as was to be observed 
in Congress. It was not strange, therefore, that the banking 
and currency situation should be refused attention. How long 
this state of things might have continued, had it not been for 
the development of commercial difficulties of the first rank, 
can be only a matter of conjecture. 


Financial Dangers 


These difficulties were not slow to assert themselves. The 
inflation and bad banking to which reference has already been 
made would in due time have brought their own retribution, 
but coupled with them were other elements of danger in 
finance. These factors, jointly acting without control or check, 
produced in the early part of the year 1907 a situation of very 
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serious hazard from the financial and banking standpoint. It 
had become clear early in that year that many banks were 
heavily overloaned, and that their great expansion in business 
had been financed upon an inadequate basis of security. Prices 
in many lines had become inflated, and the banks of the coun- 
try were in no position to protect themselves should any very 
severe strain be brought to bear upon them. Neither was the 
government in position to assist in relieving conditions, for its 
surplus, although considerable on paper, was of very much less 
significance after necessary deductions representing various 
trust fund obligations had been made. In fact, the government 
could not safely use its available balance for bank relief 
through deposits of public funds except to a limited extent. 


Panic of 1907 

The storm which had thus been gathering burst in the 
early autumn of 1907, and resulted in a widespread series of 
bank failures, accompanied by suspension of specie payments 
and joint action on the part of banks in the principal cities to 
develop some means of immediate relief. Their action was 
more or less successful, and within a reasonable time confidence 
was measurably restored and the effects of the panic were 
gradually overcome. It had, however, furnished the necessary 
warning as well. as the impetus which was required for the 
undertaking of new legislation in Congress. The Roosevelt 
administration, which had previously declined to give much 
attention to banking and currency subjects on the ground that 
they involved no questions of moral principle, was shaken out 
of its attitude of indifference and the President himself 
expressed the belief that reform legislation was needed. The 
consequence was the Currency Law of 1908, ordinarily re- 
ferred to as the Aldrich-Vreeland Act, whose evolution will 
be fully studied in a later chapter. 

‘This law, like that of 1900, wholly rejected the general 
teachings of scientific writers and the lessons of European 
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experience. It adhered to the idea of bond security behind 
bank notes and only in a halting and inadequate way provided 
for the use of commercial assets as the basis of currency. In- 
deed, so wholly unsatisfactory were its provisions in the latter 
particular, that not until six years after the adoption of the 
law were its provisions on this score ever actually availed of. 
Meantime the National Monetary Commission had_ been 
formed under the provisions of the Law of 1908, and had 
developed what came later to be known as the Aldrich or 
National Monetary Commission bill. It was the great merit 
of the Aldrich bill that it at last turned away, only partly, to be 
sure, from the bond-secured currency idea and reverted par- 
tially to the older series of banking measures which had been 
broken at the time when the Second Bank of the United States 
ceased to function. The Federal Reserve Act, in displacing 
the Aldrich bill, pursued the same course of thought as that 
which had been represented in the early central bank legislation 
of the United States. 


Recurrence to Scientific Analyses 


Thus after a period of struggle, lasting continuously for 
more than twenty years, analysis of banking and currency con- 
ditions had at length been shifted back to its proper channels 
and the unscientific experimentation initiated at the time of the 
Civil War had been laid aside. It is not strange that in this 
tangled course of controversy and with a banking community 
as widespread and as various in its antecedents as ours, it 
should have been found difficult to concentrate the attention of 
the community at once upon the primary facts. That must 
necessarily be a slow process. Experience under the Federal 
Reserve Act has shown how slow and how difficult it inevitably 
is. The Federal Reserve Act, indeed, instead of being the cul- 
mination of a period of discussion is merely the culmination of 
a period of agitation and the beginning of a period of discus- 
sion. It is an epoch-making measure in American finance, but 
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it is so because it marks the return of public thinking into the 
recognized channels of banking thought. That is the reason 
why the careful study of the struggle which produced the Fed- 
eral Reserve Act is of interest. It is not merely a chapter in 
financial history; it is also an account of the first battle ina 
campaign for safe and. scientific banking that has only just 
opened. - 


The Present Outlook 

This statement was true at the conclusion of the struggle 
which ended in the adoption of the Federal Reserve Act. in 
December, 1913; it is even truer today. Those who were 
hostile to the act itself or who did not believe in its provisions 
gradually succeeded, as will be seen in later chapters, in chang- 
ing the character of the system through the introduction of 
amendments whose effect has in but few cases been salutary 
or successful. Whether this opinion be correct or not with 
regard to the effect of such amendments, it will be conceded 
by all and not least by those who were responsible for them, 
that the amendments in question were designed to alter con- 
siderably the original scope and intent of the legislation and 
that they have succeeded in so doing. There is therefore an 
open question as to the difference in policy which is ‘represented 
by the original Federal Reserve Act in its later and amended 
form. 

The war introduced great changes into the structure of the 
legislation, although at the time they went very largely un- 
heeded, owing to the pressing character of the issues which 
were then demanding attention. Not only was this true but, 
through interpretation and through changes in Treasury policy, 
the working of the Federal Reserve Act came to be greatly 
altered, so that at. the close of the war the changes in its actual 
effect which had taken place in one way or another had pro- 
duced results as great perhaps as those which might have oc- 
curred in the course of a generation passed in quieter and less 
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feverish times. There were pending before Congress at the 
close.of 1922 many bills whose effect, should they become law, 
would be to change enormously both in spirit and in detail the 
working of the new legislation. We may therefore regard the 
future of our banking structure as entirely problematical— 
not even the accepted principles upon which it is to proceed 
having been determined. There seems less likelihood than 1n 
the past that it will become entangled with the money con- 
troversy and yet such a possibility is always present, as is seen 
by the recurrence of extreme and heretical monetary notions 
sponsored by eminent business and scientific authorities dur- 
ing the years 1921 and 1922. 

The recurrence also of the demand for class legislation, 
intended to alter the position of the agricultural elements in 
the population by giving them the use of abnormally cheap 
capital on long term and by enabling them to draw such capital 
from the federal reserve banks, is reminiscent of the cam- 
paign of 1896, and suggests that the issues involved in that 
struggle may have to be largely renewed. Nevertheless it 
remains true that the interest of the community has shifted 
for the time being from the older controversies about the 
money standard to those which relate to credit and banking. 


Lack of Agreement 


It is these topics that will unquestionably form the center 
of active controversy both in Congress and out of it for a good 
while to come and may, indeed, become the nucleus of a strug- 
gle of national proportions. Even if this danger should be 
avoided, it still remains true that there has thus far been little 
or no success in concentrating the attention of the people at 
large upon the real fundamentals of the banking problem. 
There is only a limited consensus of opinion even among 
financial authorities as to the elements of a sound banking 
system, or the principles upon which it should be conducted. 
Such success as has been had during the past eight years in 
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the operation of the federal reserve system has by no means 
wiped out the prejudice which formerly existed in favor of a 
more centralized system, and it may well be expected that from 
time to time the issue which formed the center of controversy 
during the struggle over the Federal Reserve Act will be 
resumed and sharpened. What will bring it eventually to a 
definite adjustment can only at this time be conjectured. The 
history of the Federal Reserve Act at all events shows the 
alignment of existing financial, industrial, and agricultural 
political groups and thus throws light upon the probable future 
of the banking controversy, 


CHAPTER II 


THE TREASURY AND THE BANKS? 


Government in Relation to Business 


In almost all countries, the “relation of the government to 
the banking business’ is a primary problem of current twen- 
tieth century politics. It has long been a foremost issue in 
American politics, and never more so than at the present day. 
The form and characteristics of this problem have, however, 
greatly developed within recent years, and the issue today is 
totally different from its older form. 

During the years after 1893, the cry “take the government 
out of the banking business” came to be accepted by “‘sound 
money” advocates as representative of a demand whose basis 
was almost axiomatic. It meant, in those years, primarily the 
elimination of the greenbacks as being a constant menace to 
the stability of currency, and to some at least it signified the 
withdrawal of the government from the business operations 
connected with the operation of the Independent Treasury 
system. 

In these aspects the demand possessed both sound and un- 
sound elements, but the reasonable basis of the request was 
apparent and controlling. In every serious effort to get “cur- 
rency reform” legislation after 1893, therefore, some reorgan- 


1 During the years 1901-1912 the author was either in charge of the Washington 
Bureau of the Journal .of Commerce and Commercial Bulletin of New York, or was 
detailed as special correspondent; and when in Washington (except during 1903-1905, 
when not a member of the Journal of Commerce staff) was assigned as his primary 
duty the following of Treasury policies from day to day. This chapter is based on 
the despatches and articles then written by him and appearing from day to day during 
the years in question. Facts set forth in these despatches were the outcome of per. 
sonal inquiry, and information received from the financial officers of the government. 
Needless to say, the opinions herein expressed are his own, ‘ 
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ization of the Independent Treasury system, some revision 
of relations between the government and the banks had an 
important place. 

From the administrative standpoint, too, it was to be ex- 
pected that there should be an important connection between 
the government and the banking system. With the banking 
system vitally defective in its most essential elements, it was 
necessarily inevitable that there should be effort on the part 
of the govenment to make up for what was lacking or amiss. 
For such action the machinery was provided by the Inde- 
pendent Treasury system first adopted in 1846 and reapplied 
after the Civil War; while a precedent was found in the debt 
and surplus financiering of 1886 and the following years. 


Attitude of Public Men 

The most annoying feature of the banking and currency 
situation after the year 1900 1s found neither in the defects 
of existing law, nor in the methods employed by the govern- 
ment in dealing with current problems, but in the attitude both 
of public officers and of members of Congress. “Tell them 
that we do not want any of their rubber currency, but that 
the National Banking Act which carried us safely through the 
Civil War is good enough.” This sentiment expressed by one 
of the all-powerful coterie which controlled the House of Rep- 
resentatives for some time was intended as a reply to one who 
had visited him to urge the necessity of what was then called 
“currency reform.” The “rubber” currency referred to was 
intended as a jocose reference to the “elasticity” of circulation 
of which much had been said by writers on the banking and 
currency question, while the anachronistic reference to the 
Civil War and the national banking system was more nearly 
intended as a warning that banking reform would be opposed 
‘by the leaders of Congress on the strength of an appeal to 
popular prejudice on the monetary question than it was meant 
as a legitimate appeal to reason. At all events, the words 
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quoted stand fully and fairly for the attitude adopted in all 
branches of the government during the years after the election 
of 1900 and prior to the advent of the panic of 1907. 


Secretary Gage 

The administration of the Treasury under Secretary Gage 
had been largely concerned with the Spanish War and its 
sequelae, and there had been but little occasion to deal directly 
with, or perhaps think very seriously about, the general prob- 
lems of currency and banking. A different situation set in 
when President McKinley was succeeded by President Roose- 
velt, Secretary Gage soon after withdrawing and being fol- 
lowed by Secretary Leslie M. Shaw. The latter found some 
serious problems facing him at the very outset early in 1902. 
The Act of 1900 had already shown its inadequacy; while, as 
a result of the revenue measures adopted for the support of 
the Spanish-American War, the Treasury was in receipt of 
large incomes which tended to accumulate in its hands. 

In a sense, the problems thus presented for solution were 
the same as those of the first Cleveland administration, when 
an overfull Treasury was partly emptied and the surplus funds 
returned to common use by the plan of buying in bonds in open 
market, paying for them in cash. The process had had its own 
evils then, but it was no longer practicable. Under the Act of 
1900 the older circulation bonds had been largely refunded into 
two's and these were being, from year to year after 1900, “‘put 
up” with the Treasury as security for circulation, so that to 
buy them in (even had conditions otherwise made it worth 
while) would have been to work against the little element of 
pseudo-elasticity which remained in the national banking cur- 
rency.” 

? The following table outlines the movement in the volume of gold coin and bullion, 


federal reserve notes, federal reserve bank notes, national bank notes, and total money 


in circulation, which includes in addition silver dollars, subsidiary silver, and United 
States notes: 


. 


THE TREASURY AND THE BANKS 27 


New Problems of Treasury 


The efforts of the Secretaries of the Treasury who suc- 
ceeded Mr. Gage were thus naturally and necessarily directed 
along lines rather different from any that had been pursued in 
the past. It was essential for them to get surplus funds out of 
the Treasury and into circulation; and it was equally im- 
perative to provide a method of “relieving” hard-pressed 
banks both at times when pressure made itself felt as a result 
of individual bank needs due to overlending, and at those 
other times when the condition demanding attention was a 
more general or sectional necessity growing perhaps out of 
so-called “crop-moving” or similar requirements. 

In finding a method of eliminating Treasury surpluses, 
the natural plan might have been that of curtailing taxation. 
But just here obstacles were interposed by the peculiar fiscal 
system of the United States. Deriving the great bulk of its 
receipts from the tariff and internal revenue duties, the fed- 
eral government found difficulty in adapting its income-rais- 
ing system to its expenditures, particularly as the Republican 
4 


MONEY IN CIRCULATION 


federal reserve banks, and federal reserve agents. 


Percente 

Federal age of 

Federal Reserve National Total Gold to 

Fiscal Gold Coin Reserve Bank Bank Money in Total 
Year and Bullion* * Notes Notes Notes Circulation Money 
1900: >) $1,034,384,444) svesesraviaes $300,640,444 $2,339,700,673 $44.21 
TOOL.) LL 2dj0301002  csrccayatelereics\ «hale 353,742,187 2,483,007,077 45.29 
1902... 1,192,504,589 356,672,001 2,563,266,658 46.53 
PORE 8. 2AB OST, GLO Wiraists see ce ss 413,070,650 2,684,710,087 46.51 
TOOA ae a1 7327,050, 3985 eo otelors octele'e sis 449,235,005  2,803,504,135 47.35 
190552. ' 73357,0581088 224.425 %4 0 495,719,806 2,883,100,864 47.09 
1906... 1,475,706,765 561,112,360  3,060,976,501 48.07 
1907... 1,466,380,10I 603,788,690  3,115,561,007 47.06. 
1908... 1,618,133,492 698,333,917  3,378,764,020 47.89 
1909... 1,642,041,099 689,920,074 3,406,328,354 48.21 
1910... 1,636,043,478 713,430,733 3,419,591,483 47.84 
IQII... 1,753,196,722 728,194,508  3,555,958,977 49.30 
I9QI2... 1,818,188,417 745,134,002  3,648,870,650 49.83 
TOLZe Hee £5870)7 00,535" =. « 759,157,909  3,720,070,016 50.28 
1914... 1,890,656,791_.. 750,671,809  3,738,288,871 50.58 
1915... 1,985,539,172 $ 84,260,500 810,273,593  3,989,456,186 49.77 
. 1916... 2,449,739,010 176,168,450 $ 9,000,000 744,174,660  4,482,801,038 54.65 
IQI7... 3,019,146,563 547,407,960 12,790,245 715,420,010 5,407,990,026 55.83 
1918... 3,075,788,838 1,847,580,445 15,444,000 724,205,458 6,741,072,204 45.63 
1919... 3,113,168,661 2,687,556,985 187,666,080 719,276,732 7,605,306,571 40.93 
1920... 2,709,463,700 3,405,877,120 201,225,800 719,037,730 7,909,998,099 34.25 
I92I... 3,297,729,834 3,000,429,860 150,772,400 743,290,374 8,099,006,237 40.72 
1922... 3,784,651,712 2,555,001,660 80,495,400 758,202,027 8,177,477,105 46.28 
* Does not include gold bullion and foreign coin outside of the vaults of the Treasury 
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party, then in power, had always protested agairist' the vary- 
ing of tariff rates with an eye chiefly directed to thein revenue 
bearing. Surpluses, moreover, varied greatly in amount from 
year to year—in short, it seemed wholly impracticable to con- 
trol them through a national budget system. 


Volume of Revenue 

These circumstances practically dictated the resort to 
direct deposits of government funds in banks, a plan pur- 
sued at times in former years, though never on a scale so 
great as was now to be employed. The deposit idea was 
itself wholly out of harmony with the general concept of the 
Independent Treasury system, being, indeed, a confession 
that that system could be applied in its pure form only so 
long as revenues were received at about the rate at which 
they were disbursed. Although today we look back upon the 
expenditures of the government prior to the European war 
with something akin to surprise because of their smallness, 
seldom reaching $1,000,000,000 in a single Congress, they 
were then viewed from a quite different standpoint. It was, 
in fact, true that under the Independent Treasury system 
which then existed the receiving and disbursing of a billion 
dollars in the course of a ‘single year caused considerably 
more disturbance to business than a turnover of several times 
that amount today. Prompt and efficient systems of rede- 
posit were accordingly recognized as essential in order that 
surpluses might be kept out of the Treasury and in the 
hands of the active business men and producers of the com- 
munity where they “belonged.” 


The “Pet Bank” System 


It was in such conditions that there was rapidly built up the 
obnoxious “‘pet bank’’ system, which exerted so injurious an 
effect upon financial conditions and was speedily recognized as 
constituting a serious menace to true currency and banking re- 
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form. A beginning had been made by placing the bulk of the 
surplus funds of the Treasury with city banks and particularly 
with those in New York. The practice inevitably tended 
toward scandal, since it was not long before some of the larger 
institutions which themselves were heavy lenders in the stock 
market began to exceed the bounds of prudence, in the belief 
that at almost any time they could count upon getting aid from 
the Treasury in the form of special government deposits. 

Largely to offset the politically hazardous consequences of 
such a state of affairs, the practice of distributing funds among 
country banks began to assume much greater development, for ' 
it was plausibly argued that the funds ought in as large meas- 
ure as possible to go back to the people from whom they had 
been drawn. Yet the difficulty of continuously using the country 
banks was great, since exchange drawn upon institutions far 
from Washington was not readily available, while even where 
depository banks were required to return to the government 
New York, Chicago, or other metropolitan exchange, the proc- 
ess of depositing and withdrawing funds in such circum- 
stances was not easy. Thus developed the practice of recog- 
nizing two classes of depositories, the “‘active’ and the “‘inac- 
tive’ institutions, and the latter before the end of the decade 
came to number fully 1,400. They were “pet banks” in a very 
real sense, since the deposits with them were made for no defi- 
nite purpose save to get the funds “out,” and the banks merely 
regarded them as a temporary loan on which they might make 
some additions to earnings, since in the years before 1908 
they paid no interest and during the years thereafter only a 
nominal rate. 


Disturbance of Money System 

In the majority of cases it was doubtless true that these 
pet bank deposits never went in fact to the localities where 
the depositories were located. The bulk of government re- 
ceipts being paid to the Treasury at a very few points, the 
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deposits took the form of Treasury warrants on New York 
or Chicago, usually the former. Such a warrant drawn in 
favor of some small country institution, and often exceeding 
its capital, was habitually deposited by the recipient with its 
city correspondent, and was by the latter received subject to 
interest. It constituted “reserve” for the country bank and 
permitted the latter to expand loans locally so far as it dared 
or could find borrowers, while the reserve agent or city cor- 
respondent, since it paid interest, must also earn it. This it 
did by relending in the stock market, so that, no matter whether 
’ the funds of the government went directly into city banks or 
reached those institutions only through the intermediation of 
country banks, they were essentially employed for the nourish- 
ment of the stock market. 


Crop-Moving 

There was one conspicuous exception to this general state 
of things. Recurring or seasonal needs in the rural sections of 
the country for crop-moving funds often found the local banks 
“loaned up.”’ When in this condition, they frequently asked 
for and received from the Treasury, special deposits which 
they converted into bank notes in New York, using the pro- 
ceeds in direct loans to their farmer borrowers. Yet these 
crop-moving deposits, like the Wall Street deposits already 
described, had their bad reflex effect. They habituated both 
the depository banks and the communities dependent upon them 
to the thought of government aid—to the point of view which 
regarded it as a public duty that the federal government should 
help all parts of the country which found themselves at any 
time short of funds. This activity or participation of the gov- 
ernment in the “banking business” received little attention— 
none of an adverse sort—yet it was largely responsible for 
the later insistence upon publicly aided farm credit which has 


since become so menacing an element in contemporary Amer- 
ican politics. 


THE TREASURY AND THE BANKS SE 


Cramping the Circulation 


While the Treasury policy in forcing out the deposits into 
bank use was thus almost wholly injurious in its effects, the 
co-ordinate phase of the policy which had to do with the in- 
creasing of circulation was but little better. Under then ex- 
isting laws, bank deposits were required to be collateraled with 
government bonds. It followed, therefore, that as the volume 
of deposits increased, the volume of bonds available to protect 
circulation decreased. Success in placing surpluses in banks 
meant further reduction in the expansive power of the cur- 
rency. Secretary Shaw in part met this difficulty by an evasion 
or interpretation of the law which permitted the substitution, 
of municipal and railroad bonds behind the deposits, thus re- 
serving the government bonds for use in support of new note 
issues. He sought every means of relieving the tedious delays 
previously incident to bank note issue and unquestionably suc- 
ceeded in reducing the time required for supplying them. 
Banks were encouraged to order notes in quantity ahead of 
positive needs, and there was a reduction of routine operations 
which resulted in prompt shipment of the currency as needed. 
The banks themselves developed the system whereby national 
bonds held by fiduciaries as investments were lent for a mod- 
erate consideration to institutions that desired to issue notes. 

By all these expedients but a slight margin of elasticity was 
lent to the currency. The notes moreover showed themselves 
wholly unresponsive to the variations of commercial need. As 
they were returned from the country districts after the peak of 
crop-moving demand had passed, they were seldom retired in 
volume, but instead were used as a basis for market loans, 
figuring in the reserves of state institutions, although debarred 
by law from occupying a similar position in national banks. 


Financial Ethics 
Thus as the years passed the conditions were conducive to a 
progressive increase of stringency and a progressive decline of 
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power to relieve banks and public necessity. They grew more 
and more ominous. The time was a period of unusually low 
financial standards of ethics. It was the time of the insurance 
scandals in New York, of much illegitimate promotion and 
stockjobbing, of governmental dishonesty, as exemplified in 
the postal and cotton scandals, and of generally discreditable 
market conduct. Stock trading and trading in commodities 
were characterized by the use of methods that were subject to 
grave suspicion. The epidemic of scandal-mongering, which 
came to be known as “‘muck-raking,’’ was the legitimate issue 
of actual financial and economic conditions in public and pri- 
vate life. 

It was a startling fact that in this dangerous state of affairs 
some public officers should have accepted and defended the 
prevailing state of things and have sought to show that it was 
perhaps the best that could be devised. Secretary Shaw defi- 
nitely sought to defend the whole Treasury system as estab- 
lished by existing law, and asked Congress for a fund of 
$100,000,000 with which to “play the market” as occasion 
might demand, depositing coin in the banks or drawing it out, 
according as it was desired to make bank credit cheap or ex- 
pensive. The final result of this indifference or acceptance of 
vicious conditions was the panic of 1907, which must ulti- 
mately be traced to the refusal of congressional leaders to per- 
mit legislation, the indifference and contempt of President 
Roosevelt toward the whole issue as “not involving a moral 
principle,” and the acceptation of Secretary Shaw of a danger- 
ous situation which permitted him to play with the high explo- 
sives that an unwise currency and banking system had stored 
within his reach. 

The coming on of the panic concentrated the attention of 
the country on the need of legislation, for the panic of 1907 
had not been expected. There was still a large surplus in the 
Treasury despite reckless appropriation of money, and a sub- 
stantial degree of prosperity throughout the country. The 
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inflation of securities which had been in progress, and the 
illegitimate financing of industrial enterprises, later to be 
reflected in public prejudice and dissatisfaction, in political 
revolution, and in popular demand for investigation and anti- 
capitalistic action, would not ordinarily have borne fruit until 
a much later date. These conditions stimulated the develop- 
ment of unsound banking, and the panic of 1907, essentially 
a credit collapse, was the outcome. 


Effect of Panic of 1907 


Besides bringing the general question of banking and cur- 
rency reform effectually to the front, the panic of 1907 greatly 
emphasized the public aspect of the situation and the necessity 
of making measures of reform bear directly upon Treasury 
relations to banking and currency. This fact is well worthy of 
special note. It has already been observed that during the 
years in question banking reform agitation had’ been conducted 
almost entirely by bankers. In but few cases had the busi- 
ness public in the proper sense of that term become seriously 
interested. Bankers had directed the discussion, bankers had 
financed it, and bankers had kept it alive. 

_ This from one point of view was highly to the credit of the 
banking community, notwithstanding that it was patent to 
every careful observer that a main motive in the continued 
maintenance of the discussion was the desire to obtain oppor- 
tunity for the earning of larger profit through a freer issue of 
notes. There was in this no impropriety, since the professional 
objects of the bankers in this particular instance happened to 
coincide with the dictates of sound monetary and banking 
philosophy. But the almost exclusive control exercised by 
bankers over the direction of the discussion explains why it 
was that practically little or no attention was devoted to the 
incidental effects of the Treasury system which had proved 
most evil in their influence notwithstanding that they had con- 
tributed largely to the profit-making power of the bankers. 


| 
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Bankers, in other words, sought to correct the bad features of 
existing legislation where these were hostile to higher profits, 
but were far less concerned to correct other and worse defects 
whose tendency was to enlarge profits instead of reduce them. 

The panic of 1907 served, therefore, an important purpose 
in once more popularizing the issue of banking reform and 
in emphasizing the relation of the public and its funds to the 
whole situation. 


Government and the Panic 


No phase of the panic of 1907 itself is deserving of closer 
attention than the relation which was borne to it by the gov- 
ernment and by the Treasury Department particularly. The 
occurrence of the panic was undoubtedly a surprise to many if 
not most government officers and was exceedingly unwelcome 
to them because of the fact that in those days the party then 
dominant in national affairs had strongly emphasized the 
statement that its currency and banking policy had invariably 
been sound and had successfully kept the community from 
financial or economic disturbance. Politically, therefore, the 
panic was most unwelcome, while practically the government 
found itself in very difficult straits when it attempted to stop 
the further progress of the disturbance. 

Comptroller of the Currency Ridgely, who was then in 
office, had seen distinct symptoms of danger in the spring of 
1907 and had done what he could to relieve the difficult situa- 
tion in which not a few banks found themselves. The effort, 
however, had been in vain, and while it might have been pos- 
sible to bridge over the autumn season had there been a 
regular means of providing for sudden increases in demand 
for credit, whether seasonal or permanent, the coming on of 
a fairly heavy demand for crop-moving accommodation, with 
withdrawals of funds in large volume from the banks of the 
cities, brought things to the breaking point. Although in the 
panic of 1907 and afterward as a result of its effects, a good 
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many bank failures occurred, they were in most cases not the 
outcome of bad banking in the ordinary sense, but the result 
of the overextension of credit in certain quarters and the sub- 
sequent development of a “frozen” condition of bank port- 
folios—as later terminology had it—unaccompanied by any 
means of liquidation. 

It might, indeed, have been possible to bridge over these 
difficulties had there been no change in the government’s 
power in this matter of furnishing “relief.’” But shortly before 
the panic of 1907 developed it had become fairly apparent: to 
most students of the situation that the government’s methods 
of helping out stringency had been exhausted. Secretary 
Shaw, who preceded Secretary Cortelyow (the latter being in 
office during the panic), had, as already noted, practically taken 
up all of the “slack” there was in the government’s relation to 
the banking situation. His substitution of non-national for 
national bonds in many important capacities, and his facilita- 
tion of the issue of bank notes, free of the hampering condi- 
tions which for a long time past had tended to prevent such 
notes from being taken out promptly, were no doubt in their 
way praiseworthy efforts to facilitate the operations of the 
banks, but they were certainly disastrous in the long run, in 
the sense that they used up the last bit of relief power the gov- 
ernment possessed without affording any new or amended 
means of modifying conditions in time of exceptional strin- 
gency, or even of meeting heavy seasonal calls for funds. 


Dangerous Plans Contemplated 

The opening of the panic therefore found the GAS in 
an extremely difficult situation—so much so that at one time 
an issue of Treasury notes amounting practically to greenback 
currency was contemplated. No such event, fortunately, was 
- allowed to occur and in lieu of so disastrous a means of relief 
the banks were obliged to content themselves with many forced 
expedients, practically continuing further the former deposit 
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and emergency bank note issue schemes which had reached so 
high a degree of perfection during the Shaw administration. 
Relaxation of some of the regulations and requirements which 
ordinarily surrounded the use of government funds or the 
taking out of new currency tended in a measure to help con- 
ditions, but after all only in a limited degree. No student of 
the panic of 1907 can hold very strongly to the belief that the 
government in spite of its anxiety to assist did really succeed 
in improving the financial situation very much. Not only was 
the total limit of its endeavors a narrow one; but it was also 
true that the unavoidable obstacles to the performance of gov- 
ernment business again deferred and delayed the rendering of 
assistance even when there was capacity to afford it. As for 
the government depositories themselves, they were for the 
most part as badly “tied up” as any other group of banks, and 
could not have supplied the funds in any other way than as 
transfers of credit, even had the government been in position 
to ask them to shift funds to banks which were in difficulties. 


Breakdown of Treasury Relief 


There is a certain interest in the study of the panic of 1907 
from the Treasury standpoint, especially as affording an illus- 
tration of the methods of banking assistance then in vogue 
and as refined by the use of a very considerable degree of 
ingenuity and skill. Both the Comptroller of the Currency 
and his chief, the Secretary of the Treasury, were conserva- 
tive men, each desirous of mitigating the rigors of the panic 
and both fairly skilled in finance besides being able to command 
the best banking advice the country could afford. But such 
advice at its best was not effective in the kind of emergency 
which had presented itself. The only conclusion which could 
reasonably be drawn from the experience was that the old 
Treasury deposit system, like the national bank system of note 
issue, was at length bankrupt in practice as it had always been 
in principle. Few of its merits remained, for i: had exhausted 
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its power to relieve or moderate véry much the dangers of a 
stringency or panic; but most of its evils were as serious as 
ever. Although at the time not much heed was paid to the 
Treasury aspects of the situation, it was more and more fully 
accepted by theorists that the Independent Treasury system had 
practically reached its limit, and that whatever was to be done 
in banking and currency reform must now include vigorous 
measures of improvement designed to rectify not only the 
defects but the real évils of an obsolete method of. handling 
public money ; a view already accepted in the abstract but never 
much insisted on in practical discussions. 


View of Bankers 

This perception gradually came also to the banking and 
financial community and in that relation was of crucial signifi- 
cance. ‘The belief that it was desirable to have a friend in the 
government in need who would at times take a hand in such 
financial difficulties as might present themselves and that it 
was not necessary to have reserve or central banking so long 
as the government, through its Treasury, was prepared to play 
at intervals the part of a central bank had been very widely 
diffused. We have seen that it had found an advocate in Sec- 
retary of the Treasury Shaw, but it was also entertained by 
skilled and experienced bankers whose knowledge of finance 
should have warned them against the acceptance of any such 
notions. As time had gone on the Independent Treasury sys- 
tem had become deeply rooted in our financial system and the 
practice of making large operations upon the outstanding 
bonded indebtedness under conditions which tended to necessi- 
tate very close relations between the Treasury and a few of the 
large banks had come to be accepted as a necessity. . There 
were, it is true; a few who recognized at least the potential 
evils of such relationships and had long inveighed against 
them, just as they had deplored the growth of the extensive 
system of “pet banks’? which had come to play so large a part 
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in American politics. Not, however, until the fact was clearly 
understood that the Treasury had about reached the end 
of its resources and that in the future not much could be 
expected of it, did there seem to be a fair prospect of securing 
a definite demand for modification of the system, sustained by 
the financial community. 


Contribution of Panic to “Currency” Reform 


In one important sense, therefore; it may be said that the 
panic of 1907, entirely irrespective of the legislation which it 
produced, laid an important foundation stone for the revision 
of our banking laws. This was seen in the incorporation into 
practically all subsequent programs of banking reform of sec- 
tions calling for the exercise of fiscal agency powers by the 
banking mechanism provided for in such programs. The 
Aldrich bill, issued within a few years of the panic under the 
auspices of the National Monetary Commission, fully recog- 
nized this element in the situation and the same was true of 
other measures which were in process of formulation by pri- 
vate individuals. The Federal Reserve Act took full cog- 
nizance of the needs of the case and bestowed upon reserve 
banks large powers in this regard, although it was handicapped 
by the modifications to which Treasury officials subjected it 
with a view to perpetuating, during their own régime, the ‘‘pet 
bank” system; should they be so minded. It required, however, 
only the demonstration afforded by the panic of 1907 to bring 
about the general acceptation of Treasury reform as an inte- 
gral part of the banking reform. When the United States 
entered the European war in 1917, this necessity became so 
overwhelming and obvious that it swept away the remnants of 
the old sub-treasury system and thereby cleared the ground for 
the necessary relationship which must exist between any sound 
banking system on the one hand and the financial structure of 
a government, which involves far greater turnover of cash 
than any subordinate commercial or industrial enterprise. 


CHAPTER" III 


THE MOVEMENT TOWARD SCIENTIFIC BANKING 


Evolution of Banking Reform 

It would be difficult to name any given date at which the 
movement to establish a scientific system of banking first took 
definite form in the United States, or to designate any indi- 
vidual as very conspicuous in it. In Chapter I it was seen that 
the earlier so-called “currency reform” agitation was largely 
superficial. It consisted of propaganda, primarily, and directed 
its attention to but one phase of scientific treatment, the note 
issue question, confining itself, under banking influences, very 
largely to the concept of an emergency note issue, or at best a 
regularly issued currency jointly guaranteed by the banks of 
the country. The student who searches through the addresses 
at bankers’ conventions and public meetings where financial 
issues were discussed during the fifteen years prior to 1913 
will find but little in the way of systematic and careful study 
of the real essentials in banking questions; and very much the 
same is true of the writings of economic authorities on 
banking. 

American economists had fallen largely into channels of 
thought which had to do with monetary standards and price 
theory, and had given only comparatively slender attention to 
banking practice and organization and to discount and interest 
theories on their banking side. A review of the various works 
~ on money and banking which appeared during the fifteen years 
after 1890 offers only an occasional element of suggestion. A 
few authors had from time to time made historical studies of 
the great foreign banks and banking systems, and there had 
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been a more or less abundant output of good monographs con- 
cerning the early history of banking in the United States and 
to a lesser extent concerning contemporary banking in Europe. 
In a few cases, it was stated with more or less explicitness that 
the central bank plan, although proved by experience in Europe 
to be fundamental. to modern bank organization, had been 
found inapplicable to American requirements and had accord- 
ingly been thrown aside. There were also not a few econo- 
mists who obviously held to the belief that the introduction of 
central banking in this country along the lines established by 
the First and Second Banks of the United States was prac- 
tically out of the question. 


Practical Banking Relief 


However, while professional thought on this subject was 
regrettably barren and sterile, the practical ability of American 
bankers and business men was finding the way to provide 
means of correcting the evils produced by the national banking 
system. As early as 1893, the banks of New York by joint 
action had provided on a large scale an ‘‘emergency currency” 
or means of relief for hard-pressed institutions which were 
losing ground owing to lack of public confidence. The clear- 
ing house certificate plan, repeated on several successive occa- 
sions, had shown the way to united action in emergencies, while 
the growth of clearing house organization and clearing house 
systems of mutual examination and oversight had been steady 
and effective, pointing the way to permanent organization. 

After the year 1900, the advance of the city clearing 
houses in power and authority was such as to command atten- 
tion. The clearing house in its theoretic aspects had been 
thoroughly discussed by Professor Charles A. Dunbar as early 
as 1885, and he had anticipated, though briefly, much later 
discussion as to the true character and effects of a combined 
reserve. His early writings show entire recogiition of the 
thought, later too often neglected, that bank reserves may 
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quite as properly consist of available credit as of cash. After 
the panic of 1893, and especially during the sporadic banking 
discussion which followed the Act of 1900, attention became 
too largely diverted to the technique of clearing and to the 
detailed functions of clearing houses, but there was a growth 
of recognition that through mutual or joint organization the 
banks of the country might become affiliated along working 
lines without undue surrender of independent functions, and 
that so organized they might to advantage assume various 
banking functions long left in abeyance through fear of 
monopoly or undue competition. This thought, growing as it 
did out of actual American experience, gained. little from 
European discussion and nothing from the efforts of the few 
who sought to preach what they termed a “‘gospel of banking”’ 
based on European experience but who lacked the intimate 
understanding of American banking conditions which might 
have enabled them to point out practical methods of progress. 


Elements of Progress 

Actual progress, as it is now easy to see, involved two 
elements: (1) admission that purely emergency organization 
for “relief” would not meet the requirements of banking 
reconstruction; (2) recognition that mere transplanting of 
foreign central banking methods to American soil, without 
adaptation to local needs and peculiarities, could never suc- 
ceed. 

From these two basic elements, it was to be inferred that 
the effective measure of banking advance to be sought would 
be attained through the creation of an institution or institu- 
tions modeled upon European central bond experience, but 
functioning regularly and drawing their strength and prestige 
from the support of the combined banking units of the nation, 
as had the clearing houses of the cities. Concrete advocacy 
of this view of the needs of the country was, as already 
remarked, largely lacking, and it was to practical legislators 
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aided by bankers that such progress as was made in the devel- 
opment of a scientific plan of banking legislation owed its 
existence. Reference has already been made to the work of 
Hon. Charles N. Fowler during the years after 1900. Of the 
details of his proposals more will be said at a later point.’ 
They culminated in 1910 in a banking bill based upon the 
two general requirements already named, which, though fol- 
lowed by other alternative plans, probably represented the best, 
certainly the most elaborate, piece of work which came from 
the hands of the chairman of the Banking and Currency Com- 
mittee. It is worth noting that when, early in 1912, the Bank- 
ing and Currency sub-committees of the House began work 
upon what was later to become the Federal Reserve Act (Mr. 
Fowler having meantime been retired to private life, by the 
accident of political change), Chairman Glass recalled first of 
all as the most suggestive piece of work previously done by 
the Committee this Fowler bill of I9g10, 


The Miihleman Bill 

Meantime, too, work had been done by Maurice F. Mihle- 
man as early as 1909 upon a draft of a measure which prac- 
tically embodied the essentials already referred to as basic in 
any reform of American banking. This measure at the time 
received comparatively little attention, though it was fortu- 
nately recorded in published: form.* The time indeed was 
unpropitious for banking theorizing. In Congress during the 
six or seven years before 1907, nothing more clearly marked 
out a member as an incompetent dreamer than the advocacy 
of a banking reform bill; nothing so promptly called forth 
the taunts of the Bourbons in either chamber as the suggestion 
that something was needed for the purpose of correcting a 
bad condition in the monetary system. Even the requests of 
the Comptrollers of the Currency and the Secretaries of the 


1 See Chapter VII infra. 
* Banking Law Journal. 
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Treasury for necessary legislation on points of detail were 
coldly pigeonholed or sharply refused. So utterly hopeless 
did the situation seem that, as already seen, it even became the 
fashion with some Secretaries of the Treasury to out-Herod 
Herod in their allegiance to the situation as it was. 


Congress and the Panic 

How long the public dissatisfaction which gave rise to the 
National Monetary Commission or “Aldrich” bill in 1912 and 
to the Federal Reserve Act in 1913 would have lasted without 
producing any direct response on the part of Congress had not 
the panic of 1907 occurred, is an interesting subject of specula- 
tion. It is safe to say at all events that the panic in question 
tended very decidedly to hasten action. True, long before 
Congress had aroused itself from its lethargy and had under- 
taken to initiate any measures of reform the panic and its 
immediate results had passed by. Still it is probably true that 
without the impetus furnished by the panic of 1907 it would 
have been impossible to overcome the inertia of Congress. 
Because of the fact that the so-called Aldrich-Vreeland Law 
of June 30, 1908, which grew out of the panic of 1907 and 
was the contribution of the Republican party to monetary and 
banking thought, contained the provision for the creation of 
the National Monetary Commission, which led to the estab- 
lishment of that body, and the eventual formulation of the 
Aldrich bill, the Act of 1908 has always been ranked much 
higher than it deserved. The bill in question, however, con- 
tained a number of provisions which, in ways entirely unfore- 
seen at the time of their adoption, and in directions very 
different from what were planned by their framers, strongly 
influenced events at a later time. Notwithstanding, therefore, 
that the measure in question has been elaborately discussed in 
various connections, it is worth while to examine at this point 
some aspects of the Aldrich-Vreeland Law for the light they 
throw upon later occurrences. 
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Origin of Aldrich-Vreeland Law 

The Aldrich-Vreeland Law was in many ways a measure of 
transition from the old to the new in American banking 
thought. It was the last concrete expression, and hence 
marked the more or less definite abandonment of, the inade- 
quate notion of emergency currency, or of currency at all, as a 
means of remedying the banking confusion into which the 
country had fallen. It also marked the tentative acceptance of 
the idea of joint organization and self-examination as the real 
means of bringing about better conditions in the banking life 
of the United States. And yet the Aldrich-Vreeland Law had 
a discouraging origin and for a long time bade fair to be of no 
importance whatever. 

As the name implies, the Aldrich-Vreeland Act was based 
upon two distinct and separate proposals, the one originating in 
the lower chamber and the other in the upper. Mr. Aldrich, 
then the dominating figure in the Senate of the United States, 
at whose beck and call members of both parties held them- 
selves in readiness, had with reluctance undertaken the intro- 
duction of new legislation. Yet eventually it became necessary 
to take some action. President Roosevelt, the ““Man of Des- 
tiny’ in the White House, demanded it and the financial 
interests of the country insisted upon it. Economists and 
publicists had long agreed that a measure of reform was neces- 
sary, although they had been far from agreeing as to what was 
desirable. Eventually, Mr. Aldrich recognized action as politi- 
cally wise if nothing more. Yet to him as a member of the 
old school in American politics nothing was more nearly 
anatherna than the idea of what was then called “asset cur- 
rency.””" Why this should be has often been a subject of 
wonder. Although Mr. Aldrich was usually considered the 
mouthpiece of what was even then coming to be known as 
the “Money Trust,” and although the asset currency move- 
ment had secured the adherence of many who were currently 
regarded as closely allied with the “Trust,” he had always 
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opposed it. Perhaps this was largely the result of political 
association and reminiscence; possibly nothing more than a 
distrust of “reform” influences. Added to these considera- 
tions was the fact that politicians of the older generation had 
long looked with wonder and approbation upon the national 
currency system as a means of raising the price of bonds. It 
was one of those mysterious manifestations of Providence in 
financial affairs at the time of the Civil War which had often 
been adverted to with something approaching reverence, and 
the thought had naturally been aroused in many minds whether 
this power to raise bond prices could not be invoked in other 
directions. 


Original Senate Proposal 

The Aldrich bill, therefore, when originally introduced it 
the Senate in the spring of 1908 surprised no one in bringing 
forward a bond-secured currency plan. Mr. Aldrich, indeed, 
in his principal speech of support definitely committed himself 
to the thought that it was in some sense a duty on the part of 
the government to aid in advancing the prices of suitable 
bonds. The first draft of the bill was built about the central 
thought, that, inasmuch as national bonds no longer needed 
the powerful support of government recognition as a basis for 
currency, this support might properly be transferred to bonds 
issued by the states, cities, and, where possible, the railroads. 
The latter corporations indeed had found their credit suffering 
as a result of the attacks of state and federal rate-regulating 
bodies. If, therefore, a new demand for them could be built 
up, might not they regain their pristine values and might not 
the large holders of railroad bonds find themselves possessed 
of a nest-egg whose worth had been far too greatly under- 
‘estimated? The original Aldrich bill aimed practically at the 
direct conversion of miscellaneous bonds into terms of cur- 
rency by permitting the owners (banks) to deposit such bonds 
with the Treasury, and to take out on them as security emer- 
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gency notes which they were at liberty to use as they saw fit. 
It would have been possible, by continuing the rake’s progress 
of overcapitalization, issue of bonds, underwriting of the 
securities, depositing the securities with the government, and 
getting out currency thereon, to open an unprecedented era 
of overtrading and corporate graft. This bill was promptly 
“railroaded” through the Senate Finance Committee, and was 
supported on the floor of the Senate by its author in a speech 
in which he represented the necessity of getting a market for 
bonds in general—a market which, he asserted, could be 
secured by the adoption of his bill. The Aldrich bill, therefore, 
in proposing the use of non-national bonds as a protection for 
currency, broadened the base which had been found so narrow 
during the panic of 1907, but retained the principle of a 
secured note issue, dependent for its amount upon the volume 
of various kinds of investment securities which were available 
in the market. The fact that this kind of currency had no 
relation to business needs, and was not calculated to adjust 
itself in any way to demands or prices or rates, was pushed 
aside as of no importance, and by sheer force the Aldrich meas- 
ure was driven through a Senate whose members were but 
little interested in currency and in no way minded to exert 
themselves against the powerful representatives of finance. 


Fowler Proposal Defeated 


Yet while this condition was developing in the upper house 
of Congress, a losing fight had been carried on in the lower 
chamber with a view to bringing about the adoption of a meas- 
ure calculated to introduce the principle of a banking currency 
based upon and protected by commercial paper. 

The situation at the opening of Congress in December, 
1907, was at once more favorable and more hopeless than had 
existed for a long time. There was an undoubted popular 
demand for action. The panic and the accompanying business 
and banking failures had concentrated attention on the cur- 
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rency question, so that what had been a matter of indifference 
was now the topic of foremost interest in the public mind. At 
the same time, members of Congress were pressing forward 
with banking plans. Many of these were of an unpractical 
character, representing in some cases the fads and hobbies of 
their authors, and in others the work of one-ideaed constitu- 
ents who were insisting upon recognition for their favorite 
projects in Congress. Hardly had Congress opened when 
there appeared'a long array of bills relating to banking. The 
Banking and Currency Committee of the House and the 
Finance Committee of the Senate found themselves fairly 
overwhelmed with measures demanding consideration. So 
great was the number of these measures that probably only a 
very small percentage, if any, of them, ever received real study 
from the committees to which they were referred. The chair- 
men of the committees, however, at once began the task of 
developing their own plans, and out of this effort appeared the 
so-called Fowler bill in the House and the rival Aldrich bill in 
the Senate. 

Chairman Charles N. Fowler of New Jersey had, as 
already noted, been at the head of the Banking and Currency 
Committee of the House for a number of years and had put 
before Congress many bills designed to improve the currency 
and eventually the banking organization of the United States. 
He did not hesitate to urge to the front a general measure 
designed to provide an asset-secured currency, and was suc- 
ceeding so well in his effort to obtain the assent of a majority 
of the House that the old-line politicians promptly took alarm 
and determined to circumvent him. To this end they, as in 
1900, eventually referred the whole question of currency legis- 
lation to a caucus of the party, thereby taking it directly out 
of the hands of Mr. Fowler and his committee, and so placing 
it under the jurisdiction of selected agents of their own choos- 
ing. Of these Congressman Vreeland of New York was the 
chief, and so became chairman of the Caucus Committee. 
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The Vreeland Substitute 

The machinery for legislation having been provided, noth- 
ing was lacking save ideas, yet even in the House of Represen- 
tatives the adoption of a bond promotion scheme analogous to 
that which had rooted itself in the Senate was distasteful. 
Even more distasteful was the notion of accepting anything 
from the reformers or ‘agitators’ who had made matters so 
uncomfortable for the leaders, and who were supporting, at 
least in principle, the plans of Chairman Fowler. In these cir- 
cumstances, the politicians were practically driven to the old 
familiar device of appropriating the ideas of those whom they 
criticized, adopting them in new language and claiming credit 
for them. Study of the various Fowler plans, weakened as 
these were by the variations, and perhaps in some cases, the 
vagaries, which had found a place in them, showed a con- 
sistent thought running all through the various measures. 
This was the germ idea of all subsequent banking and cur- 
rency reform and in consequence deserves very careful study. 
That idea was the concept of co-operative organization of 
existing banks for the purpose of providing a jointly guar- 
anteed or secured type of credit representative which could be 
used as reserve funds. The idea was logical, because of the 
fact that it rested upon the evolutionary institution which had 
been developed in American financial life as a result of neces- 
sity. Organized in clearing house associations, the bankers of 
the country had shown the entire possibility of joint selection 
of assets, joint guarantee of the currency or credit based 
thereon, and joint agreement to regard such currency or credit 
as a substitute for cash. It was the indigenous American con- 
tribution to banking practice or theory, and subsequent suc- 
cess in acclimatizing exotic ideas of central banking in this 
country was in fact almost dependent upon the skill shown in 
grafting these notions upon the stem of the native banking 
organization. Failures were the outcome of refusal to recog- 
nize the character of the parent stock. 
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Conversion of Vreeland Group 


Mr. Vreeland and his political superiors therefore obeyed a 
right instinct when they determined to accept the idea of 
co-operative banking organization for the purpose of furnish- 
ing a basis for the issue of note currency. This notion was 
taken directly from the Fowler measures, but it was seriously 
lacking in the fact that those who appropriated it failed to 
understand the full meaning of what they were doing, while 
they erred in detail through inexperience and lack of practical 
knowledge. In the attempt to get the Vreeland bill into prac- 
tical shape changes in its form were made by the caucus, and 
by the committee at work upon it, almost daily over a consid- 
erable period. In this process the original Fowler notion of 
co-operative banking organization unavoidably became sub- 
ject to much modification. The concept of emergency banking 
was reintroduced into the measure, although provision was 
made for permanent organizations whose members should be 
inactive except at times when a sudden and unexpected neces- 
sity compelled them to apply for notes. As thus developed, 
therefore, the Vreeland bill must be regarded as both good 
and bad—good because it accepted the essential notion of 
co-operative bank organization, bad because it limited this 
organization’s activity to note issue, and confined it to sporadic 
or emergency requirements. The root idea of the Vreeland 
measure was thus quite thoroughly covered over with unneces- 
sary or positively harmful provisions of one sort or another. 


Opposition of Leaders 

Even in this emasculated form, the Vreeland plan, provid- 
ing as it did for note currency based upon clearing house prin- 
ciples—that is to say, for the use of commercial paper as a 
‘protection for notes—was obnoxious to the old-line political 
leaders, particularly in the Senate. The fact that the House of 
Representatives had the courage to adopt it at all, instead of 
waiting humbly for the edict governing their conduct to come 
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from the Senate ‘“‘steering committee,’ bore eloquent tribute 
to the unrest which had begun to develop itself in the party as 
against the Bourbon leaders whose unpopularity was already 
so widespread. The House, however, was manifestly deter- 
mined to adopt legislation of the kind which had been devel- 
oped in its interest rather than to accept a measure ready-made 
from the upper chamber. As soon, therefore, as the Aldrich 
measure had been completely developed, it was taken in hand 
by the controlling clique in the lower chamber and was pushed 
through to adoption in substantially the form in which it had 
been recommended by the caucus, the vote in the latter body 
being 128 to 16. 


Legislative Origin 

The House bill was introduced on the 13th of May, 1908, 
by Mr. Vreeland,* and referred to the Committee on Bank- 
ing and Currency. Discussion began on the next day. Mr. 
Vreeland offered a resolution, finally adopted, to the effect 
that the Committee on Banking and Currency should be dis- 
charged and that the House should proceed with the considera- 
tion of the bill; that it should be in order, however, to offer as 
substitute the Williams bill which had been proposed by the 
Democrats. On the conclusion of debate which was to end 
not later than 5 Pp. M. on the same day, a vote was to be taken 
first on the substitute and then upon the passage of the bill. 
In introducing this resolution Mr. Vreeland referred to the 
message of the President of the United States, in which the 
President had recommended the adoption of a banking and 
currency bill and in which he also urged upon Congress that 


a commission be appointed to take up the whole question of 
banking and currency. 


In response to that message we present here today a meas- 
ure carrying out the recommendation of the President that we 
shall amend our banking laws, that we shall provide for an 
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emergency currency, and that we shall appoint a commission 
to report at another Congress upon the whole subject and the 
whole system.* 


Objections offered by the Democrats were brought out by 
Messrs. Prince and Williams. They rested upon the ground 
that the bill :° 


is an abomination and a miserable makeshift. It 
ought to be called a bill of “authorization for clearing-house 
associations of national banks which have violated the law,” 
or a “bill of indemnity for Secretaries of the Treasury who 
have suspended the operation of the law in behalf of the 
national banks and clearing-house associations.” 


Mr. Overstreet on behalf of the Republicans took it upon 
himself to explain its provisions.” He referred to the panic 
of the previous autumn, the like of which, he said, would not 
probably happen again, although he admitted predictions as 
to the recurrence of like conditions could not be depended upon. 
The necessity for an increased volume of currency at the crop- 
moving period of each year was quite apparent. He said: 

The emergency currency authorized by this bill and the 
plans for its issue will, in the judgment of many, be a pre- 
ventive against such disturbance to business, even though we 
may not be able to prevent the conditions arising similar to 
those which arose last fall.’ 


It was for the latter reason that a commission was to be 
appointed, clothed with the powers of investigation, to report 
to Congress at a later date the advisability of a change or a 
revision of the banking and currency laws. 


If it should appear by experience that there was no need 
for a provision for an emergency currency, although we had 
made by this bill such provision, there would be ample time 
in which the Committee should make a report and no harm 
done.” 

4 Record, Vol. 42, Part 7, p. 6245. 
5 Tbid., p. 6247. 
6 Tbid., p. 6250. 


7Ibid., p. 6251. 
8 Tbid., p. 6251. 
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Currency Associations 

The bill, as Mr. Overstreet sought to show, provided for a 
machinery whereby not less than ten national banks with a 
capital and surplus together of not less than $5,000,000, could 
voluntarily associate themselves in a corporate body, through 
which association they could authorize the issue by any one of 
the banks belonging to the association of a currency not based 
upon government bonds. For the purpose of obtaining such 
additional circulation, any member bank having circulating 
notes outstanding secured by government bonds to an amount 
not less than 40 per cent of its capital stock and with an unim- 
paired capital and a surplus of not less than 20 per cent could 
deposit with the association in trust such of the securities as 
would be satisfactory to the board of the association. The 
board consequently was to apply to the Comptroller of the 
Currency and ask for an issue upon these securities, and the 
Comptroller, after satisfying himself that the requirements 
of the law had been complied with, was to report the applica- 
tion to the Secretary of the Treasury. 


The Secretary of the Treasury then finds, first, that a 
condition of emergency for additional money exists in the 
State in which that particular bank has its home, and second, 
that the securities offered are ample to safeguard the Govern- 
ment against loss, and then only 75 per cent of the cash value 
of the securities offered is permitted to be issued in emergency 
currency.” 


A reserve of gold or lawful money equal to 25 per cent of 
the issue was required to be held by the receiving bank and as 
penalty against inflation a tax was to be imposed by the gov- 
ernment, 4 per cent for the first 60 days, a further 2 per cent 


for each 60 days additional, until 10 per cent was reached, and 
thereafter 10 per cent. 


In my opinion, if a mistake is made with reference to 
these limitations and burdens, it is that they are too severe 


®Tbid., p. 6251. 
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upon the banks. The doubt, however, has been resolved in 
this instance against the banks and in favor of the business 
of the country.” 


Safety of Currency 


In regard to the safety of the new currency, Mr. Overstreet 
pointed to the provision according to which the banks were to 
be jointly and severally liable for the new issue. Further- 
more, the collateral filed was to be worth 25 per cent more in 
cash value than the amount of the notes authorized for issue, 
and besides, the securities offered were to be submitted to the 
scrutiny of the executive board of the association. 

Such supervision and scrutiny would doubtless result in 
safer methods of banking, better collateral in the case of the 


individual banks and consequently a better credit to the entire 
association.” 


Elasticity in the new circulation would be brought about 
through automatic contraction whenever the emergency cur- 
rency was returned to the Treasury or an amount of lawful 
money equal to the issue was paid in. 

Ollie M. James” attacked the proposed legislation on the 
ground that it lodged too great a power in the hands of the 
Secretary of the Treasury—“absolute and undeniable control 
of the issuance of $500,000,000 of currency’—and that it 
provided for an asset currency, basing it upon any security 
the Secretary of the Treasury might see fit to accept. He said: 

I maintain, Mr. Speaker, that under the Constitution of 
our Government we have no more right to farm out to the 
national banks, or any other corporation, the right to issue 
money than we have to give them the right to levy taxes or 


declare war. One is as much a function of sovereignty as the 
other.” 


Mr. James also urged that instead of providing better 


10 [hid 
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protection for the depositors, deposits would merely be some- 
what less secure in consequence of the new legislation, in 
allowing the banks to take their securities and pledge them to 
the government to protect the emergency currency. The pro- 
vision of the bill according to which the Secretary of the 
Treasury would be vested with the power to loan out public 
moneys at the rate of I per cent interest, was not defensible, 
in his opinion, since the old practice of favoritism was simply 
continued by this provision, instead of getting rid of it by 
providing that this money should be lent out to the highest 
bidder. Mr. James finally doubted very much the expediency 
of a new commission, the proposal for which he considered but 
a subterfuge to tide the Republican party over the election. 


Use of Funds for Speculation 


Mr. Pujo'* characterized the bill as a crude piece of legis- 
lation, altogether unnecessary. It would bring about a con- 
dition such that all. the currency would naturally flow to the 
eastern banking centers, where it would merely be invested in 
speculation. 

I want to emphasize this fact, that if the law could be 
amended, and it is the only legislation needed at this session, 

so as to require banks to maintain the reserves in their vaults 

and so as to permit the retirement of circulation without lim- 


itation, with the consent of the Secretary of the Treasury, 
there would be no need of legislation of this character. 


Mr. Pujo, moreover, offered criticism of the bill reported 
by the Banking and Currency Committee, the Fowler bill 
already referred to, which in his opinion was even more dan- 
gerous to the business conditions of the country than the 
Vreeland bill. 

Mr. Weeks’ reviewed the panic situation of 1908 and 
the relief afforded by the issuance of clearing house certificates, 
a fact which then and already several times previously had 


14 Thid., p. 6256. 
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helped to restore the needed confidence. In speaking of the 
Fowler bill, which would have revolutionized the entire cur- 
rency system, Mr. Weeks argued that it should commend itself 
to the consideration of Congress with but few changes. The 
Aldrich bill, on the other hand, which would have been essen- 
tially a further development of the existing banking laws, 
while it would have also provided for an emergency currency 
would not have based it upon commercial paper. 


It continues a system which ought to be changed when a 
better one can be provided, for it requires banks to carry 
among their assets securities in which they should not in nor- 
mal times invest their funds and which, generally speaking, 
they would not carry if they did not need them to provide a 
basis for additional circulation.” 


Views of Mr. Weeks 

In preparing the Vreeland bill, Mr. Weeks explained, the 
following points were kept in mind: (1) that the currency 
now is adequate to normal needs, and that therefore there 
should be no permanent addition but only a temporary incre- 
ment; (2) that if an addition is made, it should take such a 
form that it should not be readily distinguished from money 
now actually in use; (3) that the currency should be issued in 
the locality where needed without any delay whatsoever, since 
panics come on suddenly; and (4) that the currency should be 
so taxed that it would automatically contract as soon as the 
demand for it ceased. All these conditions, Mr. Weeks argued, 
were adhered to in the Vreeland bill. Regarding the safety 
of the clearing house certificates, which could be compared to 
the new currency, Mr. Weeks pointed to the fact that there 
was not a single instance where these certificates had not been 
promptly paid. In concluding, Mr. Weeks reported the 
indorsement of the legislation by prominent bankers, such as 
Hon. A. B. Hepburn, the president of the Chase National 
Bank, a former Comptroller of the Currency. 


16 Thid., p. 6262. 
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Republican Opposition 

One of the reasons which Mr. Hill (Republican) ’” enumer- 
ated against the legislation was that the high tax upon this 
currency would be distributed over commercial discounts and 
hamper and restrict legitimate commerce. Mr. Fowler's argu- 
ments against the bill were as follows:'* (1) that there was no 
need for legislation at the time; (2) that to authorize a bank 
note circulation without at the same time providing for auto- 
matic redemption was an economic blunder; (3) that a prop- 
erly constituted currency would not allow the concept of an 
emergency currency, since it would prevent any form of emer- 
gency arising; (4) that the distribution of the currency would 
be unequal, thus doing injustice to the country districts; (5) 
that the segregation of the best assets of the bank and a prior 
lien given on them to the noteholder meant the sacrifice of the 
depositors’ interest; and (6) that such legislation would only 
add to the burden of redeeming the $700,000,000 of bank 
notes already resting upon the government, an additional bur- 
den of $500,000,000. Mr. Fowler defended in general the 
work of the Committee and reminded Congress that all great 
legislation in every country had been prepared in committees. 
But he expressed his satisfaction that through much educa- 
tional campaigning the “Vreeland cohorts’’ had at least been 


compelled to accept commercial paper as the basis for circula- 
tion. 


We have compelled them to treat deposits precisely as note 
issues, by providing for reserves against bank-note issues the 
same as we have against deposits.” 


Mr. Kiefer did not think that the Vreeland bill had any 
relation to proper banking but maintained that it related 
merely ‘*. . . . to a method of escaping the necessary penalties 
of vicious or illegal banking at great money centers,’*° He 


17 Tbid., p. 6265. 
Ibid, p. 6269. 
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asserted that the so-designed “clearing house associations” had 
no possible element of a clearing house vested in them. There 
was no clearing provided for. The new corporate association 
was to have the right to sue and to be sued, and yet it was at 
no time to have a dollar of assets in its own right; no pro- 
vision was made for appointment of the executive committee. 
Such associations are required to redeem the additional 
currency but it has no assets of its own to redeem anything 
with. And the association could not, as such, be held liable 

for any defalcations or embezzlements of its officers. or 

agents. What an association to be relied on to create con- 

fidence in the presence of financial disaster ! 

The theory of the bill, as Mr. Kiefer went on to show, was 
to meet an emergency, but nothing in this bill disclosed what 
the emergency was required to be. Of the about 6,700 national 
banks in existence, it would not be possible for one-tenth to 
form such an association, since they could not fulfil the capital 
requirements. He concluded: 


Bad legislation will not avert or cure another such finan- 
cial panic; it may promote it. Let us legislate to eradicate the 
cause of a panic and not alone to try and cure it when it 
comes. To do the latter is to invite a panic and disaster. 


Views on Central Banking 


Of the several other opponents of the bill, Mr. Sulzer of 
New York*? recommended a central bank as the only safe 
method to insure the right kind of banking system. Mr. 
Goulden repeated the argument that too much power was given 
to the Secretary of the Treasury and declared the measure 
hastily drawn up. 


When such distinguished Republicans as ex-Speaker 
Kiefer of Ohio, Mr. Hill of Connecticut, Mr. Prince of I[lli- 
nois and Mr. Fowler, the able chairman of the Committee on 
Banking and Currency of the House of Representatives, all 
men of ability in the financial world, are all speaking against 
the measure, it seems a safe policy to oppose the bill.” 
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Mr. Vreeland himself pointed to the impossibility of a radi- 
cal change of the banking system at the moment, urging the 
conclusion that nothing else was left to do but to add additional 
legislation to that already existing, so that in times of panic 
a great reservoir might be created which could be instantly 
drawn upon. He referred to the German system under which 
in times of financial stress the legal limit of notes could be 
exceeded with the permission of the government and by pay- 
ing a tax of 5 per cent. The suspension of the Bank Act in 
England amounted, in Mr. Vreeland’s opinion, merely to a 
secondary reserve which could be relied upon in times of need. 
He explained the clearing house principle as applied to the 
new legislation and concluded: 


It will not prevent banks which are mismanaged or which 
are looted by their officers from failing, but it will prevent 
the fright growing out of the closing of this class of banks 
from extending into panic and runs upon other banks. 


The final vote on the bill stood 185 against 145, with 51 
not voting. 


Origin of the Aldrich Bill** 

Mr. Aldrich had introduced his bill some months earlier, 
offering it on January 7, when it was referred to the Com- 
mittee on Banking and Currency. It was reported back on 
January 30 with amendments, when it was placed on the 
calendar. Mr. Aldrich addressed the Senate at length in 
reference to his bill on February 10.** In referring to the 
previous panic and the methods of relief which were used 
to alleviate it, Mr. Aldrich expressed the opinion that similar 
relief measures could not be employed in the case of another 
panic, because the Treasury was not in a position to make 
increased deposits in national banks and because a very large 
proportion of available bonds were already taken up. The 
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United States furthermore might not be able to command 
large importations of gold. 


There seems to be but one way in which this can be 
accomplished, namely, by some provision for the authoriza- 
tion of additional notes to be used only in emergency.” 


He continued explaining the action of the Committee, 
which after thorough consideration had decided to be guided 
by the experience of the great commercial nations. The 
Committee believed the example of Germany the safest prec- 
edent to follow and the one most likely to answer present 
needs successfully. 

The measure provided for a possible emergency issue of 
$500,000,000 of national bank notes to be redeemable by the 
Treasury. They were to be identical in character and tenor 
with the ordinary national bank notes and were to be issued 
to any association by the Secretary of the Treasury, if bus:- 
ness conditions in any particular locality demanded additional 
circulation. The banks were required to deposit with the 
Treasury municipal or first-class railroad bonds, of a char- 
acter and in amount satisfactory to the Secretary. These 
notes were to be distributed equitably among banking asso- 
ciations and were to be subject to tax at % per cent monthly 
or’6 per cent per annum. 


The remedy we provide is simple, prompt and efficient. 
At any time within 48 hours, if an emergency requires it, 
$500,000,000 of new money can be put into the channels of 
trade to allay public excitement and to meet extraordinary 
demands.” : 


Source of Bonds 

As to the criticism that banks did not have or carry the 
securities to be accepted under this bill, Mr. Aldrich pointed 
to the benefits that would, he saw, accrue to the states and 
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municipalities which are in constant need of local improve- 
ments. And in regard to the criticism against the use of rail- 
road securities : 


The Committee recommend the use of first-class railroad 
bonds because they are the only securities, outside of State 
and municipal bonds, issued by corporations whose public 
records, showing conditions and earnings, as now provided by 
law, would enable the Secretary of the Treasury to definitely 
ascertain the value and the safety of the security. In theory 
and by existing legislation railroad companies are quasi pub- 
lic corporations and under strict government control and 
regulation.” 


In answering all other criticisms, which had been offered 
against the kind of security to be accepted behind the emer- 
gency currency, Mr. Aldrich pointed out that, if all the 
national banks should hold the entire amount of bonds neces- 
sary, behind an issue of $500,000,000, it would mean the invest- 
ment of but little more than 6 per cent of the total resources 
of such banks. To the critics who wanted a revolutionary 
change of the entire banking system, Mr. Aldrich answered: 


Whenever a monetary system has been adopted or adjusted 
to meet the business and customs of a people, it should not be 
changed in haste, because theorists disapprove, or bank man- 
agers, for selfish interests, declaim against it.* 


In concluding, Mr. Aldrich expressed his belief that there 
could be no reasenable doubt of the effectiveness of the 
measure, 

Discussion of the bill extended over several days. Mr. 
Owen, speaking as a Democrat,”* heartily approved the meas- 
ure because it provided for “emergency notes, secured by 
bonds, under a penalty higher than the normal rate of inter- 
est.” He objected, however, that the: emergency issues were 
to be national bank notes in form, thus requiring 6,600 varie- 
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ties to be printed notwithstanding they were really Treasury 
notes, payable in gold or its equivalent. He also protested 
against the rigid limitations under which alone national banks 
could take out this currency, they being prohibited from doing 
so unless an amount of notes equal to 50 per cent of their 
capital was already outstanding and unless their surplus was 
more than 20 per cent, while not even then could a bank under 
any circumstances take out more than an amount equal to its 
capital and surplus. He furthermore criticized the measure 
because it excluded state banks and trust companies from its 
benefits. He was against railroad bonds on account of their 
wide fluctuations. 


Senate Amendments 

Protracted speeches on the Aldrich measure were offered 
during February and March. Various senators advocated 
either a central bank or a guaranty fund or (like Mr. New- 
lands) better legislation for state banks. The reserve 
question was discussed and a provision recommended and sup- 
ported by many that national banks should keep their reserves 
in their own vaults. Mr. Owen offered a substitute amend- 
ment including provision that national banks should be for- 
bidden to invest their funds for speculative purposes. The 
strongest objection, however, was raised against railroad bonds 
as securities behind the emergency notes for the reason of 
their wide fluctuations and because this would put a premium 
on railroad over other securities. 

It was in view of this discussion that the Committee on 
Finance decided upon some. amendments which it offered on 
March 17*° and which were consequently adopted. The first 
amendment provided that no notes should be issued upon any 
‘securities in excess of the par value of the bonds deposited. 
The second restored the $9,000,000 limitation on the monthly 
retirement of notes based upon United States bonds, a provision 


80 Tbid., p. 3421. 


62 PASSAGE OF FEDERAL RESERVE ACT 


which was favored by many. The third amendment struck 
from the bill all provisions pertaining to railroad bonds. 


The Committee believed when the bill was reported and 
they now believe, that it would be desirable to have for use as 
a basis for these emergency notes as large an amount as pos- 
sible of available securities. But the Committee find that 
questions are raised in regard to the use of railroad bonds 
which have no reference to the bill now under consideration— 
questions of the relation between the railroad and the public 
and as to the proper regulations of railroads and of the issue 
of railroad stocks and bonds. Under all these circumstances 
the Committee have thought it better to ask the Senate to 
strike out the provisions which pertain to railroad bonds.” 


An important amendment by Mr. Johnson changed the 
reserve requirement of country banks so as to read that four- 
fifths of the 15 per cent reserves were to be kept in the banks’ 
own vaults. One-third of the reserves could be kept in such se- 
curities as were required for the emergency currency. The effect 
of the amendment would have been to withdraw about 6 per 
cent of the reserves, which up to then were allowed to be kept 
with reserve agents. Another amendment offered by Mr. Nel- 
son, which was likewise adopted, provided for a similar reserve 
requirement for reserve city banks. Mr. LaFollette’s one 
amendment which forbade the loaning of banks to their own 
officers was accepted; not so, however, his provision which 
sought to stop the practice of interlocking directorates. 

The bill was adopted as amended on March 27, 1908. 


The Conference Discussion 

When the House had finally adopted the Vreeland bill and 
had sent it to the Senate, further discussion in that body was 
of little significance or importance. The Senate bill was re- 
ported by the Senate Committee on Banking and Currency on 
the 15th of May, asa substitute for the House bill. It was the 
original Aldrich measure as adopted with some slight amend- 
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ments but omitting the extensive changes made on the floor. 
The minority on the Committee had unanimously agreed to 
report the bill and to ask for prompt action in order to get 
the measure into conference, Mr. Money, however, explaining 
that although he voted to substitute it for the Vreeland bill, 
because he thought the latter inferior to the Aldrich bill, he 
would go on record as against the Aldrich bill, when it came 
to a final vote. Mr. Culberson thought the amended Aldrich 
bill far more objectionable than the original. Mr. Newlands 
agreed to the clearing house principle in the Vreeland bill but 
wanted it extended so as to include as members also state 
banks, which would have to be compelled to come up to the 
same requirements in regard to capital and reserves as the 
national banks. 

The Senate insisted upon its amendment and asked for 
a conference. In the House on the same day, Messrs. Williams 
and Fowler expressed their indignation at the speed with which 
the legislation had been hurried through by the Republican 
machinery, declaring that the measure was infinitely worse than 
the House bill. 

This measure is worse even than the Aldrich bill, because 

it strikes out of the Aldrich bill the feature to provide a pen- 

alty against dishonesty—the La Follette amendment, which 

was a good feature in it. It strikes out of the Aldrich bill the 

Johnstan amendment to force the banks to keep a certain per- 

centage of their reserves in their own vaults, which was a 

good feature in the Aldrich bill.” 

Mr. Burton thereupon moved to disagree with the Senate 
and sustain the Vreeland bill and to call for a conference. 


His motion was adopted.” 


Final Form of Bill 

The conference report as laid before the House on May 
27°* was explained by Mr. Vreeland to-be the original House 
bill with some parts of the Senate bill in addition. 
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To that bill we have added the provision of the Senate bill 
which permits any bank in time of emergency with the con- 
sent of the Secretary of the Treasury to deposit public securi- 
ties—that is, State, county, municipal, and district bonds— 
with the Treasury Department and circulation up to 90 per 
cent may be taken out against it. But it is evident that when 
this provision is incorporated in the House bill all of the criti- 
cism which would lie against the Senate bill standing alone 
falls to the ground.” 


Such criticism had been voiced by bankers all over the 
country, who, in order to avail themselves of the provision of 
the Senate bill, would have been obliged to buy $400,000,000 
or $450,000,000 of these particular bonds which had been 
required to be kept as security against the emergency currency 
under the Aldrich bill. Banks which did not happen to own 
municipal or other like bonds were to be given every facility 
by the conference bill to obtain circulation upon securities 
which they did own, by joining a currency association. 

That portion of the bill which provided that the same 
reserve should be kept against these emergency notes as against 
deposits was changed and a provision adopted according to 
which banks taking out emergency currency should keep a 
redemption fund of 10 per cent with the Treasury of the 
United States. The rate of taxation was altered so as to 
commence at 5 per cent and to increase at the rate of 1 per 
cent a month until it reached 10 per cent, at which limit it was 
to remain as long as the circulation would stay out. The com- 
mercial paper was to be two-name and not to run longer than 
four months. Not to exceed 30 per cent of the capital and 
surplus of the bank should be issued against commercial 
paper alone. The provision that every state was entitled to the 
notes apportioned to it out of this $500,000,000 circulation 
was retained. Mr, Vreeland remarked: 

I want to say that the Senate provision harmonizes per- 
fectly with the House provision in this bill. There is no con- 
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flict between them whatever. It makes a broader base for this 
legislation. It gives banks which desire to purchase and hold 
public bonds the right to take out circulation direct. It gives 
those who do not wish to buy and hold these class of bonds 
the right to use the legal securities in their banks through 
these associations.” 


As to the criticism that the bill was not safeguarding the 
interest of the depositor, Mr. Vreeland pointed out that the 
object and purpose of this bill was solely for the benefit of the 
depositors. It was to enable banks to pay their depositors 
upon demand, in order to prevent such a suspension of pay- 
ment as took place on previous occasions, 

Mr. Pujo*’ congratulated the Republican party upon its 
adoption of the asset currency idea. Mr. Glass predicted 
that not.a single great bank in America, capable of taking 
care of itself in times of financial stress, would be induced to 
join a currency association as provided for in the Vreeland 
clause for the purpose of getting emergency currency.’ ‘““The 
country will have to be in an unhappy state, indeed, to cause 
the formation of such associations.” He also argued that 
there was no likelihood of any emergency, but should there be 
a disturbance in the coming autumn, as had been hinted, no 
relief could possibly come from the bill for the reason that 
about two years would be required by the Treasury Depart- 
ment to get fully prepared for the issue of these new notes. 

Ollie James reproached the conference for having reduced 
the reserve to. a redemption fund of 10 per cent and for not 
having adopted such safeguards as denying directors the right 
to loan to each other depositors’ money. 

Mr. Williams concluded his criticism of the bill by referring 
to the fact that but few days ago the Senate had denounced the 

Vreeland plan as iniquitous and destructive of the best interests 
of the country and that the House, on the other hand, had 
declared the Aldrich bill as “altogether wicked,” 
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But today the great discovery—two iniquities compose a 
perfect good. Neither bill was good enough for either House, 
but today both bills combined are good enough for both 
Houses. 


Both Mr. Weeks and Mr. Burton, the latter being the last 
speaker, pointed to the fact that the measure was not intended 
tobe a permanent law, but that a time limit of 6 years had 
been inserted in the bill, it being éxpected either that by that 
time the Commission would have reported in favor of new 
legislation or that experience would recommend prolongation 
of what had been created by this measure. 

The conference report was adopted by a vote of 166 yeas 
against 144 nays.** 

The consideration of the conference bill in the Senate met 
with obstruction and it was not before the third day of debate 
that a vote could be taken. Debate was closed on the 30th of 
May. Mr. Aldrich in his introductory speech confined him- 
self to’a short explanation of the new features that had been 
adopted, namely Sections 1 and 2, containing the Vreeland 
provision for currency associations, which provision in effect 
constituted an alternative plan to the Senate bill. 

The critics of the bill in extended speeches urged argu- 
ments similar to those which had been heard in the House, 
chiefly the argument that the Senate would act inconsistently 
if it now adopted a provision which it had flatly rejected on 
former occasions. The smaller banks were given no fair 
chance and there was really no need for legislation. Mr. Owen 
again urged that the notes ought to be the direct notes of the 
United States Treasury and not of the various national banks, 
of which there were over 6,000 in existence, which meant that 
about 6,000 different kinds of notes, each differing ,in form 
from the others, although substantially alike, had to be provided 
for. He also pointed to the fact that no adequate remedy was 
provided for the relief of the state banks, which had two- 
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thirds of all the banking power in the United States, an argu- 
ment still more extensively developed by Mr. Newlands,** who 
again demonstrated the inadequacy of the reserve provisions 
as regards the state banks. 


I protest against this system of legislating for only one- 
third of the banking system of the country. I protest against 
this system which perfects only the national banks of the 
country and absolutely ignores the great power of the union 
of the States to require security and safety from the Staté 
banks themselves in the interest of the general business of the 
country and of commerce, interstate and foreign.“ 


Effect of Law of 1908 

The adoption of the Aldrich-Vreeland Law was not fol- 
lowed by any immediate progress in the organization of the 
national currency associations for which it provided. Diffi- 
culties shortly appeared growing out of the fact that the terms 
of the legislation were too loose to permit of effective organiza- 
tion under it. Eventually a good many currency organizations 
were formed, but only under the urgency of war conditions 
and as a result of amendments introduced by Congress into 
the original legislation. The law soon came to be recognized 
by the more advanced bankers in the community, as well as 
by banking and currency theorists, as merely an experimental 
step. It was not satisfactory to any element in the community 
and as the defective character of its language came to be better 
and better understood, there was an increasing demand for 
something of a more thoroughgoing nature. 

The appointment of the National Monetary Commission, 
for which provision had been made in the act itself, in a sense 
tended to check further discussion pending the time when the 
Commission should make a final report. Nevertheless not a 
few bankers as well as students of the currency and banking 
questions continued to concern themselves with discussion of 
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the lines along which reform legislation would have to proceed. 
During the years 1908-1911 there may be traced in a variety 
of quarters the beginnings of a definite recognition that the 
old style of currency reform was now practically out of date 
and that it would be necessary to develop a very much more 
extensive and thorough kind of legislation if any effective 
results were expected. During these years there may be noted 
also a decided spread of the central bank philosophy, due to a 
belief that what had been done with success in Europe would 
eventually have to be done in the United States. Some, it is 
true, still clung to the idea of a closer imitation of the Cana- 
dian banking system, but even these began to recognize that 
the great merit of the Canadian banking system did not lie 
exclusively in its flexible note issue but was found in its branch 
bank plan. The introduction of branch banking into the 
United States was regarded as politically impossible. In the 
course of the years in question many large banks resorted to 
a roundabout method of obtaining the benefits of branch bank- 
ing through the purchase of smaller banks and trust companies 
and through the adoption of various methods of tying the 
stock of such concerns to their own. They were of the opin- 
ion that the amendment of the National Banking Act to per- 
mit branch banking freely was out of the question, and they 
therefore sought to get at the same end by indirection, although 
with the full knowledge and consent of the Comptroller’s office 
in Washington. But this more widespread recognition of. the 
true character of the Canadian system and this increasing 
tendency to discontinue the undue emphasis which had been 
placed upon note issue helped in a decided fashion to 
strengthen the central banking movement. As to what kind 


of central bank to provide for, there was, however, no con- 
sensus of opinion. 


GHARTERLLV: 
THE NATIONAL MONETARY COMMISSION 


Scope of Work 


Much more significant than the actual currency sections was 
the provision of the Aldrich-Vreeland Act which called for 
the appointment of a commission to be known as the National 
Monetary Commission and to consist entirely of members of 
the Senate and House. This Commission was immediately 
organized and continued to do sporadic work until March, 
1912, when it was dissolved by virtue of an act of Congress 
passed in the preceding August, just before the close of the 
special session of Congress summoned by President Taft for 
the discussion of the reciprocity question. 

Persons employed by the National Monetary Commission 
prepared a large series of books on various historical and cur- 
rent phases of the banking question, but the feature of its 
work which became politically important is found in a bill 
drafted under the auspices of the Commission and finally laid 
before Congress with a brief accompanying report giving the 
reasons for the measure. This measure was at once intro- 
duced into Congress by Senator Theodore E. Burton, himself 
a member of the Commission, and was referred to the Senate 
Finance Committee. It at once became an issue between the 
political parties and gave rise to a formidable “movement” 
charged to secure its adoption. 

The action taken in creating the National Monetary Com- 
mission, and in thus permitting it to prepare a bill for use as 
a basis of legislation, if not to be the actual form of such legis- 
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lation, was in line with the system which, as already seen, had 
been characteristic of Congress during the preceding decade. 
The plan of having such a bill prepared and placed before 
Congress by some other than the regular committees intrusted 
with that duty was thus the lineal successor of the method by 
which the Gold Standard Law of 1900 was prepared, and by 
which the House had acted upon the Vreeland Law, but gave 
rise to some unexpected results. 


Inactivity of Commission 


The National Monetary Commission was not, it seems fair 
to say, especially concerned or anxious about the work before 
it. Congress had regarded the new Commission with cus- 
tomary cynicism and had sought to make it a source of patron- 
age. Senator Aldrich had rejected the idea of having “expert” 
members of the Commission, plainly expressing his opinion 
that Congress could “hire” all the experts it wanted, and had 
confined its membership to members of the House and Senate. 
Places upon it had been distributed by the leaders without 
much regard to fitness; and, although the Commission held 
some hearings, while members of it visited Europe and there 
collected a series of ‘interviews’ and other data, it is well 
established that neither the Commission itself nor its individual 
members had much direct share in the preparation of what 
later came to be known as the “Aldrich bill.”” As to the author- 
ship or origin of this measure many stories, most of them 
doubtless legendary or apocryphal, have been published by 
various Boswells. Probably, as with most such pieces of work, 
it was not the result of any one person’s activity. The inter- 
esting matter in that connection 1s not an historical analysis of 
personalities or personal history but rather the general char- 
acter of the auspices and influences under which it was pre- 
pared. 


Report of National Monetary Commission, S. Doc. 405, 61st Congress, 2nd 
Session. 
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Origin of Commission Bill 


The measure was not the work of Senator Aldrich himself. 
Mr. Aldrich never claimed the specific authorship of it, and 
curiously enough, said little in support of the measure. He 
had been for years past known as an opponent both of cen- 
tral banking, “elastic currency,’ and nearly every other idea 
embodied in the Monetary Commission’s bill. He had, more- 
over, upon his return from the Commission’s visit to Europe 
in the autumn of 1910, taken a position directly opposed to 
some of the fundamental notions of the Aldrich measure (later 
to be prepared and published). At that time he had declared 
himself deeply impressed with the central banking institutions 
of Europe and with their methods, and had advocated a cen- 
tral banking institution, modeled somewhat upon European 
lines, for the United States. This, however, as was later to 
appear, was anything but acceptable to the leaders of the bank- 
ing profession in the United States. 

Mr. Aldrich’s apparent conversion to central banking 
promptly gave way to the plan which was shortly to be em- 
bodied in the Aldrich bill. That measure was prepared during 
1911, was laid before President Taft at sessions at the White 
House attended by representatives of the larger banking insti- 
tutions, and was eventually approved. Its terms were in some 
measure kept secret until officially announced by the Commis- 
sion when they were given to the public in a statement reading 
as follows: 


The National Monetary Commission, composed of sixteen Mem- 
bers of both Houses of Congress, representing both of the great 
political parties and all sections of the United States, has made a 
unanimous report in presenting a detailed plan for the reform of our 
banking and currency system. 

This plan has been widely discussed throughout the United States 
for the past year. As a result of such discussion and criticism many 
changes have been made in it. No one man nor all the members of 
the commission may claim credit for this plan of financial .eform. It 
is the composite result of the study and discussion of the past three 
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years by thousands of men best qualified to consider such a subject. 
This plan has received the practical endorsement of all the bankers of 
the United States. It is approved by practically all of the professors 
of political economy and financial writers. It has been approved by 
many bodies of business men after a thorough study of its provisions. 
The practical men and the men of theory have agreed upon this pro- 
posed measure. Those who approve and those who oppose this plan 
are agreed that our banking and currency system is antiquated and 
dangerous and should be radically reformed. 


IMPORTANCE OF BANKING REFORM 


It is generally agreed that the reform of our banking and currency 
system is the most important question before the people of the United 
States. Why is it so important? Because all other businesses rest 
upon our banking system and when it breaks down they break down 
with it. We have had a money panic on an average of about once in 
ten years for the past half century. It is my opinion that they have 
brought more losses and suffering to the American people than all the 
wars in which they have been engaged, barring alone the loss of life 
and limb. People have almost come to regard money panics as a dis- 
pensation of Providence, like earthquakes and cyclones, which we must 
bear with resignation and from which there is no escape. But in the 
opinion of economists and financiers, both in this country and abroad, 
these money panics are entirely unnecessary. If they are preventable 
is it not almost a crime to permit them to continue to sweep over the 
country with all the losses and suffering which they bring in their 
wake ? 

How can we be sure that they are unnecessary and preventable? 
Because the great nations across the sea, our competitors for the trade 
of the world, with their long experience and scientific banking systems, 
have not had a money panic in from fifty to one hundred years. The 
great countries abroad no longer have money panics from causes 
which precipitate them in this country. They have failure of crops 
and business depressions and wars and rumors of wars much more 
often than we do, but these conditions abroad no longer result in money 
panics and runs upon banks. Does anyone doubt that a failure such as 
that of the Baring Brothers of London in 1892, had it occurred in the 
United States, would have precipitated a panic? Similar failures have 
happened in France and Germany but the banking machinery of those 
countries is such that they were able to withstand the shock. 
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EFFECT oF PANICS 


We are all familiar with the effects of money panics. They involve 
runs upon solvent banks in different parts of the country, the closing 
of numbers of banks, general suspension of cash payments by banks, 
the breaking down of domestic exchange, premium upon cash, calling 
in of loans so far as possible, stocks thrown upon the exchange at 
ruinous prices, railroads in the hands of receivers, the closing of. fac- 
tories; hundreds of thousands and sometimes millions of people thrown 
out of employment and others working at reduced pay, widespread 
losses and suffering among the people. It usually takes years for con- 
fidence to return and for business. to regain its former level. High 
prices are largely attributable to panics because business men feel that 
they must make the largest profit possible when business is good, to 
offset the losses of the panic years when they come. American busi- 
ness life has been a succession of feast and famine. 


Not A BANKER’S QUESTION 


Banks and bankers are less interested in currency reform than 
manufacturers or farmers or wage earners. No one will dispute that 
wage earners suffer more from money panics than bankers when he 
remembers the millions out of employment following the panic of 
1893; and when we remember the prices of farm products during that 
same period you will concede that farmers are vitally interested in a 
banking and currency system which will prevent panics. 

Until the panic of 1907 the great mass of our people believed that 
our banking and currency system was well adapted to the business 
needs of the country. Great panics of preceding years were attributed 
by the people to other reasons, but in 1907 we had no excuse for a 
panic except lack of stability in our system and a lack of confidence by 
the people, and particularly by the bankers themselves, in our system. 
There was no prospective change in our tariff laws. After a great 
contest the gold standard had been fixed in our statutes, the silver pur- 
chasing act had long been repealed. It was a time of great prosperity ; 
railroads were overwhelmed with freight, factories were filled with 
orders and our people were fully employed at high wages. To most of 
our people the panic of 1907 came like a bolt out of a clear sky. 

We may admit that there had been over-expansion of business in 
its relation to available capital, but should our monetary system not be 
such as to give warning to the people through rising rates of interest ? 
It may be said that the panic was precipitated because speculators had 
obtained control of some of the great banks of New York City. But 
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speculators will always exist, and if the bankers of the country and the 
people have confidence in our banking system, why should the whole 
country suffer panic because of the acts of a few? If our system will 
not bear up under its own weight in time of prosperity and peace 
what would be the result in time of war? 


FAULTS OF OuR SYSTEM 


The banking and currency systems of all of the great countries of 
Europe have been revolutionized during the past fifty years. As a 
result of their longer experience every great commercial country 
abroad has adopted the principle of centralization of note issue under 
Government supervision and centralization of cash reserves of banks. 
During the last fifty years the business of banking in the United States 
has increased enormously. We have about twenty-five thousand indi- 
vidual banks but our banking laws have remained substantially the 
same as they were when the National Bank Act was passed during 
the Civil War. Our bank notes, upon which we should depend for 
elasticity in the volume of our money, are still issued by a multitude 
of widely scattered banks, and regardless of the needs of the business. 
This method has been discarded by every great commercial country 
abroad, commencing with England in 1884. 

The reserves against our fourteen billion of deposits in the banks 
of the country, are scattered among a multitude of banks with no pro- 
vision for centralizing them in unlimited amounts wherever and when- 
ever needed. Under our system, the Treasury Department, when it 
has a large surplus, and half a dozen of the great banks in New York 
City act as our central banks, but that they are not fitted to perform 
the functions of the central banks abroad is shown by the fact that 
they have broken down in every time of severe strain. 


Home-Ownep Banxs Ark Best 


Our system of having thousands of independent banks, owned and 
managed in each city and town, is one that is satisfactory to the 
country. Our people would not be satisfied with the branch bank 
system in use in the great countries abroad, under which a few great 
banks are located in Paris or London or Berlin and the country jis 
covered with their branches. Doubtless our independent banks, owned 
in each community, have been a large factor in the development of 
our country. The trouble with our system is that it breaks down 
in time of financial stress. It lacks cohesion; there is nothing to bind 
the thousands of banking units together. The moment financial trouble 
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approaches tens of thousands of individual banks, instead of uniting 
their resources to fight the common enemy—distrust and lack of con- 
fidence—commence fighting each other for reserve money, urged by 
the instinct of self-preservation. If a panic starts in New York or 
Chicago, other cities do not send money to help extinguish it but rather 
attempt to draw away money which they may have there. 

Our system, then, lacks leadership and a method of co-operation 
between the banks, fixed and regulated by law, under which their 
mighty resources can be used to ward off panic and distrust. 


Syst—EM oF Note Issue 


It is difficult to imagine how our system of note issue could be 
worse. It is upon the bank note issue that we should depend for 
elasticity in our volume of money. Under any proper system the 
volume of money increases as business increases and decreases in the 
same way. The history of our bank note issue shows that the needs 
of business have very little to do with the volume of bank notes. 
During almost every period of expansion in business for more than 
thirty years our volume of bank notes has decreased. During the 
periods when business was prostrate, as from 1892 to 1897, the volume 
of our bank notes was largely increased. This is because the volume 
of our bank notes depends upon the price of government bonds and 
not upon the needs of business. 


REFORMS NEEDED 


Two great reforms, then, are needed in our system. First, a cur- 
rency based upon gold and commercial paper endorsed by banks, 
which will be responsive to the needs of business. Its increase and 
decrease should be automatic. Following the example of the other 
great nations of the world, this note issue should come from a central 
organization, under regulation of law. 

Second, a mobilization of a part of our cash reserves, say four or 
five hundred millions of dollars, in the hands of some central organi- 
zation where it can be used instantly and in overwhelming amounts 
wherever needed. ; 

These two principles have been adopted by every independent 
_ civilized nation in the world except our own, although the method of 
applying them varies in different countries. 

What we must do is to adopt these financial principles and adapt 
them to the different conditions and needs of the United States. This 
does not mean that we could set up here the bank of France, or 
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of England, or of Germany, or the United States bank of Andrew 
Jackson’s time. None of these would be suitable for the conditions 
prevailing in the United States. Our people are especially afraid lest 
such an organization, if created, shall fall under the control of great 
financial interests or become the subject of political contention. It 
must be absolutely plain to our people that neither of these things can 
happen and that the paper money issued shall be as good as the present 
bond secured currency. 


THE NATIONAL RESERVE ASSOCIATION 


I believe that any intelligent man, who will study and understand 
the plan of the National Monetary Commission, will admit that it is a 
plan under which money panics will be impossible, interest rates lower 
and more uniform, and financial or political control impossible. It 
embodies the best thought and discussion on the subject of the last 
three years. The legislative committee of the American Bankers 
Association, composed of more than twenty prominent bankers repre- 
senting every section of the United States, after careful study has 
pronounced the plan fundamentally sound, recommending, however, 
some changes in its organization. It has been unanimously approved 
by professors of political economy and financial writers both in this 
country and in Europe. 


MANAGEMENT OF ResERVE ASSOCIATION DE-CENTRALIZED 


This plan creates a National Reserve Association located in Wash- 
ington, with an authorized capital of about three hundred millions 
of dollars. It can do business only with banks and with the govern- 
ment. Any bank which reaches a fixed standard, state or national, 
may be a stockholder to the extent of ten per cent of its own capital. 
The stock is non-transferable and can not be voted by proxy. The 
Governor is appointed by the President of the United States, from a 
list of names, however, selected by the directors of the Reserve Asso- 
ciation. Under this plan the management is de-centralized. Under 
this plan, while the note issue and portion of the cash reserves are 
centralized, the management is de-centralized so that the whole country 
is equitably represented. Under this plan the country is divided into 
fifteen districts. The board of directors consists of forty-six members 
and each one of the fifteen districts elects its own members of the 
board. Fifteen directors must be selected who shall not be bankers or 
legislators but who shall fairly represent the industrial, agricultural and 
commercial interests of the country. 
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The dividends which the Reserve Association may pay to stock- 
holders are limited to five per cent, the balance of its earnings going 
into the Treasury of the United States. The Reserve Association 
may purchase short-time commercial paper but it can not loan upon 
stocks or bonds nor purchase stocks or bonds, except bonds of the 
United States. 

It may issue bank notes based upon fifty per cent of gold in its 
vaults and commercial paper endorsed by banks. 

The National Reserve Association is exactly opposite in principle 
to the United States Bank of Andrew Jackson’s time. That bank 
was a great monopoly; it was a money making machine; it existed for 
the benefit of those who owned it; it was the enemy and competitor 
of every other bank in existence; it established branches in all cities 
of the country; there was no limit upon the dividends it might pay; it 
was simply a great monopoly chartered by law. 

The National Reserve Association will be created for the purpose 
of fighting and preventing monopoly. It will be impossible for it to 
monopolize because its powers are limited by law. It will have no 
purpose to monopolize because all of its earnings above five per cent 
will go into the United States Treasury. If the dividends of the 
Standard Oil Company could be limited by law to five per cent and 
the balance of its earnings go into the Treasury of the United States, 
it is evident that its whole incentive towards monopoly would be 


destroyed. 


Keep It Out or Po.itics 

The reform of our banking and currency system must be kept 
out of politics. There is no present division between parties upon 
this subject. It should be studied from a scientific and economic stand- 
point rather than from the standpoint of partisan politics. 

The bankers through their state organizations, the business men 
through their trade organizations, and intelligent people generally 
should study the subject, agree upon the plan best suited for all parts 
of the country and then demand of Congress that it be enacted into law. 


Character of Banking Influence 

There can be no doubt that the Aldrich bill was prepared 
under the general influence or supervision of the larger bank- 
ers. Members of Congress, both Republican and Democratic, 
have positively asserted that they had never seen it until shortly 
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before it was presented to the Commission, approved by it 
(some members transmitting favorable votes by telegraph 
without having seen the measure), and quickly ordered given 
to the public. These facts regarding its history throw light 
upon its peculiar subsequent experience and fully explain the 
‘reason why it never appealed to the public. There was no 
popular support for, or understanding of it—no body of opin- 
ion which could be regarded as demanding or warranting it. 
The only chance of forcing it through Congress lay in the con- 
tinuance of supremacy on the part of those who had made 
themselves responsible for it. 

But, strangely enough, just as the ground had been pre- 
pared for the adoption of some measure—a measure which, as 
things have turned out, would completely revolutionize the 
existing banking system—conditions in Congress suddenly 
changed. The control of the lower chamber slipped out of the 
hands of the old-line Republicans and into those of the Demo- 
crats, while in the Senate the development of the direct primary 
system and the general uprising against the methods of boss 
rule broke down the old personal machine which had been 
erected by Mr. Aldrich. When the Monetary Commission 
finally made ready to report, it found the political ground 
upon which it rested so completely cut away that no sure 
footing was left. The report of the Commission fell dead 
upon a House wholly alienated from the personal control, 
and from the party which had been dominant when the 
Commission was created; while in the Senate nearly as much 
hostility. to.its work was manifested. It was no longer true 
that masterful leaders in either house could force a bill of their 
own making upon the legislative branch of the government, 
nor was it the case that the support of these leaders even 
afforded any genuine strength to the measure. If anything, 
such support was a source of weakness. This whole ques- 
tion of the legislation was thus made dependent upon its 
intrinsic merit and upon the capacity of the machinery pro- 


THE NATIONAL MONETARY COMMISSION 70 


vided in either house for considering and forwarding such 


a bill, 


Provisions of Bill 


The outlines of the Monetary ‘Commission measure were 
at the time of its inception fully discussed and at that time 
became thoroughly well known to ail who had the slightest 
interest in the general subject. That the bill itself was more 
carefully worked out, more fully elaborated, had been sub- 
mitted to and approved by more different groups interested 
in banking reform than any similar bill theretofore offered 
for.a long time past, there can be no question. That the bill 
was a startlingly new or especially ingenious proposal nobody 
would contend. Practically every idea contained in it could 
be found in bills which had already been offered to the coun- 
try, while its underlying thought, like that of its predecessors, 
was founded upon the clearing house experience of the 
United States. Its novelties lay in features erroneously 
foisted upon or incorporated into it as the result of regret- 
table special influence or through misconception of the appli- 
cations of European experience in the administration of central 
banking. , 

But time obscures details and there has sprung up a 
legendary history or interpretation of the Aldrich measure 
which calls for correction if contemporary banking problems 
are to be understood in the light of the past. A brief sketch 
of the chief elements of the Aldrich or Monetary Commis- 
sion bill thus becomes essential and will be furnished in the 


next few pages. 


Mr, Aldrich’s Argument 

The first public announcement of the Aldrich measure 
was officially made in a communication addressed by Senator 
Aldrich to the National Monetary Commission itself and en- 
titled “Suggested Plan for Monetary Legislation submitted 
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to the National Monetary Commission by Hon. Nelson W. 
Aldrich, Document 784, Senate, 61st Congress, 3rd Session.”’ 
This bore the date of January 16, 1911. The report of the 
National Monetary Commission to which reference is usually 
made was a later document and was dated January 8, I912. 
Although some progress occurred between these two dates, the 
proposal taking form as an actual bill submitted in the latter 
document, the measure thus formulated followed substan- 
tially the lines whicn had been adopted by Mr. Aldrich in 1911 
in his earlier suggestion. The object of the original sugges- 
tion, as indicated by Mr. Aldrich, was to “permit the forma- 
tion of an association of all the banks of the country,” 
designed to end the condition in which there had been de- 
veloped “a great number of isolated units each . working 
within a limited circle and each of necessity governed by its 
own immediate interests without reference to what would be 
for the greatest good of all.” 

Prior to the publication of Mr. Aldrich’s suggestions, 
there had been a session at the White House at which the 
general idea of the measure had been discussed with bankers 
and representatives of citizens’ associations, and the proposal 
practically represented the joint consensus of opinion which 
had thus been arrived at. As elsewhere noted, the National 
Monetary Commission itself was probably less ‘‘on the inside”’ 
in respect to this measure than almost any other group in the 
country, in so far as it consisted of persons really concerned in 
the development of banking legislation. The Commission, in 
fact, had no knowledge, as individual members of it have often 
stated, of what had been decided by the chairman until the 
time arrived when publication of the plans agreed upon was 
near at hand, and when therefore they were submitted to the 
Commission for an approval which was unanimously given. 
The actual report of the Commission submitted in 1912 was 
in fact unanimously signed by all members of the organiza- 
tion. 


THE NATIONAL MONETARY COMMISSION 81 


Combination of Banks 


The Aldrich bill thus offered was essentially a plan for 
a combination designed to embrace all of the banks of the . 
country which might determine to accept membership in it. 
This combination was to be called the National Reserve 
Association and its capital was to amount to 20 per cent of the 
paid-up capital of all eligible member banks. Not less than 
$100,000,000 was to be paid in before business could be un- 
dertaken and the head office was to be located in Washington. 
Banks of every kind were to be permitted to subscribe to the 
stock, provided that state banks and trust companies so sub- 
scribing were to comply with the capitalization regulations of 
national banks in the same places, and otherwise to conform 
to some of the essential requirements of the National Bank- 
ing Law. The institution was to have branches, fifteen in 
number, whose locality was generally described, the entire 
country being divided into fifteen districts. An organization 
committee was to group the subscribing banks in each dis- 
trict into local associations and each such association was to 
have a board of directors partly chosen by the banks of the 
association itself. Each such local association was to elect a 
voting representative and these voting representatives were 
to choose the board of directors of the district branch. The 
National Reserve Association itself was to have a board of 
directors of fifteen persons, one chosen by the board of 
directors of each of the branches, and of fifteen additional 
directors chosen from among the business men of the dis- 
trict and of nine others to be chosen after a somewhat differ- 
ent method of selection. 


Type of Control 

A body of seven ex-officio members of the board were to 
constitute a permanent group regularly operating the reserve 
association and including in its membership the Secretary of 
the Treasury, the Secretary of Agriculture, Secretary of Com- 
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merce and Labor, and the Comptroller of the Currency. One 
of these seven was to be the governor of the reserve association 
- and two others deputy governors. Provision was made for the 
election of an executive committee of the reserve association 
with the governor, deputy governors, and the Comptroller of 
‘the Currency, as members. The reserve association as thus 
‘organized was to rediscount paper for its members and to hold 
deposits for them but without interest thereon, hold deposits 
for the government, fix rates of discount and publish them, 
issue notes, invest in United States bonds, open banking 
accounts in foreign countries, and trade in paper abroad. A 
report was required to be filed with the Comptroller of the 
Currency once a week and national bank examiners were to be 
-required to file their reports concerning the condition of mem- 
ber banks in duplicate, one copy with the reserve association 
-and one with the Comptroller of the Currency. National banks 
-were forbidden to continue the issue of circulating notes and 
provision was made whereby the reserve association could 
purchase their government bonds held as security behind such 
circulation, converting the bonds so bought into 3 per cent 
bonds and issuing its own notes as the national bank notes 
were presented for redemption. The reserve association was 
to assume the direct responsibility for such notes as fast as it 
purchased the bonds on which they were based. The reserve 
association was required to hold a cash reserve behind its 
outstanding notes amounting to 50 per cent, but was allowed 
to let this reserve decline on condition of payment of a spe- 
cial tax graduated according to the reduction. A special tax 
on notes issued in excess of $900,000,000 was also to be levied. 
Special concessions were made to national banks for the pur- 
pose of rendering their business more profitable. They were 
allowed to use a greater latitude in the investment of their 
time deposits and. were given a somewhat larger power of 
lending upon real estate. They were authorized to accept 
bills and drafts under specified conditions and authority was 
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granted them to unite for the purpose of jointly establishing 
foreign trade banks. 


ik 


Criticism of Measure 


The Aldrich bill as just briefly sketched was essentially a 
measure of the same kind that had been frequently recom- 
mended and discussed in time past. As will be seen at a later 
point its essential provisions were the same as those which had 
made their appearance in the Fowler and Miuhleman bills as 
well as elsewhere, and contained little that was new. The im- 
portant features of the measure lay in the fact that it was a 
bolder and more daring proposal than any that had preceded 
it, that it grouped together many suggestions which had 
previously taken form only in a sporadic and isolated way, 
and that it afforded a more carefully worked out and more 
consistent whole than was furnished in perhaps any of the 
earlier measures. 

The criticism legitimately to be brought against the bill 
was found in the fact that it was so exclusively a bankers’ 
measure. It did not seek to interfere with the existing evils 
of banking which grew out of the reserve city deposit system 
whereby banks all over the country were authorized to count 
balances with city banks as part of their reserves, nor did it 
make any distinct provision for ending the evils of the clear- 
ing house system and introducing a régime of uniform and 
moderate exchange charges. It fell into the serious error of 
supposing (and this was constantly urged in later utterances 
by members of the Commission and others) that the rate of 
discount to be fixed by the association could be wisely made 
uniform throughout the United States. Failing to provide 
for any unified deposit reserve, it was driven to adopt the 
. obsolescent German plan of issuing notes to be used as re- 
serves by member banks and permitting these notes to remain 
idle or dead in the vaults of the several institutions with no 
necessary provision for insuring their redemption. To some 
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it seemed a ground for criticism that, in addition to these 
objections of general and theoretic nature, the measure should 
have given the control so fully into the hands of the larger 
banks of the country by providing for a voting control based 
upon capitalization. Remembering that this voting control | 
was coupled with an apparent concession to the political powers 
which was largely nominal, and remembering the long life of 
the charter—fifty years—as well as many other provisions cal- 
culated to work in the interest of permanency and _ inde- 
pendence, there is no resisting the conviction that the new 
measure would have established a central bank of unpre- 
cedented power and authority whose function it would have 
been to support its members but whose funds were quite clearly 
to be used primarily for the sake of the larger members (dis- 
counting being limited to the amount of a bank’s capital) while 
it seemed probable that an inelastic and more or less unsound 
note issue might have easily resulted from the provisions of 
this proposed law. 


Lack of Support 

The Aldrich bill was speedily introduced into the Senate 
but attracted comparatively little support. The feeling of the 
public at the time was undoubtedly adverse to any such meas- 
ure and was unduly suspicious toward any kind of banking 
reform which even squinted in the direction of centralization. 
Much more was it sure to be hostile to a measure framed as 
had been the Aldrich bill and intended to give to the banks 
extensive and valuable privileges. 

A critical estimate of the work of the National Monetary 
Commission really amounts to a critical estimate of the 
Aldrich bill itself and this can be more effectively rendered at a 
later point in the present volume, after careful study has been 
given to the process by which the Federal Reserve Act was 
gradually developed. Such a study will throw light upon many 
of the aspects of the Aldrich bill which necessarily escape at- 


THE NATIONAL MONETARY COMMISSION 85 


tention in a first reading or which are passed over by those 
who deal with the subject from a purely abstract standpoint. 
The Aldrich bill never received thorough discussion either in 
committee or on the floor of either house of Congress. Nor 
was the discussion given to it by publicists very much more 
satisfactory, since it assumed a partisan tone almost from the 
beginning. What is said here, therefore, is intended merely 
by way of preliminary estimate and is offered primarily for 
the purpose of giving to the Aldrich measure its true status as 
a predecessor of the Federal Reserve Act. 


Relation to Federal Reserve Act 

As will be seen in a later chapter, the Aldrich bill by 
reason of its almost immediate adoption by the leaders of the 
Republican party, by reason, too, of its indorsement by the 
Secretary of the Treasury and indirectly by the President of 
the United States, was unquestionably the leading proposal 
before the country at the time when the actual formulation 
of the Federal Reserve Act was begun. In framing the lat- 
ter measure, accordingly, constant reference was made to the 
Aldrich bill, both for the purpose of.taking from it anything 
which seemed to be of value and for the purpose of avoiding 
those features which obviously violated the canons of sound 
and scientific banking. It must be regarded, therefore, as 
having been an influence of a high rank in the general 
monetary and banking discussion which preceded and _fol- 
lowed its publication. Coming as it did as the latest in a long 
series of banking proposals and drawing as it did freely upon 
its predecessors, the measure must be regarded as embodying 
much of the discussion of the preceding decade or two. In 
a certain sense it, like the Fowler bill and the Federal Reserve 
‘Act, was based upon the experience of American banks in 
organizing themselves for mutual protection through the issu- 
ance of emergency currency during the periodic crises and 
suspensions which had occurred from time to time in former 
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years. To the Monetary Commission, therefore, may freely 
be given the credit of having developed and put before the 
country, or at all events of having sponsored, a measure which 
rendered concrete and definite the aspirations of the larger 
banks. It did something which the academic discussion of the 
preceding years had failed to accomplish, since it offered as 
a distinct proposal a measure which could be used at least as 
a basis for discussion. This was an important service even 
though a careful analysis of the material compiled and pub- 
lished by the National Monetary Commission in its study of 
foreign banking largely fails to sustain the essential pro- 
visions of the Aldrich measure. There was, indeed, but little 
connection between the scientific work done by the Commis- 
sion and its practical proposals of legislation. Doubtless the 
work it did had an effect in building up a substructure of in- 
terest in and knowledge about the banking question which was 
of service when the time came for an actual effort to secure 
legislation from Congress. Beyond this the measure must 
be regarded as having been little more than a fine gesture—a 
declaration on the part of important financial interests of the 
extent to which they were willing to go in what was called 
“banking reform.”’ It was regrettable that when the actual 
work of legislation began no small proportion of the pro- 
visions of the Aldrich bill taken over in one form or another 
intv the Federal Reserve Act was antagonized by the financial 
community which had praised them. 


Propaganda Work 


One outcome of the work of the National Monetary Com- 
mission which may or may not have been expected by those 
who began or furthered its work was the establishment of 
various organizations for the promotion of legislation. It 
was not long after the Commission had finished its work be- 
fore the banking and business interests of the country which 
had desired to obtain correction of the principat evils under 


THE NATIONAL MONETARY COMMISSION 87 


which the nation was suffering perceived that, since the pro- 
ponents of the Aldrich measure had lost their hold on Con- 
gress, it would be necessary to organize public opinion in 
order to convince Congress of the necessity of taking some 
action. The question whether to make the organizations 
that might be established work toward the enactment of the 
Aldrich bill itself or make them work toward the acceptance of 
general principles, leaving the precise form in which these 
principles were to be embodied, to be worked out by the mem- 
bers of Congress themselves, was a disputed point from the 
very beginning. It would seem that there were many who 
thought it best to make demand for the enactment of the 
Aldrich bill, leaving Congress then to amend it as might be 
‘deemed best, in the course of the actual legislative discussion. 
Other counsels, however, prevailed and the result was to bring 
about the organization of public opinion along lines whose pur- 
pose it was to advocate general principles. It was not strange 
that-in such organizations there should have been many who 
believed that eventually the strength that might be developed 
would be turned toward the actual support of the Aldrich bill 
as the foremost legislative proposal then before the country. 
That this opinion was positively expressed more or less openly 
during the three years from 1910 to 1913 and that it in no 
small degree colored the work that was actually done by the 
organizations which interested themselves in the currency and 
banking question, was also a natural outcome. 


Attitude of Economists 

The attitude of the economists of the country toward the 
question of banking reform subsequent to the adoption of 
the Aldrich-Vreeland Law was one of peculiar and almost 
‘anomalous character. Although, as already seen, there had 
been comparatively little economic discussion of the banking 
reform movement from any standpoint which involved the 
“organization of a central bank or of any centralizing mecha- 
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nism, the academic community was inclined to fall into line 
with the movement toward a central bank and to make but 
little opposition to it. Several good reasons for this attitude 
can be mentioned. Perhaps the most obvious was the fact 
that study of the banking history of the United States and 
of foreign countries undoubtedly led the mind instinctively 
toward the acceptance of the central bank idea as the basis for 
banking reform. It was not only logically attractive but was 
also supported and buttressed by the facts of history and of 
local experience. Contemporary observation in Europe tended 
also to sustain the notion of a central bank. Another reason 
for the fairly general support accorded to the central banking 
idea was the tendency of the larger banking institutions of 
the country to favor the notion. There was always a tendency 
of academic observers to be influenced in some measure by the 
testimony of practical men, not only because of their im- 
mediate touch with affairs but also because of the general 
tendency to discredit a purely academic point of view and to 
regard it as in some way not deserving of confidence when it 
has to do with financial or business developments. To these 
obvious and natural factors influencing the academic attitude 
of the country was to be added the success enjoyed by the 
National Monetary Commission in associating with itself on 
the scientific side of its work some of the best authorities in 
the university world. 


Growth of Public Opinion 


Perhaps the effective development of public sentiment on 
the side of some thoroughgoing legislation directed to the 
amendment of our banking and currency laws was the best 
and most effective result of the Aldrich or National Monetary 
Commission activity. Had it not been for the work thus done, 
the community at large might have gone on in the old hand- 
to-mouth fashion. Nothing had come of this indifferentism 
in years past. The shock of the panic of 1907 had resulted 
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only in the almost worthless Aldrich-Vreeland Law. Had that 
law made no provision for the study and agitation of the 
banking question there is every reason to suppose that the 
community would have continued in the old way until the 
arrival of another panic or stringency once more compelled 
attention. As things turned out the next occasion, when 
conditions became such as to necessitate heroic measures, was 
found in the. difficulties produced here by the European war. 
What legislation might then hastily have been enacted by 
Congress and how such legislation might have figured in the 
later war financing is a vague but alarming field of conjecture. 
The work of the National Monetary Commission hastened 
the crystallization of public opinion, furnished a nucleus around 
which to develop a body of support for effective legislation, 
and, while it never provided a plan which was either scien- 
tifically sound or politically feasible, it did undoubtedly result 
in drawing together the suggestions, recommendations, and 
proposals which had come from many sources during pre- 
ceding years, embodying them in a more or less consistent 
whole. This in itself was a service of considerable moment 
and for this full credit and recognition should be given the 
National Monetary Commission and to the Aldrich bill which 
grew out of it. On its scientific side, too, the Commission 
should have generous recognition for the results it attained 
in the publication of the series of volumes relating to current 
banking and to the historical side of banking development. 
If in this series of volumes there was much chaff mixed with 
a relatively small quantity of wheat, the series was no dif- 
ferent from most others of like sort. It did develop a cer- 
tain quantity of useful information and at the same time 
placed in available shape a still larger quantity of other in- 
-formation previously more difficult to obtain in convenient 
form. For all this it has received, as it should have, due 
recognition. 


CHAPTER V 


POLITICAL PARTIES AND BANKING* 


Banking in Politics 

After the two sessions of the Sixty-second Congress, the 
two chief political parties of the country confronting a presi- 
dential election which involved a contest of unprecedented bit- 
terness, found themselves at length forced to face with greater 
seriousness than theretofore the question of banking reform. 
The fact that changes in American banking legislation were 
needed had been recognized for many years past. 

That such reform could be had, few had been willing to 
admit. Unexpected improvement in the outlook for ulti- 
mate legislation has subsequently led many to think too lightly 
of the obstacles then in the way. They had neglected the fact 
that what was to be done had to be done through Congress, 
and that the temper and composition of that body—its 
prejudices, precedents, and political necessities—would in- 
evitably color and shape the action taken. How Congress 
itself viewed the question of banking legislation was an eéle- 
ment in the problem of legislation which has been too often 
neglected. It was too frequently assumed that, granted the 
force of an aroused public opinion demanding congressional 
action, the result would be enactments of the type desired. 

This overlooked the fact that public opinion can seldom 
dictate either the form or the details of legislation, and can 
at best indicate only the general drift of what it desires. 
The compromises that are resorted to in reconciling conflicting 


1[n the preparation of this chapter, and in some few sections of earlier chapters, 
use has been made of an article by the author entitled “The Banking Question in 
Congress,” The Journal of Political Economy (Nov. 1912), Vol. 20, No. 9. 
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views, the concessions’ to various interests that are permitted 
in shaping the laws, are largely within the determination of 
the legislative body itself, and are only remotely subject to the 
dictation of the community. Experience in the past has shown 
what Congress is likely to do under certain leadership, and 
has thereby indicated the points at which special precaution 
is needed to protect the community against dishonesty, errors 
of judgment, or fatal compromises. 


Hostility of Legislators 

Probably the most immediate obstacle to real success in 
banking reform was found in tg1o and the years thereafter, 
in the hostile predisposition of Congress. For many. years, 
it had been the fashion to object to anything looking to sound 
legislation on that subject. Why this should have been so is 
a question which can be answered only by a reference to the 
conditions which had long permitted complex industrial and 
financial issues to be made the subject of partisan manipula- 
tion and misrepresentation. For years after thé Civil War 
such questions as the tariff, currency, banking, bond issues, 
and the like, were vehicles for the expression of fanatical and 
partisan views, often carefully calculated for the purpose of 
imposing upon ignorant voters who were susceptible to appeals 
to prejudice. 

It would be difficult indeed to say which of the two. old 
parties was the more guilty in this respect. Both sought to 
make use of popular prejudice for the attainment of their own 
ends, and the Republicans must probably be blamed only for 
being more successful than their Democratic rivals in the in- 
fliction of their notions upon the country. From the period 
of the inflation bill, during the second Grant administration, 
- down to the Sherman Silver Purchase Act of 1890, the his- 
tory of Republican legislation on the subject of money and 
banking had been a long record of disgrace and misrepre- 
sentation. The Democrats, starting creditably with the repeal 
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of the Sherman Act of 1893, swiftly fell under the control of 
the more bitter and extreme members of the party and were 
obliged to yield to Bryanism and to swear allegiance to the 
silver heresy. The imperfect Gold Standard Act of 1900 was 
the only redeeming action on the part of the Republicans after 
the crucial campaign of 1896, and even that was passed with 
fear and trembling because of the widespread-character of the 
demand for a free silver policy. The Republican party could 
certainly not complain that the demand for better banking 
legislation had never been cogently represented to it, for the 
reverse had been the case. For fifteen years the banks of the 
country had been demanding relief from the evils of the bond- 
secured currency system; and, since the panic of 1907, the 
abler minds among them had been urging the necessity of a 
better general organization of commercial credit. Yet the 
abortive and useless Aldrich-Vreeland Law of 1908 had been 
the sole reply to their requests, and even that was granted 
only under the greatest stress and urgency. There was little 
ground either to believe that the party leaders were well in- 
formed about banking, or to expect that they would be dis- 
posed to put their views into effect if they were. In session 
after session the most urgent representations had been made 
to the Republican leaders. Bill after bill designed to relieve 
the existing conditions had made its appearance at the Capitol, 
only to be relentlessly rejected by the political triflers and 
jugglers who were in charge of events. Of the long series 
of measures proposed between 1900 and 1908, not one re- 
ceived the barest consideration, and not one was granted the 
courtesy of a debate on the floor. They could be brought 
before the House only by some tour de force which resulted 
in permission to speak, accompanied with ‘leave to print.” 


Lack of Thorough Discussion 


A most serious hindrance to the passage through Con- 
gress of any real legislation with reference to banking or cur- 
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rency questions lay in the lack of satisfactory organization 
for the discussion of the subject. Under the existing system 
in the two houses, bills on these subjects were referred to the 
Banking and Currency Committee of the House of Repre- 
sentatives and the Finance Committee of the Senate. What- 
ever was to be done must theoretically pass through those 
bodies, unfavorable as they were to any serious measures of 
reform. 

The Democratic party, in reorganizing the House of Rep- 
resentatives after 1910, followed in the main the system of 
seniority which had been enforced during the Cannon régime. 
Such a system promoted to the headship of the committees 
those who happened to rank highest in seniority, independent 
of their knowledge of banking or interest in the subject. It 
would in any event have been likely to bar any who might 
have been specially capable to direct such work from the posi- 
tion of headship requisite to success. 

But as a matter of fact, it was not necessary to face a 
situation where a wealth of expert ability was offered without 
power to make use of it. The Democratic House which came 
into office in the spring of 1911 contained an unusual number 
of absolutely new and inexperienced legislators. In many 
parts of the country the “landslide” which resulted in ousting 
the Republican House had not been expected. The men who 
were put forward by the Democrats were frequently younger 
men who were willing to lead a forlorn hope. So far as knowl- 
edge of banking was concerned, therefore, those who under- 
took to choose the Banking and Currency Committee along 
with the other committees, at the beginning of the special ses- 
sion of the Sixty-second Congress, would have found little in 
the way of expert capacity within their reach. 

Moreover, the committee-makers failed in many cases to 
choose for the new Committee even the most capable men they 
might easily have selected. There was a prevalent feeling at 
the beginning of the Sixty-second Congress that the Com- 
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mittee was likely to remain dormant throughout the coming 
two years, and that nothing was less probable than immediate 
initiation of measures on its part. Under these conditions, 
the managers, perhaps, were not especially open to blame for 
placing upon the Committee a body of men only two of whom 
had ever seen service in Congress and none of whom, with 
the exception of these two, had ever before participated in 
the shaping of legislation upon such a subject. With the sys- 
tem of committee appointments which prevails in Congress, 
the new appointees could not have successfully protested 
against being thus placed even had they chosen to do so. 


Technical Nature of Problem 


The question of banking and currency legislation, how- 
ever, is essentially technical. Men cannot originate measures 
relating to it without previous study or experience on the 
subject. It would have been impossible and absurd to expect 
from a wholly untrained committee instant action fitted to 
remedy one of the most entangled and difficult economic con- 
ditions by which the country had for years been confronted. 
But this raised the immediate question: Why should not this 
committee, so composed, simply accept the legislation proposed 
by the National Monetary Commission, give it an indorsement, 
report it, place it before the House of Representatives, and 
demand its enactment? No one familiar with legislative con- 
ditions, whether in Congress or elsewhere, would for an in- 
stant suggest that such action could be taken except under 
one of three conditions. It would be necessary either: (1) 
that there be a mandate from the party leaders specifically 
calling for action by the Committee favorable to the measure 
proposed by the National Monetary Commission; or (2) that 
there be absolute and perfect confidence on the part of the 
Committee itself in the work of the National Monetary Com- 
mission both as a scientific and as a political matter; or (3) 
that there be so unmistakable and extensive a popular demand 
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the country over in favor of this legislation or something 
closely akin to it as to make clear to the Committee the 
political wisdom of taking the action desired. 

As a matter of fact, the leaders of the party had clearly 
understood among themselves that there was no harmony in 
their own ranks as to what should be done. They had not 
been convinced of the existence of a widespread popular de- 
mand for any action. They had consequently been disposed 
to suspend judgment, refrain from issuing orders, and leave 
the Committee to act as it chose. With reference to the Na- 
tional Monetary Commission itself and the degree of con- 
fidence reposed in its findings, there had been no doubt in the 
minds of Congressmen. Whether Republicans or Democrats, 
they had with one accord refused to believe in the work of 
the Commission. There were several reasons for this attitude, 
partly psychological, partly political, and partly personal. The 
general distrust of former Senator Aldrich, the chairman of 
the Commission, which, whether merited or, unmerited, was 
prevalent in Congress as well as out of it, accounted for a 
reluctance to act on the findings of the Commission which 
had been characteristic of the new Congress. 

Rightly or wrongly, members of both parties had refused 
to take the report of the Commission, on trust, inasmuch as 
Mr. Aldrich was its head, independent of the question whether 
or not he had actually had much to do with the fram- 
ing of its plan or not.. Politically, it had been found that the 
so-called “Bryan element’? in the Democratic party was still 
strong, and would resist anything calculated to render bank- 
ing easier or more profitable. Politically again, the acceptance 
of the work of a commission organized under Republican 
auspices and dominated by members of the Republican party 
‘could hardly be thought of. Here again the question was one 
of political advantage. There had been nothing to indicate 
that the acceptance of the plan of the National Monetary 
Commission would be wise from the selfish standpoint. 
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Convinced that such was the case, and lacking conviction 
that the plan of the Commission would wisely and satisfactorily 
dispose of existing difficulties, it was easy to see why members 
had taken no steps. There remained, therefore, only the 
question whether the public at large could or could not be 
induced to express a definite opinion in favor of banking and 
currency legislation of a distinct kind, and could or could not 
make this opinion effective with the leaders of Congress, 
with the Banking and Currency Committee, and, to some 
extent, with the rank and file. 


Membership of House Committee 

At the session of 1910-1911 the Banking and Currency 
Committee of the House of Representatives was composed 
not only of new members but contained a large element of 
members who did not expect to return to Congress. The 
chairman of the Committee had already announced his inten- 
tion not to come back. Several other members, for one rea- 
son or another, were already certain not to reappear. The 
Committee, therefore, was a body whose interest in securing 
legislation was decidedly less active than it would have been 
under some other conditions. Nor was the situation very 
much more hopeful in the Senate, although it was decidedly 
different. The membership of the Finance Committee in- 
cluded on the Republican side Boies Penrose of Pennsylvania, 
S. M. Cullom of [linois, H. C. Lodge of Massachusetts, P. 
J. McCumber of North Dakota, Reed Smoot of Utah, J. H. 
Gallinger of New Hampshire, C. D. Clark of Wyoming, W. 
B. Heyburn of Idaho, and R. M. LaFollette of Wisconsin. 
On the Democratic side it included J. W. Bailey of Texas, 
the ranking minority leader, F. M. Simmons of North Caro- 
lina, W. J. Stone of Missouri, J. S. Williams of Mississippi, 
J. W. Kern of Indiana, and C. F. Johnson of Maine. While 
rione of these men, except Kern and Johnson, were figures of 
recent arrival in the Senate, very many of them were new 
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figures in the Finance Committee. There were a few who 
had survived the reorganization which followed the substitu- 
tion of syndicate control of the Republican machine for the 
autocratic power of Nelson W. Aldrich. But even of these 
men, hardly any professed familiarity with banking questions 
or would be serviceable in drafting a bill. Senator Bailey of 
Texas, one of the older members, openly professed a belief in 
government issues of notes, and probably nothing much better 
could be expected of the Democrats associated with him. The 
bulk of the Republicans were either admittedly ignorant of the» 
whole subject or inclined toward erroneous financial theories. 
A few were not committed to anything and were seeking to 
inform themselves, but even they were not particularly well 
prepared to do so. While, however, the reasonable expecta- 
tion would have been that the Republican majority on the 
Committee would simply indorse the main features of the Na- 
tional Monetary Commission plan, there were some reasons 
why this could hardly be done. Experience during the preced- 
ing two years had shown that the Senate was sharply under 
popular suspicion and that its membership was by no means 
so firmly seated in the saddle as had formerly been the case. 
On the floor, at least three groups—conservative Republican, 
progressive Republican, and Democratic—had been formed, 
none of them possessing a majority; while a further tendency 
at times to break up still more into four groups, three of 
which were needed in order to secure a majority on any con- 
tested question, had been observed. This meant, therefore, 
that the leaders of the Finance Committee, even if they could 
succeed in favorably reporting a banking measure of the type 
referred to, would not do so unless they were guaranteed ef- 
fective support for it on the floor. They had no such guaranty, 
‘but, on the contrary, could safely assure themselves that al- 
most anything they might do would be subject to intense criti- 
cism and would fail of success unless it could gain the support 
of at least two of the different groups among the members. 
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The Finance Committee, therefore, was very nearly as likely 
to look for outside guidance as were the House leaders. 
Where could this guidance come from? Could it be supplied 
at all? Were the methods that were being pursued in some 
quarters to that end likely to succeed? It was doubtless the 
recognition of the fact that a definite public opinion must be 
formed and expressed that had led to the creation of popular 
organizations designed to further the banking reform cause. 


‘Country Bank Position 
There had been no trouble, relatively speaking, in con- 
centrating upon Congress much influence proceeding from the 
banking and business part of the community in favor of a 
plan of the general character of that proposed by the National 
Monetary Commission. Yet this had left Congress cold and 
untroubled. The reason was to be found in the fact that con- 
gressional support is largely drawn from the country districts. 
The number of members of the House who represented city 
constituencies was relatively small. In states where the 
primary system had become established, senators were far 
less subject to city influence than in the past. It was, there- 
fore, necessary in every great measure of legislation to secure 
action which would certainly not offend country constituencies 
or which at all events would give them no ground for offense. 
The fact was that the country districts at the time knew and 
cared little or nothing about the question of banking. It was 
nearly impossible to galvanize them into interest on the sub- 
ject, and out of the question to educate them intelligently 
regarding it without long and persistent effort. The plan of 
the National Monetary Commission, even had it embodied the 
sum of wisdom on banking, could not have been forced in any 
short time upon the rural voters of the country. But while it 
was thus difficult to secure action compelling the adoption of 
that plan or of any like it, there was equal difficulty in stirring 
up an intelligent opposition to it or to any other. Why then, 
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it was constantly asked, should not members of Congress 
_accept some modified form of the plan of the National 
Monetary Commission, backed as it was by a considerable 
amount of commercial and banking support? The reason was 
that in the state of affairs then existing such action would 
have immediately been seized upon by political opponents as a 
basis for criticism. This would not so much have mattered 
had it not been that each party was divided within itself. Any 
member of either party who had voted for a given plan would 
have found his action attacked by his political rivals both 
within and without the organization. He could not have en- 
dured the strain. His rivals would have appealed to the latent 
feeling on the “‘trust” question, and to the openly avowed hos- 
tility to the Money Trust which prevailed so generally through- 
out the country. He could not and would not have endured 
the pressure to which he would have thus been subjected, nor 
willingly suffered from the inevitably distorted interpretation 
of his action with reference to a peculiarly complex question. 
He would rather have avoided taking any step whatever. 


Party Measure Impossible 

It was thus plainly true that under existing conditions no 
measure of comprehensive scope could be passed by purely 
party action. It had to be obtained by decisive action and by 
leadership originating with men determined to act upon the 
legislation in question for the sake of the public benefit to be 
derived therefrom, and laying aside all preconceived prejudice 
in favor of or against any given program or plan. Nothing 
stood more in the way of the attainment of results than the 
persistent and determined hostility of those who had given 
their adherence to some given scheme of currency or. banking 
reform. It was comparatively easy to indicate many roads 
by which the reform legislation could be obtained. Probably 
in this case, as in all others, nothing could have been adopted 
that would be held as a final and rounded plan. 
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But, as throughout the whole experience of the past in 
banking legislation, the great obstacles to success were in IQIO_ 
and the two years following found: (1) in the action of those 
who were persistently set upon the acceptance of a preconceived 
scheme of legislation, and (2) in the attitude of the machine 
leaders who, without knowing much about the subject, waited 
to hear from the country, heard nothing definite, and so re- 
mained inactive or sought to adopt a measure conceived in 
their own ignorance. There was need of strong and moderate 
leadership, but even that had to be unsuccessful unless it could 
unite behind it the sober elements in both old parties in support 
of some plan different from any thus far proposed, free of 
the elements which had conspicuously called forth opposition, 
and providing straightforward simple remedies for existing 
evils—remedies capable of sincere and comprehensible defense. 


Mr. Glass as Leader 


Above all things it was necessary to find in Congress a 
member who was single-minded and sincere, alive to the neces- 
sities of the public in a technical and complex matter, and able 
to choose wisely and sanely between the various alternatives 
presented to him. It was essential, moreover, that such a 
leader should be free even of the suspicion of allegiance to the 
moneyed interests and equally free of hostility toward them. 
Given such a congressional leader it would be possible to make 
head against the insane forces of uninstructed radicalism and 
at the same time to thrust aside the demand of the selfish inter- 
ests which clustered around the larger banks of the country. 

There was one member of Congress—certainly only one 
member of the Banking and Currency Committee—who in 
any measure satisfied these essential requirements. Carter 
Glass had occupied a seat in the House of Representatives for 
about ten years, entering Congress first in 1900. He came 
from a Virginia district largely rural and in which banking 
and financial interests had no hold. Later when a league of 


POLITICAL PARTIES AND BANKING 101 


citizens interested in banking became dissatisfied with Mr. 
Glass’s policies and gave orders to “build a fire behind” him 
it found the fuel for such a conflagration singularly absent. 
The hardheaded farmers and small business men of Virginia 
paid no heed to Wall Street or even Richmond murmurings 
and Mr. Glass was able to pursue the course he had mapped 
out for himself without heeding or compromising with those 
who had believed themselves able to threaten his seat unless 
he would consent to take orders. 

As a member of the House Banking and Currency Com- 
mittee Mr. Glass had for many years followed with interest 
the gradual development of banking thought in the United 
States and in Congress. He had labored during the years of 
Republican control in such ways as were permitted to a Demo- 
cratic minority member, to advance the interests of sound 
thought and legislation. The old seniority system of selection 
had necessarily placed at the head of the Committee the rank- 
ing member of the former Democratic minority, Representa- 
tive Arséne P. Pujo of Louisiana. In this, of course, Mr. 
Glass had, as a loyal organization man, fully acquiesced, 
though Mr. Pujo had no strong interest in and firm grasp 
upon banking principles and measures. Yet the question was 
of course recognized as urgent from the very opening of the 
period of Democratic control of the lower house what would 
be the direction of Committee action and how far the Com- 
mittee would be able to cope with what was generally recog- 
nized as the most dangerous and difficult of the issues which 
the party must settle. 


Opposition of Conservatives 

As for the so-called leaders in the House, they undoubtedly 
distrusted or doubted Mr. Glass. Whether it was they who 
later influenced some members of the coterie of politicians that 
sprang into mushroom-like prominence with the election of 
Woodrow Wilson in 1912, or whether the latter reacted un- 
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favorably upon the congressional clique—certain it is that Mr. 
Glass was not viewed by the controlling factors in the House 
as likely to assume a foremost place in the councils of the 
party relating to finance. The leaders regarded the Banking 
and Currency Committee as of only moderate capacity, if not 
in fact even lower than this in the scale of ability. They 
wished to keep it, on the whole, in a relatively inactive condi- 
tion that it might do as little harm as possible. In the Senate 
the remnants of the Old Guard of the Republican party were 
making a last stand before the onslaughts of the so-called 
Progressives, who were being goaded into activity by the 
Roosevelt element in the Republican party. The Finance Com- 
mittee maintained its powerful hold on a vast field of legisla- 
tion, including the whole subject of banking currency. It was 
an inauspicious moment for the development of a measure 
which had to make its way against the thoroughly organized 
elements and interests who were urging the Monetary Commis- 
sion bill upon Congress and upon the nation. 


Democratic Platform 


Meantime there had broken out within the Democratic 
party a severe struggle among a group of leaders representing 
various elements in the organization. These leaders were con- 
ducting independent campaigns for the nomination which was 
to be awarded by the convention at Baltimore. Some of them 
thought best to prepare tentative platforms of their own in 
which they stated their views upon a variety of subjects either 
for use in the primaries or for general circulation. One of 
these was Senator O. W. Underwood, at that time probably 
the leading Democratic member of the House of Represen- 
tatives. Mr. Underwood, while not committing himself 
definitely to any particular bill, nevertheless made a general 
declaration which was satisfactory to the so-called ‘“Conserva- 
tives,” including some at least of those who were supporting 
the Aldrich bill. Much more vague and uncertain statements 
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were put forth by others. Mr. Wilson, then governor of New 
Jersey, made, so far as known, no declaration whatever as to 
his position, leaving the matter for later discussion. The Balti- 
more platform as eventually accepted and of course indorsed 
by the candidate contained the following clause: 
We oppose the so-called Aldrich bill or the establishment 
of a central bank, and we believe the people of the country 
will be largely freed from panics and consequent unemploy- 
ment and business depression by such a systematic revision 
of our banking laws as will render temporary relief in locali- 
ties where such relief is needed, with protection from control 
or dominion by what is known as the Money Trust. 


Republican Platform 


It very early became a problem with the politicians how 
they should deal with the banking and currency question in | 
the campaign of 1912. There had been for years past the 
bitterest of political controversies centering about the question 
of banking and currency. The Democrats had won control 
of Congress at the last preceding election, but only because of . 
the misfortunes of President Taft, the mistakes of the Aldrich 
tariff, and a number of fortuitous elements. They had more- 
over learned some wisdom, and in these congressional contests 
they had carefully refrained from mentioning banking and 
currency. On the floor the subject had not been allowed to 
get a foothold, save for the Money Trust resolution which 
was deplored by many and whose application had been deferred 
by the politicians until after the election. How to handle the 
situation tactfully and effectively in the campaign was thus a 
very serious problem. Addressing themselves to this question, 
the Republicans in convention at Chicago eventually decided to 
give a half-hearted support to the Aldrich currency measure 
and accordingly adopted the following “plank”’: 


The Republican party has always stood for a sound cur- 
rency and safe banking methods. It is committed to the pro- 
gressive development, of our banking and currency system, 
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Our banking arrangements today need further revision to 
meet the requirements of current conditions. We need meas- 
ures which will prevent the recurrence of money panics and 
financial disturbances and which will promote the prosperity 
of business. 


Meaningless Controversy 

Neither of these planks had any very definite meaning and 
neither was apparently regarded by politicians as amounting to 
very much. Both were considered as being unavoidable or 
necessary concessions to popular prejudice or to popular de- 
mand for some announcement on the subject. The effort was 
made so far as practicable to keep the question at least some- 
what in the background during the campaign, although 
sporadic attacks on the Aldrich bill from time to time occurred. 
Throughout, however, there was the uneasy consciousness that 
the subject was a real matter of concern in the public mind, 
that it would not be possible to defer consideration of it in- 
definitely, and that as a matter of fact some action one way or 
_ the other would probably have to be undertaken at a very early 
date in the new administration. This necessity was undoubt- 
edly viewed by politicians as one of the most disagreeable 
elements in a difficult situation, while by the business public it 
was regarded as one of the least satisfactory phases of the 
current campaign. Doubts and fears as to what would be 
done, predictions of an unfavorable outcome of the discussion, 
and pessimistic forecasts of the situation to be produced by 
new legislation were common. It was this uncertainty, this 
lack of definite prospect, which inclined practically all public 
men to defer any serious consideration until it could be seen 
who would win at the polls and what would be his attitude. 
In these circumstances a great advantage had been gained by 
the Banking and Currency sub-committee in its determination 
to have at least a tentative draft of the proposed measure pre- 
pared for possible use immediately after the election, should 
the result permit immediate steps forward. 


GHARDE RSV 
DHE MONEYATRUST INOULRY 


Timidity of Democratic Leaders 

The effort and desire of leaders in Congress to steer clear 
of any action that might have an unfavorable bearing upon 
the prospects of the Democratic party in the presidential elec- 
tion of 1912, grew stronger as the chances of their success in 
that contest increased. As dissension within the Republican 
party rose steadily toward a climax, it seemed more and more 
probable that a Democratic President might, for the first time 
in two decades, be elected. Yet, in spite of this disposition 
to keep matters quiet and to avoid any intraparty discussion 
between “sound money’? Democrats and Bryan dissidents, the 
issue was too urgent to permit a Fabian policy of this sort 
to succeed. 

Comparatively early in the long session of Ig10—-1911, 
there arose a strong demand for the adoption of a congres- 
sional resolution which would: authorize an inquiry into what 
was then currently known as the “Money Trust.” There had 
been grave abuses of banking and credit power, which for a 
decade past had grown more and more marked while the evi- 
dent decline of government influence over the direction of 
banking development had strongly borne it in upon many 
minds that corrective measures were needed. Various com- 
mittees of Congress had already succeeded in acquiring for 
themselves and their members a good deal of artificial 
notoriety by investigations of government departments which 
they had set on. foot. It was natural that some members of 
Congress, both in and out of the Banking and Currency Com- 
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mittee, should believe that they saw an cpportunity for gain- 
ing some popularity with the rank and file of citizens. Hence 
a strong and general demand for action by that Committee 
prior to the arrival of election. 


Origin of Money Trust Inquiry 
Exactly how or with whom the Money Trust inquiry orig- 
inated cannot perhaps be definitely stated. It was provided 
for by a resolution which authorized the Committee on Bank- 
ing and Currency of the House of Representatives to under- 
take the work. This resolution * was adopted on February 24, 
1912, and specified the purpose of the investigation as being 
“to obtain full and complete information of the banking and 
currency conditions of the United States for the purpose of 
determining what legislation is needed.” The amendatory 
legislation passed the House on April 22, 1912, and was much 
more elaborate, calling for investigations into sundry “‘charges” 
directed against the “management of the finances of many of 
the great industrial and railroad corporations of the country.” 
The resolution as thus finally framed went on to specify a 
great number of detailed points into which inquiry might be 
made, among them being the familiar questions of inter- 
locking directorates, the use of funds by insurance companies, 
the operations of the New York Stock Exchange, and Clear- 
ing House, the payment of contributions to national campaign 
committees, and a variety of other matters of the same sort. 
_ In the beginning, the adoption of the resolution was prob- 
ably the outgrowth of the desire to take some steps which 
would put the party into position to develop a policy regarding 
money and banking legislation, many of the leaders feeling 
that there was no general consensus of opinion on that sub- 
ject and that the sooner effort was made to bring it to a head 
the better for all concerned. The question whether the party 
should allow itself to drift off into a general attack upon the 


1H. R. Res. 429, afterward extended by H. R. Res. 504. 
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existing organization of the banking of the country was one 
which naturally raised great doubt in the minds of many party 
leaders, and especially those of the “conservative” variety. | It 
was therefore determined to bring the matter to the attention 
of sundry of the men most prominent in the party at the time 
and most likely to be favorably considered for the presidential 
nomination. Among these were Speaker Clark of the House 
of Representatives, Woodrow Wilson, then Governor of New 
Jersey, and as usual, W. J. Bryan. It was a foregone con- 
clusion that Messrs. Clark and Bryan would favor such an 
investigation but there was grave doubt as to the position of 
Mr. Wilson. He, however, announced himself as being in 
favor of a Money Trust inquiry, as the investigation for some 
reason had come to be known, and his view on the matter was 
indicated authoritatively at the time of the Jefferson Day din- 
ner held in Washington in 1912. With the candidates all 
committed to the undertaking, congressional leaders felt safer 
in pushing forward with their inquiries in the belief that who- 
ever might win the nomination would now be committed to 
the notion of carrying forward some attack upon the financial 
interests. 


_ Old-Line Leaders Hostile 

The inquiry thus provided for, however, did not altogether 
commend itself to the old-line leaders and they succeeded in 
securing the postponement of it in any active form until after 
election. Only a few hearings were held before that time, and 
although there were reports during the summer regarding the 
work which it was intended to do, nothing was actually accom- 
plished prior to the campaign. As the final report of the Com- 
mittee expressed it, ‘the refusal of aid by the Controller” and 
other administrative and legislative difficulties as well as ‘‘the 
suspension of public hearings during the presidential cam- 
paign,” naturally prevented progress in carrying it out. 

The action as originally taken was significant in many 
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ways, but in none more than as illustrating the depth of the 
division of opinion between the two elements in the Demo- 
cratic party. Mischief makers both within and without Con- 
gress, men with grudges to satisfy and axes to grind, hailed 
the adoption of the resolution as the signal for the satisfying 
of their claims and demands. Samuel Untermyer, a figure 
prominent in certain circles in New York and by reputation 
a Democrat, had been instrumental in forcing upon the House 
the Money Trust resolution, and the Banking and Currency 
Committee, to which the investigation of the Trust had been 
committed, under the terms of the legislative action as adopted 
was now asked to select him as its counsel and to commit to 
him the direction of its inquiries. But just at this point the 
so-called “Bryan wing’ of the Committee sustained a severe 
defeat. 


Division into Sub-Committees 

Shortly after the action of the House had been taken, the 
question of organizing and planning the Committee’s work was 
brought up in the Banking and Currency Committee and atten- 
tion was called to the fact that the duty before the Committee 
under the resolution really included two distinct branches of 
work. One of these, it was urged, related to investigation of 
abuses, pure and simple, while the other had to do with the 
formulation of bills designed to afford a constructive remedy 
for the banking and currency evils of the nation and to pro- 
vide such reform measures as study might show to be desir- 
able. Robert J. Bulkley of Cleveland, Ohio, accordingly 
proposed that the Committee divide into two sections, of which 
one should be investigative—dealing with the Money Trust— 
while one should be scientific and constructive—dealing with 
proposals for legislation. The plan was accepted by Chairman 
Pujo, and though in some measure distasteful to the radical 
wing, was agreed to by the members of that group in Congress. 
Unquestionably the action so taken was of crucial significance, 
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since it in effect turned the flank of the “soft money” or Bryan 
wing of the party and insured careful consideration of new 
legislation by the soberer elements of the Committee. This 
phase of the situation became clear when Carter Glass was 
named chairman of the sub-committee on legislation, Mr. Pujo 
retaining the headship of the investigating sub-committee.’ 

The subsequent history of the Money Trust inquiry is of 
direct importance to the development of banking and currency 
legislation chiefly for the light it throws upon the motives and 
methods of those who were then dominant in the Democratic 
party and upon the attitude of certain elements in the financial 
community. From these points of view, it is worthy of some 
general analysis. 

The investigation itself took form as a lengthy series of 
cross-examinations dealing with the working of clearing house 
associations, the operation of the New York Stock Exchange, 
and the concentration of the control of money and credit. After 
reviewing these subjects more or less exhaustively, and cross- 
examining a great many witnesses, the Committee finally 
reached the conclusion that the management of the New York 
Clearing House Association was unjust to the smaller banks, 
possessed enormous power, was unincorporated and unregu- 
lated, had usurped functions foreign to its usual object, had 
issued circulation without legal authority, had sought to regu- 
late charges for the collection of checks, and had carried on a 
variety of undertakings not appropriate to its functions. As 


2Mr. Untermyer became counsel to the Money Trust or investigating sub-commit- 
tee. The source of information regarding the work of that body is to be found in the 
so-called Money Trust hearing (House of Representatives Banking and Currency sub- 
committee hearings, 1911-1912, 3 vols.). The author became expert to the legislative 
sub-committee and continued in that capacity during the year 1912-1913, closing his 
service with the end of the short session of those years. He continued unofficially 
associated with Chairman Glass during the period from March 4, 1913, to the appoint- 
ment of the new Banking and Currency Committee in the special session called by 
President Wilson for April, 1913. Soon after the designation of the new Committee 
he was elected expert to the Committee and continued in that capacity up to the adoption 
of the Federal Reserve Act at the close of 1913. Prior to election as expert to. the sub- 
committee the author had been retained in the service of the National Citizens’ League 
in the preparation of a volume entitled “Banking Reform,” and for a short time sub- 
sequently preparing analyses and reports upon various proposed measures of legislation. 
Having concluded this work he passed, at the invitation of Chairman Glass, into the 


service of the sub-committee. 
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for the New York Exchange the Committee gave an account 
of the familiar details of its organization and of the relation 
of members to it, of the conditions under which stocks are 
listed, of relations between the Stock Exchange and the Con- 
solidated, of the rules of the exchange with reference to com- 
missions, of the development of “unwholesome speculation,” 
of the growth of “manipulation,” of various circumstances 
under which short selling had occurred with bad results, and 
of a variety of other details relating to speculative methods. 


Centralization in Banking 


In dealing with the concentration of money and credit the | 
Committee found an ever-increasing centralization of control 
in banking, naming various private and other banking houses 
in New York and attempting to illustrate their affiliations with 
the railroads and other concerns. In all this it succeeded in 
setting forth a great deal of familiar material and from that 
argued strongly the existence of an undue degree of Money 
Trust power in the hands of a few banks and bankers. The 
conclusions arrived at included a recommendation for the 
incorporation and regulation of clearing houses and for the 
admission of the smaller banks to membership, as well as for a 
better system of bank examination, presumably to take the 
place of clearing house examination. It recommended that 
clearing house associations be permitted to continue the issu- 
ance of clearing house certificates until such time as some- 
what better provision could be made. In addition the sugges- 
tion was made that a general bill to amend the National Bank- 
ing Law be adopted regulating rates of discount and interest 
on deposits. This bill, however, as related to the points already 
enumerated, was rather crudely drafted, apparently for the 
purpose of correcting tendencies toward “combination.” 
Somewhat similar recommendations were made with respect 
to stock exchange transactions but they need receive no atten- 
tion here. On the subject of control of money and credit, the 
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Committee said that “the bulk of the oral and documentary 
evidence . . . . was directed toward ascertaining whether there 
is a money trust.” On this point the Committee reached the 
conclusion that if by such a trust is meant a combination pur- 
suant to a definite agreement, it was impossible to state that 
any such trust had been established. Nevertheless under the 
existing system of issuing and distributing securities there was 
a very close and well-defined identity of interest between “a 
few leaders of finance held together by stockholdings, inter- 
locking directorates and other forms of domination over banks, 
trust companies and etc., . . . . which has resulted in a vast and 
growing concentration of control of money and credit... . . a 
The Committee continued to analyze at some length the 
methods by which this control was secured and alleged that one 
of them was through the use of national bank funds in the 
purchase of securities. Accordingly, it recommended legisla- 
tion designed to prevent bank consolidations, interlocking 
directorates, security holding companies, borrowings by officers 
and directors, and to promote general publicity. 


Final Report Submitted 

All these recommendations and many others were contained 
in the final report of the Money Trust Committee which was 
sent to the House under date of February 28, 1913. The 
report was accompanied by the drafts of a bill to amend the 
National Banking Act already referred to, a bill to prevent the 
fraudulent use of the mails and telegraph in furtherance of 
harmful transactions on stock exchanges and suggestions for 
one or two other measures, it being stated that “there was not 
time to frame bills to carry into effect the remaining recom- 
mendations.” As will be seen at a later point, this outcome 
was in a measure the result of a conflict of authority which 
had developed between the two branches into which the House 
Banking and Currency Committee had been divided, in conse- 
quence of which the task of framing legislation had been 
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entrusted to a sub-committee charged with the duty of review- 
ing the entire field of banking and currency and of proposing 
remedial measures in connection therewith. Chairman Pujo 
had entered into a binding gentlemen’s agreement by which he 
undertook to keep out of this field. The bill to amend the 
National Banking Laws recommended by the Committee was 
on the surface somewhat outside the sphere which had thus 
been retained by the Pujo sub-committee, but a study of the 
bill showed that on the whole it related to matters which were 
not ordinarily regarded as falling within even the rather broad 
limits customarily assigned to the field of “banking reform.” 
One matter which was covered in the bill and which was after- 
wards found necessary to deal with in the Federal Reserve Act 
was the subject of exchange charges on checks. The Money 
Trust Committee should be credited with having made recom- 
mendation for a provision designed to prevent national banks 
from entering into “any agreement, arrangement or under- 
standing . . . . having the purpose or effect of regulating its 
charges for collecting checks, drafts, notes or bills of exchange 
for its customers, or of fixing or regulating rates of interest or 
discount.’’ The Committee recommended no means of making 
any such provision effective and its suggestion was therefore 
nothing more than the recognition of a bad condition which 
had come to exist in our banking system. 


Lack of Relation to Positive Reform 


As will later appear, the recommendations of the Money 
Trust Committee in general had no bearing upon banking or 
monetary reform and were accordingly given no attention by 
the sub-committee which was simultaneously working upon 
banking legislation and which later prepared a draft of what 
was to become the Federal Reserve Act. The question has often 
been asked, therefore, precisely what the effect of the Money 
Trust investigation was. A rational answer can be given only 
after a broad general survey of the condition of public opinion 
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with regard to many matters of governmental policy.- Such a 
survey would be out of place within the limits of this volume. 
Only a general judgment therefore can be rendered. As has 
been seen, the time was one of very considerable political 
unrest and of deep-seated suspicion with respect to the condi- 
tions under which banking and security issues were being car- 
ried on. Ever since the insurance scandals of ten years before, 
this suspicion had been spreading, being checked only sporadi- 
cally from time to time by the application of remedial measures. 
The public at large, failing to recognize what had been pointed 
out by the Aldrich Monetary Commission—that many of these 
evils were not the outgrowth of wilful perversion of law but 
were almost inevitable excrescences upon the financial system 
of the United States due to the existence of defective banking 
and currency legislation, did not hesitate to ascribe the unfor- 
tunate conditions of the times to the undue growth of individ- 
ual power or to a perverted desire to rob the public. This 
point of view the Money Trust investigation did much to 
stimulate, since it encouraged the belief that the existing evils 
were solely the product of designing men who, aided by irregu- 
lar alliances with banks, were able to accomplish their objects 
at the expense of the nation. It undoubtedly tended to create 
in the minds of members of Congress already prepared for it 
by many years of unsound currency philosophy a tendency to 
demand “strong” legislation directed against the ‘“‘money 
power.” This unquestionably rendered the task of adopting 
the Federal Reserve Act very much harder than it otherwise 
would have been and probably introduced into the measure 
compromises on points of principle which else might not have 
been made. From every standpoint therefore the inquiry must 
be regarded as having been fundamentally injurious. 


Legislative Study an Incident 
As an offset to this criticism should be remembered the 
fact that had not Congress at that time made provision for 
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the inquiry, the work of the sub-committee which eventually 
was charged with the preparation of banking legislation might 
not have been undertaken. From this it would have followed 
that when the new Democratic administration came into office 
no measure would have been available for its use, and with 
the influences then powerful in the government there would 
have been every reason to suppose that the consequences would 
have been highly dangerous. The formulation of an unsound 
currency and banking bill could hardly have been avoided and 
its enactment by Congress would at least have been probable. 
As matters later developed the adoption of the Federal Reserve 
Act was rendered possible only by reason of the fact that it 
had been practically completely shaped, in finished form, before 
President Wilson took office, and consequently before the 
many subtle influences which are always set at work upon a 
new Chief Executive had had opportunity to accomplish their 
results. From this point of view therefore it may be said with 
some show of reason that the original Money Trust resolution 
was the beginning of serious work on banking and currency 
by the Democratic party, eventually resulting in the formula- 
tion of the Federal Reserve Act. With the qualifications and 
explanations already made, this statement may be regarded as 
founded upon truth and to that extent should be accepted as an 
offset to the undoubted harm that was wrought through the 
Money Trust report itself. 


Origin of Clayton Measure 

Later effects of the Money Trust inquiry may be traced 
in the so-called Clayton Act of which more must be said in a 
subsequent chapter, in proposed amendments to the Federal 
Reserve Act, some of which in part found their way to the 
statute book, and in other legislative changes too numerous to 
mention. It may, perhaps, be fairly said that the Money Trust 
investigation, being the outgrowth of an unquestionable popu- 
lar demand, must be regarded as an episode of unquestionable 
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significance and importance in the history of American cur- 
rency and banking. It may undoubtedly be classed with the 
work of the National Monetary Commission although ani- 
mated by a different purpose, carried on in a different way, and 
reaching different results; and it may be said that whereas the 
work of the National Monetary Commission was constructive 
in that, as already seen, it drew together many recommenda- 
tions and suggestions previously undigested and wove them 
together into a more or less consistent piece of work, the 
measures recommended by the Money Trust Committee were 
destructive, aiming as they did at breaking down the existing 
basis of finance, at least in many important particulars, and 
offering nothing to take its place’ Of both it should be said 
that their effect, whatever it was, was an effect upon public 
opinion and that neither of them in any large general way did 
more than to assist in bringing that opinion to a state of con- 
creteness and definition. The work of the Monetary Commis- 
sion assisted in concentrating the demand of the sober elements 
of the community upon the need for banking and currency 
legislation, while in the work of the Money Trust Committee 
radical elements were able to express their opposition to the 
ultra-conservatism of the Aldrich proposal and to make clear 
the dangers which might follow from an enactment that would 
tend to intensify and aggravate already existing evils. From 
this point of view the two investigations or reports may be 
regarded as in some measure neutralizing one another, thereby 
in a sense clearing the field or tending to render more nearly 
equal the conflicting elements which had to be brought together 
and harmonized in order to insure the enactment of a piece of 
broad general legislation on banking and currency. 


CHAPLER, V.Il 


PRELIMINARIES TO THE FEDERAL RESERVE ACT 


Early Work of Committee 


The first step taken by Chairman Glass in preparing for 
the work to be done by his sub-committee was to ask for a 
survey of available material and available measures actually or 
potentially before that body. The design was to provide 
analyses that would afford a careful comparison of pending 
proposals. Discussion with the members most interested in 
the task before the sub-committee, as well as with the sub- 
committee’s expert, resulted in a decision first of all to direct 
attention to the Mithleman plan, the final Fowler measure, and 
the Aldrich bill, all of which have been incidentally referred to 
in the foregoing discussion. An analysis covering the contents 
of these legislative projects as well as some incidental refer- 
ences to others was accordingly prepared for and taken under 
advisement by Mr. Glass and his associates. This was the first 
basis of discussion relating to the new banking and currency 


bill in the sub-committee. The analysis thus provided read as 
follows :* 


MEMORANDUM ON Various SUGGESTED PLANS 


The plans for banking and currency legislation suggested by Hon. 
Charles N. Fowler, in his “A financial and banking system for the 
United States” (H. R., 23,707); by Hon. Maurice L. Muhleman, in 


1 This memorandum was prepared by the author in his capacity as expert to the 
Committee. It is here reproduced, not simply as affording information regarding the 
early work of the sub-committee which was now beginning the drafting of the Federal 
Reserve Act, but also because in the course of the descriptive and historical discussion 
with which earlier chapters have been occupied there has been no opportunity for close 


examination of the relative provisions and merits of the various bills which have been 
referred to. 
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his “Plan for a Central Bank,” reprinted from the Banking and Law 
Journal; and by the National Monetary Commission, as embodied in a 
bill, “to incorporate a national reserve association of the United States 
and for other purposes” (S. 4431), introduced by Senator Burton 
January II, 1912, have the same general purposes in view. They 
differ in several important details, none of which, however, are abso- 
lutely fundamental to the scheme presented. 


OBJECT OF PLANS 


The object of the plans presented in these three proposed measures 
is that of arranging a cooperative organization of the banks of the 
United States which should serve to afford these banks the means of 
rediscounting their paper at times when they require assistance or 
accommodation in order to continue extending loans to their customers, 
and in order to avoid the curtailment of credit which in the past has 
frequently resulted in precipitating commercial panics and stringency. 
The fundamental idea running through these proposals is that of cen- 
tralizing the control of discounts and reserves as well as that of apply- 
ing a more rigorous method of oversight to the operations of the sev- 
eral banks which are expected to participate in the new scheme. It is 
supposed by the authors of these plans that the institution which they 
aim to create would accomplish at least the following financial results: 

(1) Establishment of a uniform rate of discount throughout the 
United States, and thereby the furnishing of a certain kind of control 
over bank operations which should be similar in all parts of the 
country. , 

(2) General economy and centralization of reserves in order that 
such reserves might be held ready for use in protecting the banks of 
any section of the country and for enabling them to go on meeting 
their obligations instead of suspending payments, as has so often been 
necessary in the past. 

(3) Furnishing of an elastic currency by the abolition of the exist- 
ing bond secured note issue in whole or in part, and the substitution of 
a freely issued and adequately protected system of bank notes which 
should be available to all institutions which had the proper class of 
paper for presentation. 

(4) Management and commercial use of the funds of the govern- 
ment which are now isolated in the treasury and subtreasuries in large 
amounts. 

(5) General supervision of the banking business and furnishing 
of stringent and careful oversight. 
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Other objects are sought, incidentally, in these plans, but they are 
not as fundamental as the chief purposes enumerated. 


CoMMON FEATURES 


The plans present a general community of design and similarity of 
arrangement which is not necessarily the outgrowth of plagiarism or 
imitation, but has resulted from the fact that some proposition of this 
kind has been under consideration for many years past and has com- 
mended itself to leading bankers and business experts, and that the 
idea has also the support of European experience, nearly every Euro- 
pean country being equipped today with a central banking mechanism 
of some kind. This notion of a central banking mechanism which 
should economize resources and sustain the several banking units is 
of obvious desirability provided that various difficulties connected with 
it can be overcome. It is in overcoming these difficulties and avoiding 
the embarrassments that necessarily arise from such a proposition, 
that the three plans under consideration, as well as numerous others of 
the same general description, vary from one another. These varia- 
tions are of great significance when it is sought to adopt a piece of 
practical legislation for the purpose of remedying existing conditions ; 
but they are not fundamentally important from the general theoretical 
standpoint. 


PoINTsS OF VARIATION 


The particulars in which the various plans differ from one another 
are numerous and will be better dealt with in a separate portion of the 
discussion. All that is attempted in this memorandum is to set them 
forth in the aggregate so that their relations to one another may be 
understood. The principal points upon which those who have framed 
these plans have concentrated attention may be enumerated as follows: 

1. Methods of providing capital for the suggested central organ- 
ization. 

2. Relationship between the central organization and branches of 
the same. 

3. Relationship between the institution and its branches on the one 
hand, and existing banks on the other. 

4. Relations between the proposed institution and its branches on 
the one hand and the public on the other. 

5. Relations between existing institutions on the one hand and the 
government on the other. 


6. Methods of controlling the proposed mechanism. 
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7. Lines of business to be transacted by the proposed institution. 

Under each of these main groupings a number of separate ques- 
tions may be raised. These lead into a variety of detail which it 
would be unprofitable to pursue unless a general scheme of legislation 
were being worked out along a specified line. 


Metuops oF Provipinc CAPITAL 


The methods of providing capital for such an institution proposed 
in the plans which have come forward within recent years may be 
enumerated as follows: (a) Subscription of capital by individuals and 
hence private ownership of the capital of the concern. This is the 
system largely followed in Europe; (b) Division of capital stock 
between private individuals and the government. This is the plan fol- 
lowed in some European banks and adopted in the organization of the 
first and second banks of the United States; (c) furnishing of capital 
entirely by the government; (d) division of capital stock between 
banks only, none but existing banks being allowed to hold stock in the 
concern; (e) obtaining of capital by “deposits” required to be made 
with the proposed institution by participating banks, or by the govern- 
ment, or by both. The plan of permitting banks, and them alone to 
subscribe to the capital stock of the enterprise is the proposal put for- 
ward in the National Monetary Commission plan. 

Practically the same plan is pursued in the Muhleman central bank 
plan, except that this plan provides for the ownership of one-fourth of 
the capital by the government. The Fowler plan provides for obtain- 
ing the capital by the deposit system, already indicated. Of these 
different plans it may be said that they are not fundamentally different 
from one another. Whether the capital be contributed to an incor- 
porated institution, by banks, which thus become stockholders, or 
whether it be supplied by the making of compulsory deposits, the result 
is practically the same, except in so far as certain questions affecting 
the legal status of the institution may be raised. These, however, have 
no necessary relationship to the question of banking as such. Whether 
the organization be called a central bank, a reserve association, or a 
federal reserve bank, or a board of deposit and issue, is a mere ques- 
tion of names. The fundamental question is whether the institution, 
whatever it may be, is to do a regular banking business, and is to do 
that business by the use of capital which has been supplied to it by 
individuals or institutions which expect to derive benefit therefrom, 
and to become, at least potential, customers, of the organization. In 
this particular, the choice of a method of getting capital is largely a 
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matter of expediency and of deference to popular prejudice. There 
can be no doubt that, abstractly speaking, the desirable plan, if such an 
institution is intended, is that of incorporating the concern, be it called 
bank or reserve association, or what not, and of assigning to it a 
regular specified capital of definite amount on the strength of which 
it is to do business. The variations in this plan are sometimes put 
forward as being intended to insure flexibility—that is, power on the 
part of the stockholders to withdraw readily,—and sometimes as being 
intended to avoid public prejudice. The withdrawal of the capital can, 
however, be provided for perfectly satisfactorily under the stock 
ownership proposition, while the question of popular prejudice is a 
matter of argument and discussion. 

There is no reason why an institution which gets its capital by the 
deposit method, should be more amenable to proper control than an 
institution organized as a stock company. In some respects, the latter 
type of organization is more easily controllable than the former, since 
it would be subject to the generally well recognized principles of cor- 
poration organization and law. 


RELATION BETWEEN ORGANIZATION AND BRANCHES 


All three of the plans under consideration provide for branches and 
their separate organization. The National Monetary Commission plan 
has created fifteen branches. Subordinate to these would be district 
and local associations of banks. The Muhleman plan provides for the 
creation of eighteen banking districts, in each of which there would 
practically be a branch of the central bank. The Fowler plan provides 
for the creation of 28 bank note redemption zones, in each of which 
there is to be a board of control having supervision of each of the 
banks in that district. It also provides for what is called a “bankers’ 
council,” which is to exist in each bank note redemption zone, the 
chairman of the bankers’ council to be also the chairman of the board 
of control of said zone. Thus it is seen that each of the three plans 
under consideration (and, it may be added, practically all other plans 
of the same kind) provides for a set of subordinate organizations 
which are to serve the several sections of the country. This merely 
amounts to a recognition that it is not possible, from a single head 
office, to do the work which it is proposed to entrust to the institution 
in contemplation. At this point, it may be noted that a serious ques- 
tion and difference of opinion arises, when it is sought to provide for 
a suitable division of capital between the different sections. 

The National Monetary Commission plan and the Muhleman plan 
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would practically leave the several branches without a definite capital, 
permitting the central organization to determine what capital could be 
used by them or be available for them. The Fowler plan would prac- 
tically leave the several zones or districts to determine their own capi- 
tal, while the central organization itself would have a specified sum at 
its control as a result of the deposits made with it by the several banks 
in the way already indicated. It should be noted that an alternative to 
these plans would be to allocate a definite amount of capital to each 
district or branch and have the actual business done there, the central 
organization being either given a separate capital, or being nothing 
more than a board of control to oversee the operations of the banks in 
the several districts or branches. 


RELATION TO Existinc BANKS 


The natural way of organizing such an institution as this would 
apparently be that of permitting individuals either to take up the stock 
by themselves, or to subscribe jointly with the government, then put- 
ting the concern into operation as an independent bank. This is the 
plan which is, at least fundamentally, followed by the European coun- 
tries. It is admitted that no such plan could be adopted in the United 
States because of the opposition of existing banks which would be 
antagonistic to any scheme that would provide a great institution, 
vested with the power to compete with them in their own territory, 
either directly or through branches or branch offices. Secondly, most 
of the plans for a central bank that are now before the public provide 
that the existing banks or a section of them, shall become stockholders 
in the institution, thereby giving them whatever profit may come from 
it, save in so far as such profit is shared with the government. The 
Muhleman plan would allow all banks, both national and state, to 
become shareholders. The same idea is embodied in the National 
Monetary Commission plan. The Fowler plan confines the member- 
ship of the institution to national banks. As a result of the inclusion 
of state banks and trust companies as stockholders, the National Mone- 
tary Commission plan finds it essential to establish elaborate provisions 
governing the reserves and business of the state banks and trust com- 
panies, so far as they continue to be stockholders. This at once intro- 
duces a serious element of difficulty which is not found in the Fowler 
plan, because that plan is confined to national banks, which are under 
the direct control of the federal government inasmuch as they owe 
their charters to it. It is admitted by everyone that any organization 
that is thus provided for must be strictly a commercial and banking 
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organization. It is for that reason that the effort is made to introduce 
the methods of control of state banks and trust companies that have 
already been referred to. The difficulty in the confining of the mem- 
bership of the concern to national banks is simply the opposition of 
state banks and trust companies. Theoretically, it is very desirable 
that membership shall be confined exclusively to banks which owe their 
charters to the federal government. There seems to be little doubt 
that if the other classes of banks should be included as stockholders, 
there would be serious, if not practically insurmountable, problems 
growing out of the fact that these banks are not under immediate con- 
trol by the federal government, that the state legislation pertaining to 
them varies very greatly from state to state, and that the amount of 
their liability, the position of their stockholders, etc., differs widely. 


RELATIONS WITH THE PUBLIC 


Closely allied to the foregoing is the question whether the concern 
should be allowed to do business with the public at large. All of the 
plans here under consideration take the view that the business of the 
institution should be done entirely with the banks which have com- 
bined to organize it. This is on account of the desire to prevent the 
existing banks from being antagonized by the new enterprise. It is 
probable that, were it not for this consideration the provision would be 
made that commercial enterprises should be dealt with by the bank and 
its branches, but the necessity of safeguarding the existing banks 
against competition has led to the. omission of this feature from the 
three plans here referred to as well as from most others of the same 
type. The effect of this situation is of course to compel individuals to 
do business as at present, with existing banks. So far the proposed 
institution becomes exclusively a bankers’ bank, or bank of rediscount. 
The circumstances under which arrangements are made for doing busi- 
ness with the several banks vary somewhat. Thus, the National Mone- 
tary Commission bill would not allow the proposed institution to do 
business with any except the banks that were its actual stockholders. 
The Muhleman plan would require that only the government and the 
banking institutions which were its shareholders should do certain 
classes of business, while a few other classes of business, such as deal- 
ing in gold bullion and foreign bills might be done with individuals. 
The Fowler plan would confine the business of the institution entirely 
to the national banks which were members of the various redemption 
districts or zones. In choosing between these various schemes it may 
be said that the best results would be obtained if business could be 
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done, not only with banks, but with large concerns which wanted 
accommodation up to, or beyond, a certain point. This, however, seems 
to be out of the question, and as a second alternative, there is the pro- 
posal to confine the business to banks. There is no sufficient reason 
for limiting the operations of such a concern to those banks that are 
stockholders in or members of it, unless there is an effort to exercise a 
special control over the type of business done, by means of regulations 
imposed upon the membership. But this latter object can be attained 
in other ways, so that it may generally be stated that, should such an 
institution be created, it should do business with all banks, no matter 
whether they be its stockholders or not. It may be conceded that the 
refusal of permission to do business with individuals and corporations 
is practically necessary in the existing state of feeling among bankers. 


RELATION TO GOVERNMENT 


Practically all of the current proposals, including the three here 
studied, recognize the undesirable character of our present treasury 
and subtreasury system, and provide that the institution to be organized 
shall be holder of the funds of the United States. There is a differ- 
ence of opinion between them as to the extent to which the new institu- 
tion would actually supersede the United States treasury. Under the 
National Monetary Commission plan, the treasury would retain some 
very substantial functions. It would have to care for outstanding 
government certificates of various kinds, the greenbacks, etc., and it 
would have its routine work to do. Under the Fowler plan, provision 
would be made for the retirement of the greenbacks, and the Muhle- 
man plan would retire not only them, but the gold certificates. Some 
other plans which have been proposed from time to time, would prac- 
tically transfer everything except purely accounting operations and 
ministerial duties from the treasury to the proposed bank. It may be 
said that the dictates of sound banking theory are in harmony with the 
view that whatever is done in establishing a central bank or analogous 
institution, should include the transfer of all government balances to 
it, in order that they may come back into commercial channels as fast 
as they are withdrawn therefrom through the payment of taxes. It 
would be desirable to frame a provision on this subject in such a way 
that practically no money whatever would be held by the government 
as a result of current transactions. The question whether the treasury 
should resign to the bank the function of redeeming its outstanding 
obligations such as gold certificates and the greenbacks involves a much 
larger problem—namely, the retirement of the greenbacks and the dis- 
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posal of the gold certificates. These are really separate and inde- 
pendent questions that have no indispensable connection with the rela- 
tion of the banking system to the country or the treasury. If it should 
be determined that greenbacks and gold certificates shall be retired, the 
task of performing the work may well be entrusted to a central banking 
mechanism, whatever it may be, that is thus created. Under these con- 
ditions, the natural step would be to transfer to the institution the trust 
funds held behind the certificates and greenbacks either at once, or in 
installments, preferably in installments, the new institution becoming 
the medium for effecting the retirement of these notes and presumably 
being entrusted with the duty of substituting notes of its own in place 
thereof. No serviceable judgment can be expressed as to the details of 
this phase of the task until a decision has been reached as to the 
abstract desirability and expediency of retiring the classes of govern- 
ment currency already referred to. 


MetuHopbs oF CONTROL 


No phase of the subject has aroused more controversy than that 
which relates to methods of control. All of the three plans here in 
question are much taken up with the details of methods of control, the 
choice of directors and officers of the proposed institution, and the like. 
The National Monetary Commission plan provides for the choice of a 
controlling body or board in each of the local districts, and these dis- 
trict organizations elect the directors of the branches, it in turn elect- 
ing the directors of the central organization. The Fowler plan pro- 
vides for the choice of boards of control in the various zones and for 
the creation of “bankers’ councils” in each of these zones. The boards 
and councils then elect the directors of the proposed federal reserve 
bank itself. The Muhleman plan provides for the choice of boards of 
directors in the districts and the shareholders in the several districts 
elect delegates to the general national meeting which is to choose the 
directors, the latter being chosen two from each district. Both in the 
Muhleman and the Commission plan the government is given a certain 
number of directors, while in the Fowler plan government participa- 
tion is provided for by having as chairman of each board of control a 
deputy comptroller of the currency. The object in the elaborate 
schemes of control which are suggested in these various plans may be 
enumerated as follows: (a) to prevent large banks from gaining a 
control superior or inimical to that of the smaller banks; (b) to pre- 
vent certain sections of the country from getting control at the expense 
of others; (c) to retain a sufficient amount of government control to 
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insure effective public oversight and supervision; (d) to guarantee a 
due regard for the needs of all portions of the country and to secure a 
representation which would certainly make plain the character of the 
banking necessities of each section at any given time. The plans of 
control suggested in these three schemes are decidedly different from 
one another in each of the four particulars already mentioned, and are 
especially at variance in the relationship established between small and 
large banks. Of the three, the National Monetary Commission plan is 
far the more complex and would probably result in throwing a pre- 
ponderating amount of power into the hands of the larger banks, 
although there is nothing in the plan that necessarily suggests a sin- 
ister scheme to give authority to “Wall Street” or financial interests. 
The Commission plan is not, however, a democratic type of organiza- 
tion, and its results would undoubtedly be to centralize control in a 
very high measure. This point will be more fully elaborated later in a 
separate discussion. F 

It may be said at this point that the desirable thing in any such 
organization is to assure as nearly as possible equality of representa- 
tion and to prevent the possibility either of diversion of capital in 
favor of any interest or section and to prevent suspicion of control by 
an “inside” group. 


CHARACTER OF BUSINESS 


It is generally agreed that an institution organized on the lines 
already indicated should be limited to a rediscount business, but there 
is considerable difference with reference to the various plans proposed 
with reference to the character of operations that might be engaged in 
under this head. The National Monetary Commission plan provides 
for limiting the rediscount business to paper growing out of commer- 
cial, industrial or financial operations and would allow loans based on 
collateral only under rather rigidly limited conditions. The Muhleman 
plan is somewhat more liberal in this regard, while the Fowler plan is 
very much vaguer and less distinct with reference to what the proposed 
institution could do, although it might fairly be interpreted as convey- 
ing rather broad powers. The National Monetary Commission plan 
limits the paper which can be rediscounted to very short-term paper 
unless banks are able to secure the endorsement of the other banks in 
their local: associations, in which case a somewhat greater latitude is 
to be accorded the paper which may be rediscounted. The importance 
of the provisions relating to rediscount is found in the following con- 
siderations: (a) The proposed concern would be valueless unless its 
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operations were such that it could always supply aid by extending 
credit under proper conditions. This means a necessarily liquid con- 
dition of its assets; (b) If, however, a too stringent limitation be 
imposed upon the character of the papet to be accepted by the redis- 
counting power, the services of the concern will be too largely placed 
at the disposal of city banks and too little at that of country institu- 
tions; (c) if collateral loans are permitted, the danger is that funds 
may be drawn off into stock speculation, while if not permitted, many 
desirable and entirely proper rediscounts which could be successfully 
protected by a suitable use of collateral will be barred; (d) it is 
extremely difficult by any form of language to describe in a satisfac- 
tory manner the character of the “commercial paper” of any particular 
region, which is to be acceptable by such an institution. On the whole, 
the desirable limitations upon the power of such a concern will be 
found, primarily, in provisions which will prevent the drawing off of 
funds into stock speculation, and which will provide for a satisfactory 
and sufficiently stringent government oversight to insure that only 
proper undertakings are engaged in. 


Note IssuEs 


Thus far nothing has been said on the question of note issues, 
although that is one of the topics around which most controversy and 
discussion has centered in connection with banking and currency 
reform heretofore. Practically all of the plans under consideration 
agree in providing for issues of notes on a new plan, it being recog- 
nized that the existing note issue system is “unsatisfactory. Funda- 
mentally what is aimed at by all of them is the retirement of bond 
secured bank notes of the present type and the substitution of a new 
kind or class of bank notes. But this raises the further question, by 
whom such new bank notes should be issued. There is a difference of 
opinion as to whether the note issuing function should be transferred 
entirely to the central institution proposed to be organized, or should 
be vested exclusively in the banks, or should be shared between the 
banks and the proposed central institution. Many differences of detail 
also exist in reference to plans for retiring the existing bank notes 
and for protecting the banks which now hold national bonds against 
the risk of loss of such bonds due to probable curtailment in value 
resulting from the withdrawal of the circulation privilege now 


attached to them. This discussion may be pursued under several 
different heads. 
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REASONS FOR RETIRING Bonp SECURED CURRENCY 


There are several important reasons for the retirement of bond 
secured currency. The one most frequently put forward is that bond 
secured notes are not “elastic.” By this is meant that the necessity of 
purchasing bonds to be deposited with a trustee for the protection of 
note issues prevents banks from issuing these notes as freely and 
promptly as they otherwise would, while it also prevents them from 
retiring or contracting the notes as freely and promptly as would other- 
wise be the case. This is a perfectly sound consideration, and there is 
little or no disagreement at present among students of the banking and 
currency problem in the United States that the retirement of the bond 
secured notes is essentially necessary if success is to be had in restor- 
ing elasticity to the circulation and in making the national banking 
system really responsive to the needs of business. For that reason, 
every plan of currency or banking reform that has been put forward 
during the past fifteen years has contained as an important factor some 
provision for getting rid of the bond secured notes. The basic criti- 
cism on the present system of notes already indicated is reinforced by 
the fact that the supply of United States bonds available for use in 
protecting note issues is likely to be limited, as was the case of the 
panic of 1907. Then, the national banks were not able to enlarge their 
issues because of their inability to obtain further bonds, until they had 
been aided by the action of the government in issuing additional bonds 
for the very purpose of furnishing a backing for currency, notwith- 
standing that at that moment there was a very large surplus in the 
Treasury. Over and above this consideration has been the fact that 
the formalities and technicalities connected with the issue of bank 
notes based upon bonds have been so great and troublesome as to pre- 
clude the easy and prompt supplying of currency even when there were 
enough bonds in the market to furnish all the backing for notes that 
might be desired. This shows why, apart from the special and peculiar 
difficulties that attend anything of the sort, the substitution of bonds 
other than national for the national bonds now used will not help the 
situation. The only way to relieve the bad conditions that have 
developed in connection with national bank currency is therefore gen- 
erally admitted to be the abandonment of the bond Sa) plan and 
the introduction of something else in its place. 


DIFFICULTY OF Bonp HoLpincs 


The first difficulty in passing from the bond-secured system of note 
issues to anything that might be devised to take its place is the fact 
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that even if all had been satisfactorily arranged with reference to the 
new system, its soundness, etc., the difficulty of dealing with the bonds 
would remain. The act of March 14, 1900, provided for refunding the 
outstanding bonds into the two per cent consolidated debt, and these 
two per cent bonds were subsequently sold at premiums which once 
ran as high as eight or nine per cent and have regularly been two or 
three per cent or more. Partly as a result of general depreciation in 
the values of bonds due to rising prices and higher interest for capital, 
the national bond quotations have sunk until the two per cents are now 
at about par. The bonds have thus inflicted a loss upon their holders 
of about $30,000,000 already and something like that sum has, accord- 
ing to the Comptroller of the Currency, been “written off” by the 
banks and must be regarded as one of the costs of carrying the note 
system at present in use. There is general agreement that if the cir- 
culation privilege were to be taken from the two per cent bonds, or, 
what is the same thing, if a new system of note issue were to be estab- 
lished which would practically displace the present system, the twos 
would deteriorate to a price not higher than 80. This would mean a 
shrinkage of one-fifth of the par value of the bonds and would inflict 
upon the banks an aggregate loss of nearly $150,000,000. The inflic- 
tion of such a loss, of course, would be exceedingly unjust, so much so 
that the banks would probably be successful in efforts to withstand the 
adoption of any such legislation, should it be seriously attemptea. 
Alternative to this is the idea of providing for a refunding of ihe 
bonds. Experience, as well as computations made in the Treasury, 
indicate that three per cent is now about the level of the government’s 
present borrowing power. The $50,000,000 Panama bonds which were 
sold less than a year ago brought a premium of between two and three 
per cent, but three per cent interest without the circulation privilege 
represents nearly the level of interest that must be paid (in round 
numbers) upon any future issue which is expected to be floated upon 
an investment basis. In order to safeguard the banks against loss, 
therefore, a plan of refunding into three per cent bonds would have to 
be followed, The banks might be required to accept cash payment for 
their bonds at par and the new securities might be sold for what they 
would bring, or a flat exchange of three per cents for the old twos 
might be ordered. The latter would be simpler and the former would 
probably cost a little less. Either plan would entail an increase in the 
present interest burden nearly amounting to one per cent annually on 
at least $730,000,000, or $7,300,000 a year. There is no reason to 
think that the operation could be carried through more cheaply than 
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this, and of course a proposal to make such an increase in the expense 
of handling the debt always arouses sharp criticism and opposition. 
In order to meet this criticism and mask the real nature of the trans- 
action, the National Monetary Commission plan provides for the 
refunding of the bonds, but directs that a tax equal to the increase in 
interest plus the amount of taxation lost through the retirement of the 
old notes (they being taxed at one-half of one per cent today) shall be 
paid by the proposed National Reserve Association on the whole value 
of the bonds which it takes over. The Fowler plan and the Muhleman 
plan provide for the refunding of the bonds in ways which vary some- 
what but come to the same thing. Every plan thus far proposed from 
a serious source with reference to banking and currency reform looks 
to the ultimate retirement of the bond-secured notes and provides for 
the immediate or ultimate refunding of the bonds at a higher rate of 
interest than is now paid. 


TEMPORARY ALTERNATIVES 


Temporary alternatives for the retirement of the bonds are, how- 
ever, proposed here and there. The most familiar and perhaps the 
most available plan of the sort is that which proposes to require banks 
_to have outstanding a certain percentage of notes based on bonds 
before they become eligible to take out notes without bond security. 
This would mean that an inflexible volume of bank notes was kept out- 
standing or at all events that an inflexible volume of bonds was held 
by the banks to protect such outstanding notes in case they should be 
issued, and that whatever new form of currency might be provided for 
would come out in excess of or in addition to the basic volume of notes 
and bonds already referred to. The plan would partially destroy the 
possibilities of elasticity in the note currency system, but at the same- 
time it would operate to keep up the value of the existing bonds for 
the time being. The question would then be whether the effort to 
sustain the value of the bonds in this manner during the remainder of 
their life was not too great to be compensated for by the saving in 
interest thereby effected. The general opinion of students of the sub- 
ject undoubtedly is that this temporary method of sustaining the value 
of the bonds is undesirable, and that it is far better to recognize the 
facts in the case and take up the securities in such a way as to relieve 
the banks from any danger of further loss, the government bearing the 
increased interest charge and leaving the banks to turn in their securi- 
ties at will. If congressional action to that effect can be secured, there 
can be little doubt that the best plan will be to make provision for a 
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straight refunding of the bonds without any attempt to mask the opera- 
tion or to economize or recover the cost of it through indirection of 
any sort. The reluctance that has always been shown by Congress to 
do anything of the kind is, however, admittedly a very serious obstacle 
to success in disposing of the bonds and thereby to the actual solution 
of the first problem connected with any plan for changing from bond- 
secured, to some other form of, currency. 


Metruop oF Note IssuE 


What has been said thus far has been founded upon the assumption 
that agreement had been reached with reference to the method of note 
issue to be followed when once a plan for retiring the old notes and 
disposing of the bonds had been agreed upon. While no such agree- 
ment has ever been arrived at, it is true that substantial agreement has 
been reached with reference to the basis on which the notes that are 
to supersede national bank issues shall be put out. This should admit- 
tedly be the so-called asset currency basis. In this plan there is no 
special protection behind the notes, but they are placed upon the same 
basis as the other liabilities of the bank, save that in some measures 
they are given a prior lien on the assets to be exercised in the event of 
failure. A good many of the proposed banking plans also provide that 
there shall be a limitation of the amount of notes issued with reference 
to capital. “Not more than an amount equal to the total capital of the 
issuing bank” is the limitation most frequently followed in restricting 
the note issues of banks under the conditions referred to. This lim- 
itation has no special theoretical warrant, and has usually been applied 
simply as a concession to public opinion and in order to prevent some 
banks from getting the advantage of others in the circulation of their 
“notes. 


Notes—By Wuom Issuep 


Another phase of the note issue question is seen in connection with 
the problem by whom the notes should be issued. The current assump- 
tion is that in the event of the creation of any central or cooperative 
institution the note issue power now exercised by the several banks 
should be transferred to and vested in this new organization. That is 
the provision of the National Monetary Commission plan as well as 
of the Muhleman plan. The Fowler plan keeps the note issue function 
in the hands of the several banks which are joined together to create a 
cooperative mechanism. In favor of the notion of giving the note 
issue power to the central or cooperative institution is the argument 
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that if the issue of notes were wisely handled it would be more uniform 
in its management and less subject to danger of inflation and local 
abuse. Against this idea is the fact that the issue of notes would by 
_such a scheme be made a monopoly to whose benefits the several banks 
could gain access only through the consent or good disposition of the 
institution vested with the power referred to. There is no reason in 
theory why even if such an institution were created, the power of note 
issue should not be exercised both by it and by the several banks. 
Assuming that there is no theoretical difference between the issue of 
the bank note and the granting of the credit on the books of a bank - 
(ordinarily called a ‘“‘deposit’’), it is difficult to see why the full power 
of discount whether by the issue of notes or by the granting of such 
deposits should not be exercised by the several banks or why the power 
of rediscount by both methods should not be exercised by the central 
institution. European practice points to the policy of vesting the note 
issue power in the hands of the central bank and denying it to the 
other banks, but that is a situation which has grown partly out of past 
difficulties with note issues which would not now exist or at least could 
be avoided, and partly out of a misunderstanding of the identity of 
function of bank notes and credit deposits. This misunderstanding 
was much more prevalent at the time when the central note issue sys- 
tems of the various European countries were first established, as seen, 
for example, in the case of the Bank of England. 


IMPORTANCE OF Note IssuE FUNCTION 


There has been a tendency to overestimate the importance of the 
note issue function and to treat it as if it were the chief object to be 
attained in banking legislation. This idea may be attributable to the 
belief that “emergency currency” is what is needed in order to relieve 
panics and stringencies, whereas what is actually needed is fluid 
resources of some kind, whether notes or not. The belief that the 
notes are very important has also been stimulated by the experience in 
this country with clearing-house certificates which are often spoken of 
as if they were notes. The fact is that they are merely evidences that 
the banks that have gone into the clearing-house arrangement are will- 
ing to accept a credit substitute for money in. settling their balances 
with one another. It remains true that the provision of a satisfactory 
note currency would be a long step in advance as compared with exist- 
ing conditions, independent of whether such note currency was 
obtained through the intermediation of a central bank or cooperative 
institution or not, although it should be carefully borne in mind that 
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the provision of such a note currency would not necessarily solve com- 
pletely the elements of difficulty which inhere in the existing banking 
system. With proper control and restriction it would, however, supply 
a means of obtaining additional circulating media in time of panic or 
stringency when there was a tendency to hoard money, and would to 
that extent relieve the danger of collapse due to inability to convert 
assets into fluid resources. It is therefore a cardinal element in cur- 
rency and banking reform and should be provided for in any legisla- 
tion that may be adopted, no matter whether such legislation be 
intended merely as a revision of existing law or whether it be framed 
so as to include a plan for providing rediscounts through a cooperative 
agency. 


Committee’s View 


The analysis thus presented to the sub-committee was 
taken under advisement and constituted the basis of consider- 
able detailed discussion and of further memoranda bearing 
upon individual points in which various members of the sub- 
committee were interested. By this time, however, it appeared 
that prior to the end of the session of Congress then in prog- 
ress it would not be possible to obtain the active co-operation 
of more than two or three members. Congress was already 
disposed to disintegrate, in view of the approaching national 
campaign in which members themselves were directly con- 
cerned with their own political fortunes. It was agreed, there- 
fore, that the analysis thus submitted should be regarded as 
the basis of further work and that taking it as a starting point 
a bill should be prepared whose purpose it would be to embody 
all of the valuable technical features which could be drawn 
from the preceding legislative proposals, basing the measure, 
however, upon a local non-centralized plan of organization 
which should insure so far as practicable local control .over 
funds, throughout the principal economic districts into which 
the country might be regarded as divided. 


CHAPTER VIII 
THEA BIRSLSDRAE TL 


Principles of New Legislation 


Before any decision could be arrived at by the Banking 
and Currency sub-committee with respect to the direction to 
be given its practical work, it was needful to develop at least 
a tentative set of principles in order that the task of drafting 
a measure might proceed with regularity and with fair pros- 
pects of attaining a positive result. 

During the late spring of 1912 at the informal discussions 
which had then occurred, it had been sought to obtain the 
opinion of sub-committee members in definite if informal 
expression. As the outcome, the following general and tenta- 
tive propositions were gathered :* 


1. The general notion of emergency relief or emergency 
note issue as a means of banking reform or as a basis 
for banking legislation is inadequate and unsound, and 
should be abandoned. 

2. Whatever is done should seek to provide a permanent 
basis of banking organization, regularly functioning 
and regularly incorporated or established. 

3. This basis of organization may well be modeled upon the 
experience of American bankers in their clearing house 
organizations, in so far as the latter have had to do with 
joint action for effecting interbank payments. 

4. The framework provided by the Aldrich-Vreeland Act 
should be given due consideration both for its construc- 

1No official record of these conferences was ever’ kept. The author, however, was 


present at practically all of them and noted down the conclusions then arrived at for 
his own instruction and information. 
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tive suggestions, where it provides any, and for its 
failures in practice as showing what not to do. 

5. Data, expedients, mechanisms, and modes of procedure 
found in the various plans already before the Com- 
mittee may be considered, and where needful modified 
and used. Indeed, if a desirable feature be found in 
any of the plans, that is a fact which should commend 
it rather than militate against it. 

6. In general, the new bill should seek to provide for co- 
operative action on the part of the banks and should 
accept the principle of centralization under suitable 
government oversight and control. 

7. The idea of guaranty of bank deposits has attained a hold 
upon the popular mind, and should be carefully 
analyzed for the purpose of determining whether in 
some sound form it may not be incorporated into the 
pending bill. 


With these general and tentative instructions before him, 
the expert of the Committee was directed to employ the sum- 
mer and early autumn of 1912 in the preparation of a draft 
measure which should be used as the basis of committee dis- 
cussion in the autumn. There was informal agreement that 
in the event of defeat of the Democratic party at the autumn 
election the task of further study of legislation might as well 
be laid aside, while in the event of success the sooner the work 
was prosecuted the better. 


Preparation of Tentative Draft 

The tentative draft of materials in bill form for use in 
shaping the Federal Reserve Act was accordingly prepared 
during the period from June, 1912, to and including October, 
1912, and was completed in the latter month. Mr. Wilson 
having been elected President early in November, with a Con- 
gress overwhelmingly of his own party, the outlook for legis- 
lation took on, to many eyes, an entirely new hue, and sundry 
persons, both in and out of Congress, who had hitherto been 
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indifferent or passive, began to manifest great interest in the 
banking and currency question. Among these were some of 
those who had been members of the Money Trust sub- 
committee of the Banking and Currency Committee. 

Comparatively early in the summer of 1913 it had become 
evident that the section of the House Banking and Currency 
Committee which had been entrusted with the task of con- 
ducting the Money Trust inquiry was not altogether satisfied 
with the share of the work which had been assigned to it. 
Precisely where the dissatisfaction thus revealed originated 
cannot be exactly ascertained. There were, however, several 
indications of it and as a result a somewhat difficult situation 
was later created. Although the making of the Money Trust 
inquiry had been authorized as early as March, 1912, very 
little was done with the exception of “preliminary investiga- 
tions” up to the middle of June, when Samuel Untermyer of 
New York, who had been appointed counsel of the Committee, 
placed on the witness stand Mr. Herman Sielcken of New 
York City for the purpose of interrogating him about opera- 
tions in coffee, in which he had been assisted by various 
banking institutions. The cross-examination of Mr. Sielcken 
did not produce any very definite results, in fact hardly any- 
thing of novel interest, and the whole matter appeared to be a 
“flash in the pan.’”’ As it was then near the beginning of sum- 
mer, agreement was reached to hold a few hearings in New 
York City and then to postpone further action until autumn. 
The New York hearings occurred between the dates of June 
6 and June 13, 1912, and it was in connection with these 
that the growth of feeling in the Committee, to which reference 
has already been made, began to be exhibited. 


Work of Organizations 

Representatives of the National Citizens’ League had been 
called to the witness stand and closely interrogated regarding 
the expenditures of the organization as well as with reference 
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to kindred matters.2 Officers of the New York Clearing 
House were likewise examined and there seemed to be a gen- 
eral tendency to convert the investigation into a study of the 
attitude of the banks of the country toward currency and 
banking legislation, coupled with an analysis of the elements 
of such legislation. In fact, even as early as this Mr. Unter- 
myer had expressed in conversation with some of those who 
were called before the Committee the view that the investiga- 
tion would ultimately develop into a study of banking reform 
legislation. Upon the return of Mr. Untermyer from Europe 
in September of the same year it was stated that the Citizens’ 
League had been asked to offer to the Pujo sub-committee a 
legislative measure embodying its ideas. It is understood that 
no such bill was ever supplied and it would appear that no 
measures were furnished from other sources; at all events if 
they were so furnished nothing was ever heard of them. As 
the autumn advanced, however, other overtures made on behalf 
of the Committee, either by Mr. Untermyer or others, were 
reliably reported. After the presidential election had been held, 
Mr. Untermyer became more than ever explicit in the 
announcement of his intention to direct the Money Trust 
inquiry along currency and banking reform lines.* 


Division of Labor 


The tendencies at work in the Money Trust sub-committee 
shortly became known to Chairman Glass of the Banking and 
Currency Legislation sub-committee, and he at once under- 
took to ascertain their significance. Chairman Pujo of the 
Money Trust sub-committee was plainly asked his intentions 
regarding the prosecution of the investigation and made it 


2 For a description of r iviti i 

eae es the League’s character and activities, see Appendix at the 
iin conversation with the writer, he plainly asserted that such was the intent of 
his Committee, and when attention was called to the fact that the resolution of the 
House under which he was operating expressly placed the question of banking and 
currency legislation in the hands of a different sub-committee, he responded that if 
such an obstacle existed it would be comparatively easy to adjust the legislative 


pee one tl in such a way as to rectify the defect immediately upon the assembling of 
ongress. 
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evident that he expected to adhere to the original lines laid 
down in the House resolution, observing the provisions for 
independent work on the part of the two sub-committees. The 
position thus taken by Chairman Pujo was so positive as to 
lead to a lengthy interview between himself, Chairman Glass, 
and Mr. Untermyer, at which the latter set forth, in great’ 
detail, the advantages which would occur from the practical 
‘merging of the two branches of the investigation into one. 
His argument, however, did not suffice to convert either of 
the principals, and the outcome of the incident was a more 
clear-cut and definite agreement than had before existed, that 
the two divisions of the work should, in accordance with pre- 
vious understanding, be separately carried on. 

The fact that the discussion of banking and currency legis- 
lation had thus been definitely retained by Chairman Glass in 
the hands of his own sub-committee at once became known in 
banking circles throughout the country. Mr. Glass had no 
affiliations with any of the different banking groups between 
whom the country was divided. It proved impossible to ascer- 
tain exactly the position he would take. He had defeated. Mr. 
Untermyer and such elements in the Pujo sub-committee as had 
desired to take the banking and currency inquiry out of his 
hands. Possibilities of future danger were consequently per- 
ceived, and it was deemed advisable to begin countermining 
operations in order, if possible, to forestall any danger that 
might be incurred through the operations of the Glass sub- 
committee. The plan which was finally determined upon was 
that of arranging to supersede Mr. Glass in the headship of the 
Committee. In order to understand why this element in the 
program was developed, a brief retrospect of some political 
positions is, however, necessary. 


Political Scheming 
Chairman Pujo had had a desire to become a member of 
the United States Senate, and had conducted an earnest cam- 


138 PASSAGE OF FEDERAL RESERVE ACT 


paign with that end in view. Having been disappointed he 
had made up his mind to retire from Congress, and had so 
announced himself, a successor consequently being elected in 
November, 1912. This meant that the chairmanship of the 
Banking and Currency Committee as a whole would neces- 
sarily pass to other hands. In previous years the principle of 
seniority in committee appointments in the House of Repre- 
sentatives had become so firmly rooted as to be almost un- 
assailable. It had not only been observed with the utmost 
scrupulousness during the Republican régime but had been 
almost as closely followed after the Democratic party had 
assumed control of the lower chamber. Mr. Glass was the 
second member in seniority of rank in the Banking and Cur- 
rency Committee, and upon the retirement of Chairman Pujo, 
the headship of the whole Committee would therefore natu- 
rally pass to him. At the same time, it was of course under- 
stood by all that no actual legislation could be seriously 
contemplated during the winter session of 1912-1913. Not 
only was the time too short at a winter session but the fact 
that the two houses of Congress were in the hands of different 
parties, while the national administration was about to be 
changed would in any event have put action out of the ques- 
tion. It was, therefore, undoubtedly felt by those who had 
taken the alarm that nothing need be feared from the winter’s 
work in the sub-committee, provided that suitable arrangements 
were made for the appointment of a satisfactory chairman at 
the opening of the new session of Congress. It was, however, 
understood that immediately upon the opening of the new 
administration a special session of Congress would be sum- 
moned. The time for making the necessary legislative adjust- 
ments was thus very short. The problem was simply that of 
securing a combination which would effectually prevent the 
transmission of the chairmanship in the usual line of seniority 


and would transfer the succession to the leadership in some 
other direction. 
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Presidential Politics 


It is now necessary to turn from the politics of the con- 
gressional situation as respects currency reform and to review 
the presidential side of the subject. 

Ever since the Baltimore Convention there had been almost 
continuous speculation and discussion regarding the probable 
attitude to be taken by the Democratic party if successful in 
the elections, with respect to the banking and currency ques- 
tion. The evasive “plank’’ adopted at Baltimore had not been 
satisfactory to anyone. Open statements had been made in 
many quarters that the party either would have to avoid action 
on the subject, or, failing to do so, would become involved in 
serious internal struggles due to the supposed differences in 
point of view between Mr. Bryan and Mr. Wilson with refer- 
ence to the subject. This doubt had been intensified by the 
apparent unwillingness of the President-elect, while still a 
candidate, to commit himself to anything on banking. Neither 
in his speeches nor elsewhere, so far as could be ascertained, 
had he made any reference to the situation or ventured to 
promise or forecast a policy. Private organizations which 
made efforts to “reach” Mr. Wilson and obtain an interview 
with him had been totally unsuccessful, the candidate either 
failing to answer communications on the subject or otherwise 
steering clear of the representatives of the various in- 
terests. 

Early in the autumn of 1912, New York bankers became 
considerably worried by the silence of the Democratic candidate. 
They were now convinced that Mr.. Wilson would be elected, 
owing to the sharp division of his opponents and the conse- 
quent “split” in the party support on the Republican side. 
This made it in their opinion more than ever urgent that they 
should know what was going on in Mr. Wilson’s mind and 
they consequently despatched to Princeton a New York real 
estate operator who had been conspicuously active in behalf of 
the Wilson candidacy. He was instructed to inquire of Mr. 
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Wilson what would be the latter's position, if elected, with 
respect to the Aldrich bill, the legislative project in whose 
behalf the New York bankers had already disbursed so largely 
of their wealth. If this enterprise was expected to be success- 
ful it must have been an extreme disappointment. Mr. Wilson 
merely returned the somewhat Delphic response that he thought 
“the Aldrich biil was probably about 60 or 70 per cent correct 
but that the remainder of it would need to bealtered.’’ As he 
took pains not to specify which provisions were included in the 
60 or 70 per cent thus approved, the answer was far from 
satisfactory to those who had sent a representative to Prince- 
ton; yet there was a suggestion of hope in the response which 
led them to continue in the belief that something might yet be 
accomplished. 


Wilson Requests That Work Begin 


The favorable outcome of the November elections did not 
serve to make Mr. Wilson more communicative to the outside 
world, nor, so far as could be ascertained, did he, during the 
month of November, unbosom himself as to currency and 
banking to any of the group which immediately surrounded 
him. When, however, Chairman Glass had, as noted in a 
previous chapter, brought his committee to the consideration 
of plans for the ensuing winter, he was immediately met by 
the suggestion on the part of some that it would be unwise to 
proceed with active measures unless assured that the new 
administration desired to have the subject dealt with soon after 
the fourth of March. Chairman Glass therefore addressed 
to the President-elect a brief inquiry with reference to the 
policy to be pursued, and after some delay received an answer 
to the effect that Mr. Wilson believed that the currency and 
banking question must form an element in the action of the 
new administration and that work should be proceeded with. 
This so far as known was the first occasion upon which a 
definite expression was received from Mr.’ Wilson, and even 
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in this letter there was no hint of the exact line of action to 
be pursued.* 


Demands of Committees 


Further meetings of the sub-committee developed a strong 
disposition on the part of the members to inquire as to the 
probable action of the President-elect, and Chairman Glass 
therefore determined to arrange an early interview with Mr. 
Wilson.’ The meeting took place at Princeton on the 26th 
of December and on that occasion Mr. Wilson’s policy was 
indicated with probably greater fullness than on any preceding 
occasion. After conversation had developed in general terms 
the character of the bill which had already been mapped out 
and the work that had been tentatively undertaken by the 
Committee, Mr. Glass asked for a statement of Mr. Wilson’s 
views, inquiring particularly whether the bill as outlined was 
in accord therewith. The answer was a somewhat vague and 
general expression of approval of the work already done, 
accompanied by the positive inquiry, ““What have you done in 
regard to centralization?’ Mr. Glass responded by enumerat- 
ing the various powers bestowed upon the Comptroller of the 
Currency, while the writer himself called attention to the fact 


4 The letter ran: 
Wooprow WILSON 
88 W. State St., Trenton, N. J. 
November 14, 1912. 
My dear Mr. Glass: 

I warmly appreciate your letter of November 7th. Letters descended upon me in 
such a flood that it has been impossible even to sort them according to their importance, 
and therefore I have just turned yours up from the pile too late, alas, to arrange for an 
interview with you before I go away to Bermuda on Saturday. 

I shall seek an opportunity as early as possible after my return to commune with 
you, because the question of the revision of the currency is one of such capital impor- 
tance that I wish to devote the most serious and immediate attention to it. 

It is very delightful to know that I am going to be associated with you in the 
work at Washington. I shall look forward to it with genuine pleasure. 

Cordially and sincerely yours, 
(Signed) Wooprow WItson. 


Hon. Carter Glass, 
Lynchburg, Virginia. 
5 On December 23 Mr. Glass wrote: , : 
“Tt seems to me that should we reach an approximate agreement with Mr. Wilson 
as to the salient features of Currency Legislation, it would be extremely desirable to 
get men like Hepburn, and Forgan and, indeed, as many of those who appear at the 
hearings as we may be able to persuade, to speak strongly in favor of the points 
upon which we may agree. To do this, it might be well for us to have talks before- 
hand with some of these gentlemen.” 


142 PASSAGE OF FEDERAL RESERVE ACT 


that a very marked degree of centralization would be obtained 
by uniting the banks in the several proposed districts under a 
consolidated type of organization subject to general federal 
oversight. That such a general central organ of the proposed 
banking system should be assigned very broad and inclusive 
powers was the decided view of the President-elect. As to 
the policy to be pursued during the new administration, he 
definitely indicated a desire to include the banking question 
from the very outset, safeguarding this disposition only by a 
general expression indicating a determination to be guided 
somewhat by circumstances. 


Early Proposals 


The change in point of view to which some political minds 
found themselves subject during the winter of 1912—1913° is 
easily explicable in view of the position assumed by the Presi- 
dent-elect. From being an unpopular subject cursed with a 
political tabu, banking and currency shortly became a popular 
fashion among politicians. The greatest curiosity seemed to 
be felt with regard to the contents of the bill which, it now 
began to be known, was being shaped by the sub-committee on 
Banking and Currency and had been discussed with the new 
Executive-to-be. Almost every imaginable expedient was 
resorted to for the purpose of finding out what the proposed 
measure contained and how it would affect existing banks. 

It is worth while, therefore, to sketch at this point in its 
main outlines this earliest form or draft of what was later 
to become the Federal Reserve Act. The considerations which 
underlay it have already been indicated in Chapter VII. The 
conclusions, based on these considerations, were as follows: 


Local Banking Units 


In a.general way the new bill at the time it was submitted 
to the President-elect at Princeton in December, 1912, was 


® See p. 2 ante, 
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based upon the idea of local banking and currency organiza- 
tion. It took a step beyond the clearing house association 
plan and of course beyond the Aldrich-Vreeland proposal of 
national currency associations, by providing for the actual 
incorporation of local reserve banks which should represent 
the banks of the community in which they were situated. As 
to the number of these banks, it adopted no dogmatic view but 
provided in general terms for a permissive organization which 
would have allowed one at each already existing reserve city if 
necessary. The Aldrich bill, it will be remembered, had pro- 
vided fora head office and 15 branches each to be located ina 
district of its own. But underlying this organization with 16 
offices was provision for a great many “local associations” in 
which the banks would have been permitted to join. As the 
Federal Reserve Act was finally drafted it provided for a 
Board or head office at Washington with 12 banks each author- 
ized to establish branches in its own district, while within the 
first eight years of the system a total of 23 branches was 
thus organized making 35 banking offices outside the Board. 
Had an office been placed at each reserve center to start with, 
there might have been a maximum of some 48 to 50 such 
establishments as soon as the bankers desired to create them. 


Full Powers Bestowed 


The powers bestowed upon the local organizations or 
reserve banks as they were later called were intended to be full 
banking powers including discount, deposit, and issue and in 
order that the banks might be enabled to carry on their busi- 
ness successfully, it was proposed to give them in contradis- 
tinction to the Aldrich bill and to other earlier measures, the 
open-market authority and the power of dealing with indi- 
viduals which most European central banks possessed. As to 
the question of relations with the individual banks the bill left 
open for later determination the question whether member- 
ship should be absolutely compulsory within a specified time or 
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not. Note issues were to be provided for upon the so-called 
“asset currency basis,” being protected dollar for dollar by 
actual commercial paper received by the reserve bank for dis- 
count and being thus limited in volume to the total amount of 
such commercial paper brought to them. These notes were not 
to be at any time a reserve in the vaults of any bank and every 
effort was to be made to insure their prompt redemption. 

In order to bring national banks into the system and to 
have them feel that it was an immediate source of advantage 
to them, the bill proposed to broaden their powers of lending 
upon landed security (farm land) and to enable them to adopt 
a more liberal policy with respect to time deposits. Various 
other provisions were also made to render their membership 
attractive and they were granted the power of accepting bills 
on time. This, however, was limited to bills made in foreign 
trade and to a specified proportion of capital. The whole plan 
was intended to encourage the consolidation of the national 
banks into a single system with a view to bringing about more 
harmonious and unified operation and more effective handling 
of banking business. It was intended that the reserve banks 
should be institutions functioning regularly, dealing primarily 
with their members, but to such an extent as might be deemed 
essential, engaging in actual loans to indtviduals or purchases 
of paper from them after the fashion of the Bank of France. 


Auxiliary Sections 


Along with this bill were drafted certain subordinate or 
ancillary sections or provisions which were intended for dis- 
cussion with the President in order to ascertain how far: he 
would think it wise to go. These were as follows: 


1. A plan for the immediate and compulsory transfer of all 
reserve balances then held in reserve cities to the new 
reserve banks—subject of course to such short-term 
delay as might be considered necessary to avoid dis- 
comfort or embarrassment to the various institutions. 


THE FIRST DRAFT 145 


2. A plan for a central or head office situated at Washington 
and to be under the direction of representatives of the 
several reserve banks co-operating or collaborating in 
the central management of the system. This office was 
to be without capital or resources and was to possess 
the general powers of supervision, regulation, control, 
and, when necessary, interbank rediscount. 

3. A plan for the establishment of an inclusive exchange 
system calling for the collection and crediting of the 
proceeds of checks at par. It was believed that this 
plan when carried out effectively would result in cor- 
recting the clearing house evils which were then under 
investigation of the Money Trust Committee and that 
the plan could honestly be put forward as a means of 
correcting the faults that had been complained of in 
the existing structure of financial organization in such 
places as New York. 

4. A plan for the establishment of a deposit guaranty fund 
to be set in operation under the direction of the new 
federal reserve system and intended to meet the de- 
mand which it was believed was strong within the 
Democratic party for the protection of bank deposits. 


Distinction from Aldrich Bill 

As distinguished from the Aldrich bill in general the new 
proposal, whether with or without the ancillary suggestions, 
was intended to be a simpler, more direct type of banking 
organization going back to the various proposals which pre- 
ceded the Aldrich bill and tracing its descent directly from 
them and the clearing house associations rather than through 
the Aldrich plan itself. The object was to provide for local 
or home control of the rediscounting units instead of granting 
centralized control. The scheme sought to furnish as much 
of a local field as possible for the use of local funds while at 
the same time providing for possible relief to be drawn if 
necessary from a central source. By way of correcting exist- 
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ing evils it went to the heart of the matter by seeking to end 
the system. of redeposits, by providing for the retirement of 
the national bank notes, the redemption of the 2 per cent bonds, 
and the issue of new notes to take their place, while at the 
same time it’ undertook to terminate the collection evils of the 
day by the positive plan of constituting the reserve banks as 
clearing houses. 


Effect of Princeton Interview 

The Princeton discussion with the President-elect did not 
have many immediate results, so far as details were concerned. 

The interview, however, did have some very important 
consequences. It indicated plainly that the President-elect was 
deeply interested in the banking and currency question and was 
ready to go as far as was necessary to bring about genuine 
reform. It showed that he was desirous of effecting a sub- 
stantial degree of centralization, although heartily maintaining 
the concept of local self-control. Above all it gave ground 
for the opinion that he was ready to incur the opposition of 
the vested interests so far as was necessary, and if after due 
study it should appear desirable to go to the length of trans- 
ferring the reserve deposits at once or in the near future, the 
President was willing to support it. While not specific in 
his conception of the kind of centralized control which should 
be developed, or, as he expressed it in the Princeton interview, 
the “capstone to be placed upon the structure,” it appeared 
probable that he would favor an organization designed to con- 
trol and supervise and that he felt no partiality to the idea of 
a central organization vested with commercial powers—in 
other words, a central bank of some kind. He recognized the 
fact that such an organization was politically impossible even 
if economically desirable, and that what was to be sought was 
the provision of those central banking powers which were 
unmistakably desirable and the elimination of ‘those central 
banking powers which had caused danger in the past. 
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A Second Step 


The Princeton interview must be regarded as the second 
step of fundamental importance toward the making of the 
Federal Reserve Act—the first having been taken in the work 
of the Committee which gave rise to the drafting and formula- 
tion of the outline already described and its presentation to 
the President-elect. Work was immediately begun upon the 
presentation of a definitive draft of the Federal Reserve Act 
(see Appendix I) and the material which had been taken to 
Princeton and laid before the Executive was speedily woven 
together into a completed measure." This bill assumed form 
about January 15, 1913. It was the first complete draft of 
the Federal: Reserve Act and it embodied the entire original 
plan which had been taken to Princeton together with the pro- 
vision for a central body or reserve board, the early and com- 
pulsory transfer of deposits from reserve city banks to reserve 
banks, and the establishment of a deposit guaranty system— 
the latter, however, limited to a plan for the part payment of 
depositors of failed banks up to the estimated value of the 
assets of such banks. Omitted from this draft of the Federal 
Reserve Act were the plan of an exchange system or par col- 
lection and a number of minor features later to be introduced 


as the measure progressed. 


7On December 29 (1912) Mr. Glass wrote the author (in part) as follows: 

We should make the alterations that you and I have talked over and should so 
alter certain sections of the bill as to meet the tentative views expressed by~ the 
President-elect—that is if you understand what they are. You will recall that he 
would take away from the individual banks the right of issue; .but was dispdsed to 
compromise on my suggestion to lodge the right of issue with the divisional, reserve 
bank instead of centralizing it at Washington. As I recall he also took kindly "to the 
suggestion that there should be no inducement for the country banks to keep money 
on deposit in New York beyond their actual needs for exchange purposes and that, 
therefore, it would be well not to permit payment of interest by banks on bank de- 
posits. Then there is the matter of divisional reserve bank organization. I mean the 
method of appointing directors and the character of men who are to direct. We shall 
have to hit upon some distinction between “bankers” and “business men” perhaps 
defining the former as men whose “‘chief business’’ is that of banking. — 

do not get the impression that Mr. Wilson at this time is opposed to the . 
guarantee of deposits. I have no doubt, however, that great pressure will be brought 
to bear to put him against that feature of ‘the bill; but I am disposed to insist. 
Very likely you will recall my remark that, speaking for myself, I would cheerfully 
go with the President-elect for some body of central supervisory control, if such a 
body can be constituted and divested of the practical attributes of a central bank. 
In my judgment this is the point of danger. This is where the bombardment pill be 
directed. If we can devise a superstructure or, to use Mr. Wilson’s phrase,)»‘a ‘cap- 
stone,” for the plan we have as it shall be revised, it would be well to be prepared 


for that emergency. 
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Subsequent History 

It seems convenient at this point to give for the purpose of 
facilitating the work of those who choose to follow the devel- 
opment in detail a brief forecast of the various forms which 
this measure later assumed. A revision of the measure, herein 
usually referred to as the “second draft,’ was prepared as a 
result of the hearings which occurred during January and 
February before the Banking and Currency Committee (see 
Chapter IX) and of the discussions which accompanied them. 
This form of the measure was made ready at about the expira- 
tion of the short session of Congress. A revised draft of it 
was placed in the hands of the chairman of the Committee soon 
after the opening of the new administration. 

A new form of the measure, herein usually referred to as 
the “third draft,” was prepared during the months of March, 
April, and early May as the result of detailed reading by the 
Secretary of the Treasury in conjunction with the chairman 
and expert of the Committee. This draft was finally reached 
as the result of much shifting and changing from day to day 
and eventually came back to a position not far from its original 
form—practically all the changes recommended by the Secre- 
tary of the Treasury being found impossible and in most cases 
being withdrawn by him at his own instance. A still further 
revision was prepared early in June and embodied the conces- 
sions subsequently made to Mr. Bryan and later to be indicated 
at some length. This bill may be referred to as the “fourth 
draft” and was the form in which the measure was actually 
introduced in the House of Representatives in printed form. 
It was this fourth draft which was presented to the public and 
constitutes the form in which the Federal Reserve Act first 
became known. This measure was worked over by the House 
Banking and Currency Committee, modified, and reported to 
the House of Representatives, the bill as thus reported (after 
changes in caucus) being the “fifth draft.” As passed by the 
House of Representatives the measure contained no material 
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changes and the bill as thus enacted may be regarded as identi- 
cal with the fifth draft. The measure then went to the Senate 
Committee, was worked over in that body, and reported in a 
greatly changed form to the Senate itself. This form may be 
regarded as the “sixth draft.’’ On the floor of the Senate 
considerable changes were again made, the bill as_ finally 
adopted by the Senate thus being entitled to a separate enumer- 
ation as the “seventh draft.’ Referred to conference Com- 
mittee, the fifth and seventh drafts (House and Senate bills) 
were then harmonized and united, the eventual product being 
adopted by both houses as the Federal Reserve Act—the 
“eighth draft” in the series of successive proposals. This 
draft, as will later appear, was not greatly different from num- 
ber 5—the House bill. 


APPENDIX TO CHAPTER VIII 


NATIONAL CiTIZENS’ LEAGUE 


The activities of the National Citizens’ League had at the time 
when the Glass bill was first initiated in the autumn of 1912 been in 
progress for something less than a year. The organization purported 
to consist of citizens interested in the promotion of sound and safe 
legislation on the banking and currency question. Exactly what its 
membership may have been could not perhaps be fully stated, but it 
developed a large paper organization practically throughout the entire 
United States with local organizations in the several states. It was 
primarily supported by the bankers of the country and, according to 
common understanding, the cost of the enterprise was divided among 
the banks somewhat in, proportion to their clearing-house operations. 
As to the origin and purpose of the undertaking, a booklet issued soon 
after the establishment of the League became known gave an official 
_ description of it. 

“As a result of the Panic of 1907,” said the Citizens’ League, in 
this pamphlet entitled “The Origin of the League,” issued in Chicago 
in 1912, “the country became concerned for the commercial safety of 
its future. This anxiety so pressed upon Congress that the Aldrich- 
Vreeland. Currency bill of 1908 was passed.” Later the National 
Board of Trade at a convention held in Washington adopted resolu- 
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tions favoring a measure of banking reform and determined to devote 
one day at its annual meeting in 1911 to a business men’s monetary 
conference. This conference was held just after the plan of the 
National Monetary Commission was published, and “adopted resolutions 
which ultimately led to the creation of the National Citizens’ League.” 
A committee was created which held a conference in Chicago, April 
26, 1911, and “agreed . . . . that the responsibility of creating a 
national organization should be left with the business men of Chicago 
who should conduct a nation-wide campaign from their city.” Later 
“the new movement was initiated by the Chicago Association of Com- 
merce’ and at a meeting shared in by that body’s board of directors, a 
resolution was passed appointing specified men “to form a National 
Citizens’ League.” In speaking of the work of this organization the 
pamphlet in question stated that “it remains for the National Monetary 
Commission to make its final report in the form of a bill,” but there 
was no express statement as to whether the League would favor that 
bill or not, beyond the remark that “the League as yet has no legisla- 
tive proposal of its own.” 

This description, however, was obviously incomplete from many 
standpoints, and particularly so as regards the real location of the 
power behind the enterprise. As to this there has been much specula- 
tion and difference of opinion, but perhaps the most definite account 
of it was furnished in a publication known as “Chicago Commerce” 
(Nov. 8, 1912), which was the accredited “house organ” of one of 
the leading members of the League then resident in Chicago. Accord- | 
ing to this publication, the original arrangements upon which the 
League had been developed were somewhat as follows: 

“An interview given out from the New York branch (of the 
National Citizens’ League) and published jointly with the report of 
the meeting (of the general organization of the National Citizens’ 
League) indicated New York’s displeasure with the conduct of the 
League. . . . . When the nation’s business sentiment was preparing 
to crystallize in a banking reform movement it was at New York's 
urgent solicitation that this important and difficult service was accepted 
by Chicago, not from choice but as a public duty. . . . . New York 

. . did not hesitate to pass the big task on to Chicago... . and 
agreed to the form of control as well as the officers selected. . . . .” 


CHAP LH RRLX 
TESTING PUBLIC OPINION 


The House Hearings 


The next step in the process of definitely preparing the new 
legislation was now seen to be that of ascertaining public opin- 
ion, and of comparing the draft which had already been made 
with the ideas of all those who were in a position to express 
an influential opinion with regard to it. 

The customary congressional method of carrying on such 
investigations is that of holding ‘“‘hearings’—a plan full of 
defects and unlikely of itself alone to produce anything of 
merit, but hallowed by custom and possessing a strong hold 
not only upon the congressional but also upon the general 
public mind. At the very outset it had been proposed by some 
members of the Committee that such hearings should be under- 
taken. There may have been some who regarded the step as 
merely one way of postponing or avoiding action until some- 
thing new should turn up; others may have felt that in this way 
the work of the Committee would be more definitely advertised 
to the world and that public opinion would assume a more con- 
crete shape with reference to the undertaking at hand while still 
others, possibly, believed that new light would be thrown upon 
the general subject in the course of the taking of testimony. 
It was therefore tentatively resolved to undertake hearings for 
the purpose of testing public opinion in the way already 
indicated. 

One of the points raised at the conference with President- 
elect Wilson at Princeton on December 26, 1912, had been 
whether he had any objection to the presentation of the bank- 
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ing question at hearings to be held during the coming month 
of January. Mr. Wilson had expressed mild approval of the 
proposal, although urging that no announcement of intent or 
commitment to any given plan be allowed to occur." It was 
evident that such hearings were essential not merely for the 
sake of the information to be obtained but also, as facts later 
showed, because of the politics of the situation. The hearings 
would have been unavoidable as a concession to custom, even 
had it been clear that they would yield no information. 


Committee Difficulties 


An element of difficulty had had to be encountered in this 
connection. Some members of the Committee who had not 
previously participated in the deliberations had begun to show 
a disposition to press forward with the familiar types of 
Democratic party legislation on banking and currency. Two 
such proposals or elements of the program appeared to be 
particularly troublesome—the desire to provide in some way 
for an issue of greenbacks or government legal tender paper 
currency, and the desire to include in the new legislation pro- 
vision for a guarantee of member bank deposits. Both ideas 
were recognized by Chairman Glass as likely to endanger the 
whole success of the project and both were admitted by their 
proponents to be contested phases of the legislation which 
could be introduced, if at all, only after a very severe struggle 
with the conservative Democrats of the country. It was never 
the disposition of Chairman Glass to attempt dogmatically to 
shut off discussion on any phase of banking and currency and 
in the preliminary consideration of the proposed new bill which 


1The author directly inquired of Governor Wilson, at the meeting in Princeton 
already described—whether, in his judgment, the holding of the hearings was wise 
and had his sanction. It seemed evident when the question was put that the Presi- 
dent-elect had devoted some thought to the subject and that there was at least doubt 
in his mind as to the desirability of the proceeding, although this of course was 
merely inference. Mr. Wilson, however, said that in his judgment the hearings might 
well be proceeded with, although he added that they should be employed for the pur- 
pose of ascertaining opinion on the subject—meaning by this, apparently, that nothing 
should be said or done that might be taken to commit the party then in power to any 
particular measure or type of legislation. 


TESTING PUBLIC OPINION 153 


took place during November, 1912, it was agreed that those 
who were disposed to do so should draft their proposals in 
definite form and submit them to the chairman for incorpora- 
tion into such bill as might be prepared if he thought fit to do 
so. It was further agreed that at the hearings that had been 
proposed witnesses might be introduced and questions asked 
with a view to developing the facts bearing upon legal tender 
note issues and deposit guarantees in order that all available 
light might be shed upon both questions. In fact a substantial 
percentage of the discussion at the hearings did turn about 
these two contested matters. Neither of them, however, made 
its appearance in the preliminary measure which, as just seen, 
had been shaped for presentation to President-elect Wilson 


Co-operation of Members 

There had been some doubt on the part of a number of 
members as to whether the hearings would be acceptable or 
not, it being the feeling of many that the head of the new 
administration would probably prefer not to have the hearings 
pressed inasmuch as they would tend to concentrate public 
attention upon the banking question, and would therefore be 
likely to produce an unnecessary amount of anxiety or irrita- 
tion in advance of a definite announcement of the policy of the 
new administration. When with some apparent hesitation he 
indicated, however, that he thought it would be well to conduct 
them carefully for the purpose of testing public opinion, the 
moderate approval of the plans granted by Mr. Wilson in the 
language already referred to insured their completion. When 
the doubtful members of the sub-committee were informed of 
the position assumed by the President-elect they at once with- 
drew all objections and indicated a disposition to co-operate. 


Proposed. Scope of Hearings 
As is usual in such cases, the question strongly presented 
itself: Who should be allowed to have a voice at the series of 
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hearings? It has been not unusual in legislative procedure so 
to manage a series of hearings as practically to give oppor- 
tunity to but one side in a contested case, opponents remaining 
either totally unheard or, at best, being given but a poor 
chance to register objection. Probably few persons who have 
taken the trouble to examine the congressional hearings of the 
past few years with reference to banking and currency have 
failed to notice the very great preponderance of purely profes- 
sional banking witnesses over others. It might be asserted 
that this was a natural and proper situation, inasmuch as bank- 
ing is a technical occupation and since, consequently, few except 
bankers would be in a position to discuss with intelligence the 
details of legislation bearing on the subject. This view has 
been thoroughly exploited in connection with the tariff ques- 
tion and has given rise to two distinct schools of thought, one 
believing that legislation is peculiarly the province of those 
who are to be directly affected by it, the other holding that 
the general public effects of legislation give to the community 
the right to share, at least in a general way, in selecting the 
methods and plan of procedure in any given case. Whether 
rightly or wrongly, it was determined that the new hearings 
should, if possible, be moulded upon this second view-of the 
situation; and it was consequently determined to consult not 
merely bankers and so-called financial experts, but also busi- 
ness and labor leaders, academic students of currency and 
banking, representatives of organizations of various kinds, and 
persons whose calling naturally brought them into contact with 
considerations which should have weight in the framing of 
legislation. Inasmuch as the Committee was not in position to 
pay the expenses of those who might appear, it was likely to 
be free of the usual cloud of witnesses who frequently seek to 
present themselves on such occasions. It was agreed to make 
the hearings an opportunity for testimony on the part of all 
elements in the community and to send out letters of invitation 
not merely to bankers and those affiliated with them, but also 
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to all other significant elements in the population. Thus the 
hearings would constitute a true test of public opinion.’ 


The Call for Witnesses ‘ 


Acting upon this view, a series of letters was framed, for 
use with a particular group of persons and designed in each 
case to arouse the attention of the individual to whom it was 
addressed by laying stress upon the significance of the legis- 
lation in its bearing upon his particular class of business. 
Thus, for example, a letter was prepared for transmission to 
farmers’ organizations, another for transmission to heads of 
business and industrial organizations, another to bankers, 
another to individuals and currency experts, and so on. In 
this way, the foundation was laid for the preparation of a 
select list of witnesses who should represent different sections 
of public opinion and who it was hoped could be depended 
upon to inform the Committee of the wishes of the community 
with regard to the whole subject. 

Those interests which seemed to be directly concerned in 
the legislation and were accordingly invited to attend included 
chiefly the following: 


Agriculture, represented by officers of granges and other 
organizations. 
Bankers, represented by the Chairman of the Currency Com- 
mission of the American Bankers’ Association. 
Credit men and credit experts, represented by the officers of the 
National Association of Credit Men. 
Labor, represented by the American Bee ation of Labor and 
other organizations. 
Capital, represented by the National Association of Manufac- 
turers and other associations. 
Former financial officers of the government, represented by a 
former Secretary of the Treasury and others. 
2The intention was to endeavor to secure from the business, labor, and agricul- 
tural elements in the population so explicit a declaration of opinion as to make it 
certain that during the later progress of the bill, if any should make its appearance, 
there would be none of the usual attempts to reflect upon the measure on the ground 


that it had been framed without the knowledge of those affected and without con- 
sultation with them. 
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Associations and persons interested in banking legislation, rep- 
resented by the National Citizens’ League and by various 
individuals. 

Dpmestie and foreign experts, represented by various bankers, 
writers, and others, including an eminent Canadian banker. 


Lack of Interest * 


The sending out of the prepared letters of invitation to 
appear before the committee was naturally the next step in the 
process of arranging the hearings, but a considerable disap- 
pointment was now to be met. It was almost immediately 
apparent that the bulk of those to whom the letters were 
addressed possessed either no interest whatever in the situation 
or, at best, only a very faint one. Some entirely failed to 
answer the letters; others merely sent a brief declination, usu- 
ally by the hand of some subordinate. This was notably true 
of the retail and wholesale organizations of business men and 
of the manufacturers—among the latter, the National Asso- 
ciation of Manufacturers manifested almost a total indiffer- 
ence to the whole subject. Neither the retailers, wholesalers, 
nor manufacturers, however, matched in their lack of interest 
the labor organizations. Despite the constant assertions in 
years past that the interests of labor had been disregarded, or 
never consulted when currency and banking legislation was 
being studied, none of the labor leaders now addressed, includ- 
ing Messrs. Gompers and John Mitchell, exhibited any dispo- 
sition whatever to participate in the hearings. Indeed, it was 
difficult to get even a response from them, although special 
efforts were made in order that, should the question later arise, 
it could be truthfully stated that every effort had been made 
to get their views. The most willing response was obtained 


*TIt was exceedingly disappointing to find that business men of the community 
were reluctant or indifferent, while the labor element practically disregarded the 
whole subject. Not only did the heads of important manufacturing, wholesaling, and 
retailing organizations fail to answer the letter of invitation sent to them but others 
while sending a formal reply indicated, in the wording employed so complete an 
indifference towards the whole undertaking as to suggest that the commercial appre- 
ciation of the need of banking and currency reform was almost non-existent. The 
labor men adopted practically the same attitude and neither John Mitchell nor Samuel 
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from the bankers themselves and from organizations which 
had already been interested in reform legislation; such, for 
example, as the National Association of Credit Men, the 
National Citizens’ League, and others. All of these promptly 
indicated a disposition to accept the invitation extended and to 
present their views. A very similar interest in the subject was 
exhibited by individuals who possessed familiarity with cur- 
rency and banking and were invited to express their ideas on 
the ground. 


Attitude of Bank Organizations 


Yet even this degree of interest in the hearings was not 
elicited without some difficulty. There appeared at the outset 
to be at least a possibility that the bankers would fail to share 
_in the investigation. So indifferent had they appeared that 
it had been deemed wise to establish communication personally 
with some of those who were responsible for the work of the 
American Bankers Association in regard to the currency ques- 
tion. A first approach was made to Mr. A. Barton Hepburn, 
of New York, then chairman of the so-called “Currency Com- 
mission” of the American Bankers Association, he being asked 
whether he would be inclined to participate in the hearings on 
behalf of the body he represented. 


Currency Commission Proposal 

It seemed at first as if Mr. Hepburn was but mildly inter- 
ested in the situation. He indicated considerable disbelief in 
the chance of definite action, referring to disappointments in 
the past, to the work of the Money Trust investigation then 
in progress, but finally undertook, as a matter of duty, to com- 
municate with some of his colleagues. The result of this 
communication was a proposal to hold a meeting of the Cur- 


Gompers, both of whom had been asked to be present and express themselves, either 
accepted or returned so much as a formal answer, the utmost ever obtained from 
them being a curt note from Mitchell, or someone representing him, to the effect that 
he would refer the subject to a labor organization meeting which he was shortly to 
attend. Nothing was ever heard from the organization in question. 
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rency Commission in Washington at the time of the hearings, 
for the purpose of expressing united opinion on the whole 
subject. This suggestion was, however, obviously undesirable. 
It was plain to Chairman Glass that the holding of such a 
meeting would not result in developing definite and detailed 
information but would lead merely to the expression of a 
formal opinion, probably nothing more than a reiteration of 
the support already given to the Aldrich or Monetary Com- 
mission bill.t This idea was strongly represented to Mr. Hep- 
burn, and it was urged upon him that what was desired was 
simply the presence of representative and intelligent bankers, 
not necessarily representing the American Bankers Associa- 
tion or any other association in a formal way, but bankers 
able and willing to discuss the question of banking legislation 
upon their own responsibility. 


Change of Bankers’ Plan 


Mr. Hepburn and those associated with him ultimately 
accepted this view of the matter and the proposed meeting of 
the currency association was not summoned, but Mr. Hepburn 
himself and several other representative and leading men con- 
sented to attend the hearings in their individual capacity and 


4It was about this time that the author wrote Mr. Glass from New York as 
follows under date of January 18, 1913: 

“T endeavored yesterday to find out so far as possible the condition of affairs 
with reference to the attitude of the bankers toward the proposed legislation on the 
banking question. After some inquiries I learned that Mr. Festus J. Wade returned 
here immediately upon leaving Washington and went into consultation with Mr. 
Hepburn and other bankers as regards the ‘situation’ in Washington. After discus- 
sions lasting a couple of days it was determined that the best policy for them to 
pursue was to chime in with the Committee or with what they supposed the Commit- 
tee was inclined to do and to support a ‘divisional’ or ‘regional’ reserve bank bill, 
endeavoring, however, to have it made as ‘strong’ as possible. It was also decided to 
have a meeting of the Banking and Currency Committee of the American Bankers 
Association convene either in Washington or Chicago, probably the latter, at an 
early date for the purpose of going over the situation and if possible getting them to 
‘switch’ to the plan suggested by Hepburn and Wade. Wade on returning here said 
very little about the testimony he offered before the Committee in favor of a Central 
Bank plan but laid the stress upon the talks he had had with yourself in private. 
After he had got through with his conferences with Hepburn and others it was decided 
that he should go to Chicago and should carry the word to Mr. Forgan in order that 
the latter might if possible be prevented from stating to the Committee too strongly 
that he would not stand for anything except a central reserve plan, as it was feared 
that should he do so, he would commit himself and in a measure the Bankers’ 


Association, once more to the central reserve plan thereby making it harder to 
‘back down’ than it otherwise would be.” 
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to express their ideas regarding the whole subject. Among 
those who testified were Messrs. Hepburn, Reynolds, Wexler, 
and a number of others fully capable of presenting the ideas 
prevailing among the larger bankers of the country. It was, 
however, recognized that a considerable opposition of interest, 
and to some extent of feeling, existed between the large and 
small bankers of the country. Consequently special effort was 
made to secure the attendance of some representative bankers 
known as the heads of sound but small institutions. Mr. 
Andrew J. Frame, of Wisconsin, and others were included 
in this category, and actually presented their evidence. Due to 
a desire also to obtain the views of men who had in the past 
been charged with responsibility for administration and legis- 
lation some ex-Secretaries of the Treasury and former legis- 
lators had received letters of invitation. Ex-Secretary of the 
Treasury Shaw presented evidence and Hon. Charles N. 
Fowler, formerly chairman of the House Committee on Bank- 
ing and Currency, likewise appeared. In other cases where 
invitations were sent, no success was experienced in securing 
attendance. By way of obtaining the views of foreign bankers 
an invitation was extended to one or two men of prominence 
in Canada, and Sir Edward Walker, president of the Canadian 
Bank of Commerce, visited Washington and gave his evidence. 
The number of those who were disposed to present themselves 
for consultation was ultimately considerable and the result was 
a series of hearings lasting from January 7 to February 17, 
at intervals, and producing a large volume of printed reports.’ 


Views of Financiers 

The Committee deemed best to begin with the testimony of 
the bankers and financiers. In this connection the plan for 
the hearings had recognized very clearly the probable oppo- 
sition of interest between the inner group of city bankers 


5 Hearings before the sub-committee of the Banking and Currency Committee of 
the House of Representatives, 1913. 
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which had been foremost in urging the Aldrich bill upon 
Congress, and the country bzrkers who had lent their support 
to that enterprise only in a grudging and half-hearted way 
and whose real interest was opposed to it. It has already been 
noted that in order to have the facts in the situation completely 
presented, invitations had been extended to a number of 
country bankers as well as to the supposedly more representa- 
tive members of the profession from the larger cities. In 
analyzing the hearings, therefore, a beginning may be made 
with the testimony of the bankers, although this was not 
wholly taken at the opening of the sessions. 

In general it was apparent from the outset that the bankers 
had appeared for the purpose first of all of recommending the 
Aldrich bill. Nearly all of them began their testimony by 
some reference to that measure or by the assertion that a cen- 
tralized banking system of the type recommended by the Mone- 
tary Commission would be the preferred means of reformation. 
When pressed for a statement what they would suggest in the 
event that such a centralized system should prove to be out of 
the question, many of the bankers fell back upon the usual 
catalogue of “sound money reforms.’’ Chief among these 
were the familiar “elastic currency,’ provision for refunding 
the 2 per cent bonds, improvement of bank examinations, and 
in some cases centralization or combination of reserves. It 
was deemed wise to present to the witnesses in most cases a 
hypothetical question designed to draw forth a reply as to the 
views of the speaker with respect to a bankers’ bank or reserve 
institution if localized in some particular section of the 
country. This question was raised in order to ascertain if 
possible whether the bankers would regard a local reserve 
institution with favor or not. In the majority of cases an 
unwilling and tentative approval was extended to the local 
reserve idea, the evident view being that in the absence of a 
central bank such an institution would be better than nothing. 
Not a few of the witnesses were put to severe straits in their 
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efforts to explain why a local reserve institution if provided 
with sufficient capital would not fulfil all of the necessities of 
the situation and would not perform all of the services of a 
central bank. They also found it hard to explain, when refer- 
ring vaguely to European experience, why it would be difficult 
or impossible for the United, States to maintain a group of 
central banks similar to those of Europe when its territory 
and wealth were of sufficient extent to enable it to sustain 
more than the single institution which had been urged. 


Doubts as to Aldrich Bill 


The broader impression left by the testimony of the wit- 
nesses, however—particularly of those who represented the 
banking community—was that while they were thus generally 
committed to the Aldrich or Monetary Commission bill and 
while they were not particularly well prepared to defend its: 
provisions (although prepared to do their utmost in behalf of 
the measure as drafted) a substitute for it if carefully framed 
would be acceptable to the more intelligent of this group. 

As Mr. George M. Reynolds, president of the Continental 
and Commercial Bank of Chicago, expressed it: “I have all 
my life believed that if I could not get a whole loaf I should 
take half a loaf... .”° This, Mr. Reynolds furnished as his 
position after recalling to the Committee that he had been asso- 
ciated with the Monetary Commission in Europe and else- 
where. He pointed out that his experience in Europe had led 
him to favor “some centralized supervisory power,” although 
he did not believe in a ‘central bank,” meaning by the latter 
“an institution where the powers were centralized and where 
the whole public had a right to do business with it.” This was 
evidently the position of many others and tended to upset the 
view that nothing but the Aldrich bill would serve the purpose 
of banking reform. 

J. V. Farwell of Chicago, who came before the Committee. 


6 Hearings, p. 258. 
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as a inerchant (and who had been invited particularly because 
of his relationship to the National Citizens’ League, of which 
he was president), presented “simply as an individual” the 
essentials of sound banking legislation as being: (1) a discount 
-market, (2) a co-operative control of a large proportion of the 
dead cash reserve of banks, (3) an elastic currency, (4) a pro- 
vision for international banking, and (5) the bestowal of a 
non-profit-making or non-commercial character upon the pro- 
posed co-operative institutions or central banks. 

Professor J. Laurence Laughlin adopted very much the 
same point of view. He spoke as the chairman of the National 
Citizens’ League and took the position that inasmuch as the 
Committee had apparently decided upon a number of reserve 
institutions the problem was merely that of developing a satis- 
factory technique of management. As he expressed it, “the 
remedies . . . . should center about two objectives, first the 
inelasticity of the currency and second the organization of 

credit.” He thought that it was desirable to work along lines 
' already mapped out by the clearing houses of the country and 
he remarked that : 
If you were to have a number of regional banks . . . . 
the accounts of the notes and the method of issue and their 


protection and their elasticity could be cared for quite inde- 
pendent from the matter of discounts and deposits. 


The issue function he thought was “not primarily a bank- 
ing function,” but a matter to be attended to as a problem of 
currency. The new institutions (if organized in districts, as 
proposed by the Committee according to his understanding) 
should do business only with banks. As for the Aldrich plan, 
he thought that there were “no jokers in it such as had been 
suggested by many people.” Nevertheless it was “unneces- 
sarily complicated” and could be a good deal simplified, while 
he believed also that there should be “some centralized body 
that could be entirely trusted to do things in such a way that 
they would act for all parts of the country.” 
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Much the same point of view was adopted by a number of 
others. Festus J. Wade considered the question of organizing 
12 or 13 regional banks, but he thought that they raised the 
problem of petty jealousy in the banking business. The crea- 
tion of a regional system was feasible, but he thought that the 
necessity of the case called for “one general financial system.” 
He had no doubt that almost any plan designed to attain the 
main objects of banking reform would be a great improvement 
over existing conditions and he urged that about all that was 
necessary to bring about co-ordination was the establishment 
of a central head that “had control over the whole system at 
one time.” 


Refunding the Bonds 

From the standpoint of technique, perhaps the most interest- 
ing features that were developed related to the method of tak- 
ing from the national banks the United States bonds which 
they were then carrying, retiring the notes based thereon, and 
issuing others instead, and to the question of bankers’ accept- 
ances. On the latter point the testimony—notably that of Sir 
Edmund Walker—clearly showed the danger of the unre- 
stricted issue of bankers’ acceptances up to 100 per cent of 
capital, which had been proposed in the Aldrich plan. As for 
note issue the testimony emphasized the necessity of insuring 
elasticity and guaranteeing responsiveness to business demand. 


Political Problems 

Politically the hearings made it evident that the chief 
difficulty in securing the adoption of a satisfactory banking 
bill would be found in the special interests of various groups 
of banks with reference to certain essential features which 
they themselves in the abstract were ready to admit called for 
correction. The hearings in fact made it plain that the bank- 
ing question was essentially not a political issue but a business 
problem and that the time had come to deal with it coura- 
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geously and from a non-partisan standpoint without fear or 
favor, the legislators to be guided only by the obvious necessi- 
ties of commerce and industry. Upon the Committee itself 
the testimony had an excellent influence, tending to develop a 
far greater degree of solidarity than had previously existed, 
besides clearing up any doubts which had existed in various 
minds with reference to phases of the proposed legislation that 
were not altogether obvious to them. Only in one particular 
was the series of hearings a disappointment. It aroused little 
or no interest and produced little or no effect upon the public 
mind, the general rank and file of the bankers of the country 
apparently regarding it with only very mild interest. The 
proceedings were hardly reported at all in the press, due to 
lack of demand for current news reports about them. Out of 
this state of things grew up the subsequent superstition that 
there had never been any thorough hearings on the proposed 
legislation but that everything had been conducted on behalf 
of the House of Representatives, “behind closed doors.” 

From one standpoint, this situation was exceedingly satis- 
factory—there had been no opportunity for the development 
of further prejudice or for misrepresentation of what was on 
foot. The hearings had been held, all parties at interest had 
been given an opportunity to express themselves, and the 
ground had thus been cleared for some real work when the 
time came. The hearings themselves closed only a few days 
before the termination of the congressional session. Many 
apparently believed that because nothing had been reported 
and no public action taken, the whole enterprise had been a 
flash in the pan. This, however, was not the case. 


_7¥From what has been said it will be clear that the mere assembling of a suitable 
list of witnesses for the proposed hearings was a very considerable task and that, far 
from knocking at the doors of the Committee, as was afterward reported, those sup- 
posedly interested in the legislation could scarcely be induced to present themselves 
Che question has often heen raised why such a situation should have existed. Some 
have explained it on the ground that the whole enterprise was regarded as a mere 
piece of political byplay, no one believing that any serious results would be attained 
By others the view has been expressed that there was “distrust”? of those who were in 
charge of the work and a belief that they would speedily be displaced when the time 
came (if ever) for a practical effort at legislation. 
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Bills Filed with Committee from Outside 

In concluding the chapter attention may be drawn to the 
fact that just before this stage of the history of the bill efforts 
began to be made from many quarters to shape the work of 
the Committee. Partly due to the unsolicited and officious 
offers of co-operation and the great amount of material that 
was being voluntarily filed with the Committee, its members, 
or its expert, decision had been reached to solicit -an expres- 
sion of opinion generally from all who cared to present their 
ideas. This, too, was deemed especially desirable and fair 
because of the relative smallness of the number of those who 
could be invited to appear before the Committee or who, if 
willing to appear, could be heard. It was therefore generally 
and authoritatively made known through the press that the 
Committee was receptive in its attitude and would gladly 
receive all possible suggestions. To those who had offered to 
draft measures for it the response was made that their plans 
would be welcome, and when inquiry was made as to what the 
Committee had in mind such inquirers were given a broad 
general notion of the lines along which such work must pro- 
ceed. 

In this way there was produced a considerable group of 
bills, many of which since then have been announced by their 
respective authors as the original measure. Some of these 
were quite frankly revisions of the Aldrich measure. Others 
were based upon the Aldrich motions but made little use of 
the actual language of the Monetary Commission bill. Still 
others were framed on a “regional” basis, it having become 
noised abroad that the President had assented to or had 
accepted such a plan, but were otherwise entirely conventional. 
Fairly representative of these were some that made their 
appearance in Congress. Still others incorporated so much 
of the Committee’s views as had become known and added 
new features devised by their authors. Among the bills thus 
placed in the hands of the Committee were the Garrison and 


166 PASSAGE OF FEDERAL RESERVE ACT 


Scott proposals, the Hitchcock plan, the various Fowler bills, 
a measure outlined by J. Laurence Laughlin of the National 
Citizens’ League, the Aldrich bill itself in different forms, and 
many others. In order, however, to be certain of getting as 
wide a range of suggestions as possible, the Committee sent 
to a large list of economists, financial authorities, and others 
a set of questions on banking and at the same time requested 
any bills that might have been proposed by the recipients or 
any bills that they regarded with special favor. Among those 
who were thus addressed were the best known writers and 
authorities on banking in the United States and the bills and 
suggestions thus received were considerable in number, 
although, owing to the long continuance of the banking dis- 
cussion, most of them had already become public in one form 
or another. 

In some cases thos¢ who thus for one reason or another 
filed bills with the Committee undertook to “keep them up to 
date,” filing successive drafts as further changes occurred to 
their authors, so that there was at no time any standard draft 
bearing such an author’s name. In one or more cases such a 
bill was “kept up to date” by incorporating into it portions or 
paraphrases of the Committee’s bill as the latter became public. 
The final product, since—in one case at least—issued as the 
“original bill,” however, contains, verbatim, changes in lan- 
guage not previously known, which were written into the 
measure at a White House conference of politicians some six 
months later and which evidently could not have been incor- 
porated six months before. 

All these measures, drafts, and suggestions were carefully 
read and digested for such light as they might throw on the 
lines to be followed. This study and analysis confirmed the 
determination to adhere to the original plan already drafted 
with no material modification. The present author, when 
later examined by the Senate Committee on Banking and Cur- 
rency (Hearings 1913, Vol. III, pp. 3013-3088) used the fol- 
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lowing words concerning the preparation of the Federal Re- 
serve bill in the House Committee : 


Ido know .. . . that it is not a fact that one [out- 
side individual or organization] . . . . more than another 
was instrumental in outlining or framing this bill, so far as I 
have any knowledge or belief. 


CHAPTER, X 
CONSULTING THE FINANCIAL INTERESTS 


Secretary McAdoo 

In former chapters it has been seen how the bill which later 
became the Federal Reserve Act, was presented to President- 
elect Wilson, then at Princeton, on the day following Christmas, 
1912, and subsequently at Trenton, just before Mr. Wilson left 
that city for Washington, there to be inaugurated as President. 
It has been made clear that only on these two occasions had 
the President examined the bill, first orally and in general out- 
‘line, and later in the form of a tentatively completed draft. 
President Wilson had not allowed it to become known who 
would be his Secretary of the Treasury, or, indeed, any of the 
members of his Cabinet. Consequently the public at large was 
not advised of the nomination until the 4th of March, 1913. 
Although rumors had reported the possibility of the nomina- 
tion of Mr. W. G. McAdoo as Secretary of the Treasury, such 
rumors had not had any definite foundation so far as could be 
ascertained. It had therefore been impossible for the House 
Banking and Currency Committee or its chairman to com- 
municate with the prospective chief of the Treasury Depart- 
ment. Chairman Glass, moreover, had had no acquaintance, 
or only a very casual one, with Mr. McAdoo, so that when his 
nomination was announced there was a natural pause in the 
process of advancing the new currency law. This temporary 
delay was broken by a telephone message from Mr. McAdoo 
to Mr. Glass about the middle of March. The substance of 
the message was to the effect that the new Secretary of the 
Treasury was very desirous of considering with Mr. Glass 
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the terms and details of the bill which he understood the latter 
had had in preparation. In.the conversation Mr. McAdoo 
referred to various reports which had been in circulation in 
the newspapers, which were to the effect that he was close to, 
or interested in, Wall Street concerns, indicating in positive 
language the baselessness of any such accusations and assert- 
ing his entire freedom from any alliance in non-governmental 
interests. The outcome of this conversation was a personal 
interview between the new Secretary of the Treasury and Mr. 
Glass, and this was followed by a number of others, in the 
course of which a general outline of the new bill was orally 
furnished to the Secretary of the Treasury. 


Colonel E. M. House 

Progress, however, was very slow and there was an appar- 
ent feeling on the part of members of the administration that 
Mr. Glass had not sufficiently provided them with information. 
Accordingly, Colonel E. M. House, the adviser of the Presi- 
dent, who even at this early date was apparently vested with 
very large powers of a vague sort, was led to interest himself 
in the situation. He showed a considerable disposition to dis- 
cuss the currency question. These conversations eventually 
led to a dinner appointment at the house of Hugh M. Wallace. 
After the dinner the banking situation was discussed, a copy of 
the new bill was read over and discussed by Secretary McAdoo, 
Colonel House, and Mr. Glass, and in closing the evening ses- 
sion Colonel House made a request for a copy of the bill. Mr. 
Glass declined to transfer his copy of the bill, it being the only 
one in his possession, but a few days later he received a request 
from the President for a digest stating the essential features 
of the measure. Mr. Glass acceding, such a digest was pre- 
pared by the author and was furnished by Mr. Glass to the 
President. 

Because of the fact that the statement made up and fur- 
nished to the President describes in brief, intelligible. form the 
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precise stage which had been reached by the bill at the outset 
of the Wilson administration, and because it formed the basis 
upon which the measure was first laid before the financial 
interests, it is thought’ best to present it in full as follows: 


MEMORANDUM ON SCOPE AND EFFEcT oF H. R. TO REORGANIZE 
THE PRESENT BANKING AND CURRENCY SYSTEM 


In H.R. , prepared for introduction by Representative Glass 
of Virginia, it is intended to furnish a comprehensive measure for the 
attainment of four objects: : 

(1) Provision of a place for rediscounting commercial paper of 
specified types. 

(2) Provision of a basis for elastic note issues properly safe- 
guarded. 

(3) Refunding of outstanding two per cent bonds so as not to 
inflict loss upon present holders. 

(4) Provision of machinery for doing foreign banking business. 

In order to accomplish these purposes fully it is necessary to (a) 
repeal certain portions of existing law; (b) rectify various conditions 
in the present national banking system which are in some cases only 
indirectly connected with the objects sought; (c) furnish a new class 
of institutions for the performance of some functions which cannot 
well be entrusted to existing banks, or at all events can better be per- 
formed by others and (d) alter the present reserve system to a very 
material degree. 

The scope of the bill can best be understood by an analytical review 
of its contents, with references to sections and paragraphs. This is 
herewith subjoined. 


Basis oF PRESENT SITUATION 


The present banking situation in the United States rests upon the 
National Bank Act proper as slightly modified from time to time and 
upon the so-called Aldrich-Vreeland Act (act of May: 30, 1908). Of 
these acts the latter is completely repealed (section 1) on the ground 
' that it has never become operative, probably will not become operative 
except under extreme stress, and was never satisfactory. The National 
Bank Act itself is modified in numerous essential particulars which 
will be pointed out from time to time in this memorandum. In a 
separate measure a general revision of the administrative provisions 
of the National Bank Act is also provided. 
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New Crass or BAnxKs 


Fundamental to the idea of the bill is the creation of a new class 
of banks (section 2), to be known as National Reserve Banks. The 
chief points about these banks are as follows: 

(1) Number to be 20 with possible increase later as provided. 
(Section 2.) 

(2) Ownership to be in the hands of the National Banks of the 
20 districts in which the banks are situated. (Section 2.) 

(3) Capitalization to be 20 per cent of the capital of the stock- 
holding banks, one-half paid in and one-half subject to call. (Sec- 
tion 2.) 

(4) Business to be as follows: 

(a) Rediscounting of paper presented by stockholding banks and 
by other banks under specified conditions, provided such paper grows 
out of actual agricultural, commercial or industrial transactions and 
does not run more than a specified number of days. (Section 14.) 

(b) Buying and selling Government securities, gold and silver bul- 
lion and foreign coin, foreign exchange. (Sections 16 and 17.) 

(c) Government fiscal operations. (Section 21.) 


Issue oF NoTEs 


The bill provides for the maintenance of existing bank notes out- 
standing so long as their present issuers want to keep them out, and 
also calls for the establishment of a note issue on a new basis to be 
put out by the National Reserve Banks. Provision is, however, made 
for retiring the present National Bank notes at the discretion of their 
issuers. This plan comprises the following points: 

(1) Every National Bank would be allowed to continue its note 
issue exactly as at present. (Section 26.) 

-(2) It would not, however, be allowed to increase the issue beyond 
the point at which it stood when the law was passed. (Section 25.) 

(3) No newly organized bank would be required to purchase Gov- 
ernment bonds, hence no new bank would have any note issues. (Sec- 
tion 26.) 

(4) Whenever an existing bank retired any of its notes and with- 
drew its bonds it would lose the right to put out further issues of 
notes above the amount to which its issue was thus reduced. (Sec- 
tion 26.) 

(5) National Reserve Banks would be allowed to issue notes 
secured in the same way as their other obligations to an amount equal 
to twice the par value of their capital stock. They would also be 
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allowed to issue additional notes if they desired, equal to the amount 
of notes withdrawn by the individual banks which might from time to 
time surrender their note issue privilege in part or in whole. (Sec- 
tions 23 and 26.) 


DisposaAt or U. S. Bonps 


Recognizing (a) that the present 2 per cent bonds were sold to the 
banks on the basis of a pledge that they might continue to be used as a 
basis for circulation, and that therefore the Government is morally 
bound to maintain their value in a corresponding degree; (b) and that 
it is desirable to retire the bonds now held behind bank notes and put 
in their place bonds whose value is sustained solely by their income- 
paying power, it is provided that 

(1) Banks now holding the bonds may offer these bonds for re- 
demption or conversion into 3 per cent bonds at a rate not to exceed 
one-tenth of their holdings each year. (Section 26.) This would 
mean that a maximum of about $65,000,000 a year could theoretically 
be converted, and the evidence is that that sum would be absorbed 
without difficulty by investors each year. 

(2) At the end of ten years other holders of bonds would be 
allowed to convert them into 3s. (Section 26.) 

(3) As a result of these changes the Government would be obliged 
to increase its interest charge the first year of the new arrangement 
by an amount not greater than one per cent on $65,000,000, or $650,000, 
while the second year a like addition would be made and so on, until at 
the end of ten years a possible maximum addition of $7,300,000 in 
interest charges Would probably have been assumed. 


ProTeEcTION oF Notes 


Fully admitting the necessity of an absolute protection of note 
issues, the bill seeks to safeguard those for which it provides as 
follows: 

(1) National Bank notes are safeguarded at every point by exactly 
the same elements of protection which exist today, none of these being 
diminished in the slightest degree. 

(2) Notes issued by National Reserve Banks are protected by a 
large gold reserve, by constant close Government supervision, and by 
immediate and prompt redemption. Stringent provisions are made ° 
against counting any of these notes as a part of bank reserves, thus 
insuring their speedy return to the point of origin. (Sections 30, 
31,; etc.) 
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(3) All notes are made receivable by the Government and are to 
be received by every bank in the system on deposit at par, without 
exchange. (Section 23.) 

(4) Uniformity in the currency is obtained by making the National 
Reserve notes identical in appearance and wording with the National 
bank notes. (Section 23.) 

(5) Power to oversee and control the issue of notes is placed in 
the hands of a supervisory board. (Sections 13, etc.) 


GOVERNMENT CONTROL 


Overseeing the whole system is created a so-called Federal Reserve 
Board (Section 13) with the following organization and functions: 

(1) Board to consist of representatives of (a) national reserve 
banks (b) bank stockholders (c) the government itself. (Sec- 
tion 10.) 

(2) Actual working body to be an executive committee of this 
Board consisting of Secretary of the Treasury, Comptroller of the 
Currency, and Attorney-General, with four members of the Federal 
Reserve Board chosen by the latter. (Section 11.) 

(3) Board and executive committee as thus made up to have power 
to deposit Government funds in National Reserve banks, to fix rates 
of rediscount in such banks, to compel any National Reserve Bank to 
rediscount the paper of any other, and to examine the banks of the 
system. (Section 13.) 


STRUCTURE OF SYSTEM 


The effort has been made to “popularize” the control of the whole 
system of banking thus built up while at the same time preserving a 
sufficient amount of centralization, controlled by Governmental agency, 
to insure that the whole sysem shall be responsive to legitimate public 
demands. The bill is based on the belief that no one should participate 
in the control of the system unless he is either financially interested 
himself or chosen by those who are, save insofar as the Government 
steps in to exert the authority of the whole community. With this in 
mind the system has been developed as follows: 

(1) Organization, powers and functions of National Banks are 
left as at present. 

(2) National reserve banks are incorporated institutions holding 
federal charters and in all respects managed like national banks except 
as to the election of directors which is provided for as follows: 

(a) Banks in every district are divided into five classes according 
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to capitalization. In each class the directors of the banks nominate a 
candidate for the directorship of the Reserve Bank. These are then 
voted on (one bank one vote) and a director is chosen for each of the 
five classes—five in all. (Section 4.) 

(b) In the five classes aforesaid bank stockholders vote for and 
elect a director for each class by a process prescribed in each case 
making five in all, or with the preceding five, ten. (Section 4.) 

(c) The ten men thus named select four others after a prescribed 
process, eight votes required to elect, and the nominees subject to 
rejection by the Federal Reserve Board. (Section 4.) 

(d) A fifteenth member, to be chairman of the Board of Directors 
is chosen by the Federal Reserve Board itself. (Section 4.) 

(3) The Federal Reserve Board consists of two members from each 
district and the three Government officials already specified. (Sec- 
tion 10.) It is not an incorporated body, has no banking functions but 
is supervisory. 

(a) One member of the Federal Reserve Board in each district is 
chosen directly by the directors of the National Reserve Bank of the 
district. (Section 10.) 

(b) A second member of the Board from each district is chosen by 
the bank stockholders of the district, voting by a prescribed method. 
(Section 10.) 

(c) These members of the two classes referred to choose by ballot 
four of their own number to join with the Government officers already 
mentioned as the executive committee of the board. These four are 
designated by the Secretary of the Treasury to hold the offices of 
President, first and second vice-presidents and secretary of the Fed- 
eral Reserve Board. (Section 11.) 


RESERVES 


In the belief that the present reserve system is antiquated and 
unsatisfactory, that the massing of funds in New York and other 
financial centers of which so much has been said in recent years, is 
largely due to the present reserve requirements of National banks, 
and that in order to get the real benefit from the system of rediscount 
which has been proposed as a remedy for many existing evils, it is 
necessary to base such system upon an actual control of reserves, pro- 
vision has been made for recasting the present bank reserve system. 
The plan includes: 

1. Transfer of reserves from existing National banks in Reserve 
and Central Reserve cities, to National Reserve Banks. (Section 27.) 
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2. Spreading out of this process of transfer over a period of four- 
teen months in order to give as little shock as possible to market con- 
ditions. (Section 27.) 

3. Ultimately the establishment of a reserve system, at the end of 
the transition period in which so-called country banks will have 15% 
of reserve (i.e., 15% of total demand liabilities) such 15% to be held 
5 in the bank’s vaults, 5 with the National Reserve Bank and 5 either 
at home or with the reserve bank; while reserve and central reserve 
city banks will have reserves of 20% of demand liabilities of which 5 
will be at home, 5 with the Reserve Bank of the district and 10 either 
at home or with the reserve bank. (Section 27.) 

4. The presumed effect of this plan will be to end the placing of 
reserves with Central Reserve city banks for use in stock market 
operations, to keep reserves in some measure at home, and to require 
speculators to get the funds they need in their operations either by 
- directly borrowing them from persons who hold them and want to 
lend the cash for that purpose or else by borrowing from the banks 
in the places where the operations are to be carried on. 


DIvIsION oF BUSINESS 


The object of the bill is to effect a moderate division and classifi- 
cation of banking business along indicated lines, the net result, pre- 
sumably, being summed up as follows: 

1. National Reserve banks will be strictly limited to actual com- 
mercial and industrial transactions evidenced by very short term paper 
and on rare occasions under carefully prescribed conditions to financial 
operations protected by collateral. They will also be able to engage 
in foreign exchange operations, sales of Government securities, etc., 
as already explained. 

2. National banks will be subjected to precisely the same restric- 
tions as at present with a relaxation in favor of a moderate amount 
of real estate loans by country banks under carefully guarded con- 
ditions. (Section 39.) 

3. By a revision of the administrative features of the National 
Banking Act, provision will be made for close oversight of National 
institutions with a view to holding them strictly up to the require- 
ments of a legitimate banking business. (Text of bill still to be sub- 
mitted. ) 

4. In order to possess themselves of the kind of paper entitling 
them to rediscounts,- National banks will find themselves obliged to 
keep a reasonable proportion of their assets in the form of paper 
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eligible for rediscounting, and this will mean very considerable 
emphasis upon the strictly commercial aspects of the business done by 
National institutions. 


PosITION OF STATE BANKS 


It has not been thought wise to permit State banks to own stock 
in the national reserve banks for two reasons: 

1. State banks by the terms of their organization are differently 
managed and controlled from National. 

2. The laws of the States differ with respect to liabilities, the col- 
lection of debts, and other matters. 

Hence the bill has attempted only to provide for giving these banks 
equal facilities for doing business by establishing the following con- 
ditions : 

1. State banks may affiliate themselves with National Reserve 
banks by maintaining the same deposits with the National Reserve 
banks that are kept by National banks under the proposed act. (Sec- 
tion 20. ) 

2. State banks shall in these circumstances be entitled to do busi- 
ness with and get rediscounts from National Reserve banks. (Sec- 
tion 29.) 

3. State banks shall be subject to inspection and examination by 
National Reserve banks. (Section 29.) 


RELATIONS WITH TREASURY 


It is believed that the present Sub-Treasury system is unsatisfac- 
tory, clumsy, injurious to business and difficult to manage in times of 
stress. The bill therefore provides for: 

1. The placing of all current funds of the Treasury in National 
Reserve banks and the payment of Government creditors by check 
thereon. (Section 21.) 

2. The equalization of the public funds between the different 
reserve banks subject to a rate of interest to be fixed by the Federal 
Reserve Board. (Section 13.) 

3. The trust funds of the Treasury are to be held as at present in 
the vaults of the Treasury. 


ForEIGN BANKS 


Recognizing that present banking legislation under the National 
system is inadequate in its relation to foreign trade, because it fur- 
nishes far too little recognition of the necessities of the case, and 
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believing that the development of foreign banking ought to be aided 
and promoted and at the same time regulated by the National Gov- 
ernment, it has been sought in drafting the bill to provide: 

1. A new type of institutions created for foreign trade purposes 
and organized by individuals or existing National banks or both. 
(Section 41.) 

2. Permission to establish branches in foreign countries and when- 
ever necessary under specified conditions to establish such additional 
branches in the United States as may seem requisite. . 

3. Authority on the part of the National Reserve banks to deal in 
foreign exchange and otherwise to facilitate operations involving 
international trade. (Sections 18 and 19.) 

4. Permission to National banks to do an acceptance business in 
all matters relating to foreign trade, the importation and exportation 
of goods, the furnishing of travellers’ funds on letter of credit, etc. 

5. The more efficient and successful handling of financial rela- 
tions between the United States and foreign countries through the 
placing of Treasury funds in the hands of National Reserve banks. 


McAdoo’s Communication 

The next step in the discussion of the bill was afforded by 
the Jetter from the Secretary of the Treasury reproduced on 
pages 178 and 179. 


Reply of Financial Interests 

This reply to, or comment on, the memorandum description 
of the bill (being the first definite response on the part of 
those who had been foremost in support of the Aldrich meas- 
ure) is presented in detail as follows :* 


NuMBER OF BANKS FUNDAMENTAL 


With reference to Mr. ’s plan, a synopsis of which you per- 
mitted me to see yesterday, I herewith give you a short resumé of my 
criticisms. 

Whether a plan of National Reserve Banks as outlined in this draft 


1 This memorandum was supplied to the author unsigned. He later learned from 
Mr. McAdoo that Colonel House had delivered the outline sketch originally given fe 
the President, to Mr. Paul M. Warburg, of New York, who in reply wrote the 
memorandum herewith presented in the following pages. 
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is sound or unsound will depend entirely upon the number of such 
banks. You can readily see that if you had fifty independent reserve 
centers, the plan, for many obvious reasons, into which I need not go 
in detail, would be an impossible one. If you had three, four, or five, 
I could see that you could develop a desirable plan. I mention the 
large number of fifty, in order to show that this is not a question of 
theory, but of practical application. I believe that what Mr. Willis 
stated in yesterday’s Journal of Commerce is substantially correct, 
that most of the men who have been asked how many regional reserve 
banks will be required, have answered, off hand, about fifteen or 
twenty. However, I doubt whether any of these men have given the 
question very careful consideration. What I believe, was in the 
minds of these men, was that there must be at least fifteen or twenty 
points at which the banker might be able to deal with a central organ. 
I quite agree in that; I even believe that fifteen or twenty will not be 
a large enough number in the long run. I have always held that the 
Aldrich Plan did not provide for a sufficient number of branches. 
The country is too large and increasing rapidly, and the law must 
provide a sufficient flexibility, that is, a sufficient amount of faucets 
which can be turned on in each part of the country, so that all impor- 
tant cities can be easily taken care of. While, however, we need a 
large number of faucets (I think it will not take long before you will 
need at least thirty), you need a small number of central reservoirs. 


A FINANCIAL “RESERVOIR” 


To come back to my old illustration: if you establish too large a 
number of central reservoirs, and provide, as the law does, that there 
should be a supervisory organ at Washington that will interconnect 
these reservoirs, and may issue an order that New York shall provide 
for New Orleans, or Chicago shall provide for San Francisco, or 
Milwaukee for Texas, you will establish a very cumbersome machinery, 
and there will be various difficulties in handling the same. There will 
always be the feeling that you take away something from one locality 
and give it to another locality, against which there will always be 
some resistance and resentment, and justly so. Moreover, it will be a 
terribly round about and queer way; just consider what will happen if 
at first Milwaukee should be ordered to help Texas, and then Chicago 
be ordered to help Milwaukee and ultimately, possibly New York to 
help Chicago. It will be very difficult to ultimately read the gauge of 
how the water really stands in each center, because there will be so 
much roundabout interference. Moreover, it will be impossible to 
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break down the local character of the administration of each center. 
It will be swayed entirely by local considerations, because the unit is 
too small; a large, patriotic and impartial view will not develop; it will 
always be one part of the country looking out for its own interest 
against that of the other; instead of having a unit, all working for the 
same purpose, you will have each corner working for itself. This 
will not only be a poor organization unable to bring good results, but, 
in addition, it will be dangerous, because if in a particular locality, a 
strong demand for accommodation should exist, it will be very difficult 
for those very same men to sit in judgment upon themselves and to 
decide that such accommodation should not be granted, or possibly be 
granted only in a hesitating way (in order to interfere with too rapid 
an expansion). This National Reserve Bank must very often take 
the opposite view from those that are in the banking business in order 
to make money and that feel that they have to comply with the demands 
of their customers. 


BANKING IN PRosPEROUS TIMES 


When business expands and all is going well, it is the function of a 
National Reserve Bank to accumulate funds and provide for adverse 
times, and vice versa, in adverse times, when the banks have reached 
the end of their tether and would be afraid to provide, even for legiti- 
mate needs of the country, the National Reserve Bank is willing to 
expand. In order to bring this about you have to break down the 
local or provincial character of each board, and you have to construct 
large units, which, not representing individual localities, will be able 
to develop more of a national view in all the functions which a National 
Reserve Bank should primarily exercise. That is to say, the concen- 
tration of reserves, the creation of a discount market, the handling of 
the Government bonds, an elastic note issue and the accumulation of 
foreign exchange (to be kept as a reserve in case of need, and inci- 
dentally having for its object the withdrawing of the funds of the 
National Reserve Bank from active employment in the United States 
in times of dangerous plethora) can best be exercised if one single 
reservoir would be created. If that cannot be done, for reasons which 
I can well understand, a few numbers of large reservoirs should be 
created ; three or four (if it absolutely must be, five, though that, to my 
mind, would be too many) because then you could get boards for these 
four units which would be national in character, and they would be in 
a position to stand by each other, and be mutually responsible for each 
other and assume joint responsibilities—like the note issue—without 
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feeling that one locality is depriving itself of its own means of sus- 
tenance in order to help the other, and that in doing so it may possibly 
run a risk. 


DEVELOPING A NATIONAL POoLicy 


A definite and national policy can be developed by so small a num- 
ber of units, and it can be carried out (concerning the purchase and 
sale of foreign exchange, discount rates, purchase and sale of Gov- 
ernment bonds), a proceeding which is practically impossible with a 
larger number. If this point of view be adopted, which I do not 
think is contrary to the principle of the law as drawn at present, I 
think a very creditable measure may be developed. It may even have 
some advantages over the Aldrich Plan, because it is possible that 
these three or four units, if.need be, may have different rates of dis~ 
count, while in the Aldrich Plan the one rate for the whole country 
may prove embarrassing at times. Moreover, with the Aldrich Pian 
the fear remained to my mind without justification, but that does not 
matter—it existed, that Wall Street, somehow or other, might secure 
control of the whole machinery. If three or four units would be 
created, New York’s influence would be restricted to the East, and 
the South, Northwest and West would be entirely independent within — 
their own domain. To delegate to the Federal Reserve Board the 
power of fixing the rates for each of the twenty (or twelve) National 
Reserve Banks and to decide upon the question whether they should 
have additional funds, and which of the others is to provide them, is 
too large an order. It would be very dangerous for the Secretary of 
the Treasury or the Attorney General to be involved in questions 
which are too local in character upon which they cannot possibly have 
any judgment of their own, and which, moreover, might easily lead 
to insinuations and to suspicions of favoritism or unfairness, which- 
ever way they might decide! It is much safer for these gentlemen in 
Washington to deal with the largest possible units which would protect 
them in that respect. 


Larce NuMBER oF Bonps FATAL 


To sum it up: A large number of coordinated units I would con- 
sider fatal. The number would either not be large enough to be ade- 
quate for the country’s needs, or it would be too large, in order to be 
a safe and practical proposition. What is needed is clearly this: A 
large number of National Reserve Banks, let us say a provision for 
up to thirty, beginning with a fewer number, for the time being, each 
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equal to the other in rights and privileges, but these National Reserve 
Banks are to be put under three or four centers. Let us say, for 
argument’s sake, three centers, each being composed of up to ten 
National Reserve Banks, would form one distinct group in themselves. 
It would be easy to devise some good scheme to have the center of 
each group administered by members delegated by each National 
Reserve Bank, and the Federal Government would add the head, and 
as many more members as Congress might think necessary and advis- 
able. These three (or four) center boards would then delegate mem- 
bers to the Federal Board of which the Governors of each center, 
three (or four) in number, should be members. You would then have 
three really important men of national standing, who would have been 
the choice of those three (or four) entire sections of the country, to 
constitute a strong nucleus of the Federal Board, and if you added to 
those a President of the Federal Board, who would be the head of the 
whole structure, you would have a cabinet there which would be some- 
thing to be secure and proud of. To those you would add, as proposed 
in the Bill, some members of the Cabinet of the President of the 
United States. You would then have only a few interchangeable 
reservoirs, but with a great many faucets everywhere, and a system 
that can be handled. Every efficient organization must have heads of 
departments, and men responsible for each branch as you go down. 
As the law is drawn now, I see twelve or twenty armies with twelve 
or twenty generals, but I do not see any captains or any regiments, the 
regiments, as a matter of fact, have become armies, and you can see 
where that would lead to. This plan of mine would provide for three 
(or four) generals, with a general staff in Washington, and each 
general to be responsible for his seven to ten captains, which consti- 
tute his unit. 

I regret that I had to be so longwinded concerning this Point 1, 
before coming to the other points in detail, but this is a fundamental 
principle which we have to establish first, and unless I may consider 
this as granted and adopted, I would have to go into this question 
again and again at each point. 


Ownersuip TO BE IN THE HANDS OF THE NATIONAL BANKS 


I think this would be a mistake. There are several states in which 
State Banks, and Trust Companies, for instance in Illinois, are of 
greater importance than the National Banks. The basis of the 
National Reserve Banks ought to be as broad and as strong as possible, 
and I strongly believe that National Banks, State Banks, and Trust 
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Companies should be admitted to the privileges of the new organiza- 
tion on equal terms, provided they submit to certain rulings as to their 
reserves and to supervision, and on equal terms as to the holding of 
stock of the National Reserve banks. The holding of such stock is 
not a bonus but an onus. It means locking up of funds by these 
banks of 10 or 20% of their capital, and to permit the State Banks 
and Trust Companies to come in as far as the privileges of dealing 
with the National Reserve Banks are concerned and not to force them 
to contribute as stockholders would not be fair to the National Banks. 
On the other hand, to keep the State Banks and Trust Companies out 
completely would create such an antagonism on the part of these 
latter institutions that the legislation probably could not be gotten 
through, no more do I think it should go through, because it would 
not be a fair legislation. Senator Aldrich started on the same basis 
of dealing only with National Banks, and was ultimately forced to 
change his viewpoint as to the State Banks and Trust Companies. 

I have no criticism concerning Points Three and Four. Of course 
it would be very important to know the details of Four A and B, as to 
what these “‘specified conditions” will contain. 


Note Issue 


I think any limit (as in this case twice the par value of the capital 
stock) is inadvisable and dangerous, because whenever the limit is 
being approached helplessness stares the country in the face, and a 
panic may ensue. I favor a limitation of the Note Issue by a pre- 
scribed gold reserve which is to be maintained. It is then always 
within the power of the administration of the National Reserve Banks 
to take steps, no matter how drastic, to increase the gold holding, and 
thereby to meet the situation, but you are not up against a fixed limit. 
If you deal only with three or four large units it would be easy to 
pool the status of the three or four units, and stipulate that the total 
note issue should always be covered by at least 3314% in legal tender 
notes or gold. 

(I shall have to treat together the note issue and the disposal of 
the United States Bonds. ) 

I think the plan as provided in the draft of the law is a weak one 
for several reasons. The argument begins by stating that it is pro- 
posed to convert the 2% Bonds into 3% Bonds in order to protect the 
National Banks from making a loss on the 2%s. This is equitable; 
but if you consider the German Consols within ten years went down 
from par to 75% and that English Consols and French Rentes moved 
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down in a similar way, you may readily see that there is no guaranty 
at all that the Banks will not incur heavy losses, when finally they can 
dispose of. their last 10% of bonds. This, however, is not the main 
consideration, but you have to consider what the status of the United 
national reserve banks would be when all the Government Bonds 
would be in the hands of the public after ten years. We have to 
presuppose that the amount of currency now used by the country will 
substantially remain the same. The country has adjusted itself to 
this amount, and while, on the one hand, possibly, when the National 
Banks will have less interest in keeping out their Notes, the circula- 
tion may decrease to a certain extent (which we can only guess at, 
and which probably will not be very large), the population, on the 
other hand, will increase, and so will the deposits in the banks, and 
therefore a larger amount of currency will be required as the years 
go on rather than a smaller one. Against each note in circulation 
there must be some asset, because each note is issued only against 
some consideration. If the Government Bonds do not figure any more 
in the status of the United National Banks as an asset against the 
liability of their note issue, and if the National Reserve Banks when 
they assume the old note issue, or substitute the new notes for the old 
ones which the National Banks withdraw yearly, and if the National 
Reserve Banks do not acquire the Government Bonds, it means that 
the United National Reserve Banks, in order to keep out the $750,- 
000,000 of Notes, now represented by the National Bank Notes, will 
have to invest $750,000,000 in commercial paper or foreign exchange! 
This means that at all times, even in times of plethora, the National 
Reserve Banks will have to have an actual investment of this enormous 
amount, and in times of active money when the function of relieving 
the market should only begin, they would have to step in with addi- 
tional hundreds of millions of dollars. This is just what should be 
avoided. The United National Reserve Banks should not be forced 
at all times to be as active in business as that. It would tend toward 
inflation, which should be avoided. 


OFFER TO Buy BonpDs 


My suggestion would be that an offer be made to the National 
Banks to purchase from them at once their 2% Bonds and to assume 
a corresponding amount of their note issue by the United National 
Reserve Banks. The National Reserve Banks would convert half of 
the amount of the bonds so purchased into 3% Government Bonds of 
which they might be permitted to sell 10% per annum, but they should 
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not be obliged to do so. The other half of the amount of Government 
Bonds received would be converted into one-year 3% Treasury Notes 
of the United States and the United National Reserve Banks would 
undertake to renew these Treasury Notes of the United States every 
year at the rate of 3% whenever they fall due; such undertaking to 
be in force as long as the charter of the National Reserve Banks will 
last. From the banker’s point of view the result of such a measure 
cannot be too strongly emphasized. It means that while the United 
National Reserve Banks will not be forced all the time to invest in 
commercial paper, because their money would be invested to so large 
an extent in Government securities, the National Reserve Banks would 
not be in the precarious situation in which they would be placed by 
the Aldrich Plan under which they were forced to hold $750,000,000, 
which they practically could not sell in case of need. The National 
Reserve Banks would, at all times, be in a position to dispose of these 
$350,000,000 of United States One-Year Treasury Notes, either at 
home or abroad, because for a short Government Note of the United 
States there will be always money available at a price, it will be only 
the question of the rate of interest at which the National Reserve 
Banks would be willing to offer. It would not be difficult, therefore, 
to liquidate $350,000,000 in such a way as might enable the National 
Reserve Banks to draw gold from Europe when it should be required, 
or, when it would be necessary, substantial credits could be created in 
Europe in order to obviate gold exports from the United States. This 
power to influence the flow of gold is a most important feature, which, 
in the present law, is completely neglected. 

I can see everything in favor of such an arrangement, and nothing 
against it, but I do not want to tire you by lengthening the argument. 
I furthermore think that it is extremely desirable to deal with this 
question of note issue and government bonds in a comprehensive 
way, and not to continue two kinds of note issues. (Moreover, if 
you left the privilege, as suggested in the law, that anybody might 
convert, after ten years, the 2% Bonds into 3% Bonds, some of the 
Banks which do not apprehend a fall in the 3%s, as outlined before, 
might indefinitely continue their note issue, which is profitable for 
them, and take their chances on the ultimate sale of their bonds. ) 
In order to have an efficient hold on the market, it is extremely desir- 
able that there should be a definite policy as to the note issue, and that 
the note issue at once should become as elastic as possible. If you 
left the National Bank note issue outstanding to a large proportion, 
as in the law provided, an effective control by the National Reserve 
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Banks will be postponed, and I strongly recommend to your careful 
consideration the modus suggested by me, which by the insertion of 
the United States Treasury Notes brings about safety, control, and 
elasticity from the beginning. 


PROTECTION oF NoTES 


I do not believe that it is sound not to count Notes as reserve when 
a balance with the National Reserve Banks is to be counted as reserve. 
Notes and balances are interchangeable, and if the one is to be counted 
as reserve, the other should also be, but I prefer not now to enter into 
this discussion, which, from past experience, I know to be a very 
difficult one, and to deal first with the main questions. 

I have nothing to say concerning the paragraph of Government 
control, and agree in principle. As to how feasible or how practical 
the modus of election is, I have no judgment until I can see how these 
phases have been worked out in detail. 


RESERVES 


I am somewhat at a loss to discuss the paragraphs dealing with 
reserves, inasmuch as No. 3 under this heading contains a synopsis 
which I cannot understand. Dealing with country banks, it is said 

that “of their 15% they may hold 5% in the bank’s vaults, 5% with the 
' National Reserve Banks and 5% either at home or with the Reserve 
Bank (does this mean National Reserve Bank or banks in reserve or 
central reserve cities?) while Reserve and Central Reserve City Banks 
will have reserves of 20% of demand liabilities, of which 5% will be 
at home, 5% with the Reserve Bank of the district (1 suppose this 
means National Reserve Bank) and 10% either at home or with the 
Reserve Bank.’ (I fail to understand what this Reserve Bank 
means.) With the object that the framers of this law had in mind, 
that is, the development of a discount market and the withdrawal from 
the stock exchange of the very large amount of reserve money 
employed there now, I heartily agree. However, two points must be 
borne in mind. We do not develop a discount market simply by 
having twenty places at which banks may rediscount with the National 
Reserve Banks. By that we would construct one means of redis- 
counting, and a pretty restricted one at that. The discount system 
in Europe provides for a general open market, and of the large amount 
 rediscounted every day, only a small fraction, and, as a rule, only the 
short maturities go into the so-called Central Banks. There is, as a 
rule, one center which is more important than the others, and this, 
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as far as the foreign countries are concerned, establishes the main 
standard of credit. This is London, Paris, or Berlin, while some addi- 
tional markets naturally develop in the main centers of commerce and 
trade, such as Lyons, Marseilles, and other cities in France, or Ham- 
burg, Frankfort, Bremen, and many other cities in Germany, and the 
Scotch cities and the big manufacturing and shipping places in Eng- 
land. There must be certain main centers where money accumulates 
and where discounts are being purchased and sold freely by the Banks, 
Discount Companies, and private firms, which deal in these bills 
because they have that free market, while, underlying it all, is the 
expectation that in case of need the central institution will be there ta 
purchase the bills. But this central institution is applied to only to a 
comparatively moderate degree in normal times. It looks to me as if 
it were extremely important that such places as Chicago, St. Louis, 
Philadelphia, Boston, New York, New Orleans, ‘and San Francisco 
should develop into discount centers, of which Chicago, St, Louis, 
and New York would probably become leaders. 


UNDESIRABLE TO SHIFT RESERVES 


In order to bring this about, I think it would be undesirable, any- 
how at this juncture, to interfere too radically with the function of 
reserve and central reserve cities. I believe that the accumulation 
of funds in these cities will be a healthy one for the development of 
these discount markets, while, on the other hand, a disturbance of the 
functions as they exist at the present time might create considerable 
havoc. Do not forget that financial conditions in this country at 
present are extremely precarious ones. Fourteen months is a very 
short time to adjust conditions, and I have grave apprehensions that 
interference, as planned by the present law, if I understand it, about 
which I am not sure, might cause most serious disturbances. The 
mere fact that Reserve City Banks and Central Reserve Banks will 
have within their reach in the future a means of investing their own 
demand deposits in bills of exchange which they can resell, will quite 
of itself cure the present evil of dumping all this on call money on the 
Stock Exchange in New York. In other words, a Bank in Chicago 
that can rediscount with the National Reserve Bank in Chicago or 
with the leading banks in New England or in New York, will not find 
it necessary any more in the future to keep so much on call money in 
New York as it did in the past. As a matter of fact, it probably will 
hold a large amount of bills and keep very little money on call, and 
only as much as it needs for its daily requirements, unless rates in 
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New York would be exorbitantly high and would offer a stimulus for 
accumulation in New York. But, if you think it necessary you might 
provide that banks in Central Reserve cities should segregate such 
reserve funds, and keep a gradually increasing proportion of them 
either in cash or as balances with the National Reserve Bank of their 
city, or in rediscountable bills of exchange. I disadvise being too 
drastic in withdrawing all reserve money from the Stock Exchange; 
the country will be the sufferer if the organ which absorbs and digests 
securities should be maimed! By that, I think, the framers of the 
law would achieve just what they intend. I do not believe in ear- 
marking money for each locality; what we want are reserves and a 
currency that will flow where needed in the country. What I would 
suggest is, that, in addition to the provisions which I have just out- 
lined, it be provided in the law that every bank becoming a stock- 
holder and a member of the National Reserve Bank be obligated to 
maintain a certain percentage of the reserves to be kept by law, as a 
balance with the National Reserve Bank of its locality. 


Country BANK PosITIoNn 


The country banks at present hold reserves of 15%, of which two- 
fifths, equal to 6%, must be kept in cash, three-fifths, equal to 9%, 
may be kept in deposits in reserve cities. I would suggest that of the 
6% that now must be kept in cash no less than 5% must be kept as a 
balance. If amounts larger than the remaining 1% in cash are 
required for the daily needs of the country bank, these will have to be 
withdrawn from the 9% which now may be held on deposit, and for 
Reserve Banks it might be provided that out of the 12!14% which must 
be kept in cash, a balance of say no less than 10 or 11% should be 
maintained as a balance with the National Reserve Bank, the balance 
of 15% or 14% would be kept as cash or on deposit in Central Reserve 
places. Cash and cash balance must be no less than, together, 122%. 
For Central Reserve Banks one might stipulate that no less than 
20% out of the 25% should be kept as a balance with the National 
Reserve Bank. 

There is no need for large cash holdings in the vaults of the banks, 
as long as they can always manage to receive cash from their National 
Reserve Banks against rediscounting their short paper. I believe that, 
if a modus as suggested here, would be applied, a very important step 
towards the establishing of discount markets would be achieved and, 
incidentally, the National Reserve Bank organization would be con- 
siderably strengthened, because you would fix a definite percentage 
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for the deposits of the banks with the National Reserve Banks. The 
whole structure would thereby gain in strength while the Aldrich Plan 
in this respect, leaving the balances entirely indefinite, was very weak. 
While in principle I agree that keeping balances in Reserve Cities and 
Central Reserve Cities, and counting those as cash, is not very sound 
banking theory, we must not forget that this is something to which 
our country has adapted itself, and, as a matter of prudence, it is very 
desirable not now to interfere in a radical way with this machinery. 
If after the new system has established itself, later on, and when dis- 
count markets have been organized, it should prove feasible and 
desirable gradually to reduce these balances, it can always be done 
by ulterior legislation. For the time being, the country banks and 
the banks in reserve cities would all violently oppose any legislation 
that would too radically interfere with the present system in this 
respect. (It may be that all this is just what the draft of the law 
means; but, as stated, I do not understand it.) 


TREASURY 


The depositing of the treasury balances would offer little difficulty 
if my suggestion will be carried out that there should be only few 
units. I doubt the wisdom of allowing interest to the Treasury on 
its deposits, inasmuch as nobody else received interest on deposits. 
But this is a matter of minor importance only. 

I do not see in the present Bill that the various National Reserve 
Banks are to be mutually responsible. This is a necessary require- 
ment, but it will be impossible as long as we deal with a large number 
of small units. If we deal with a few large units, there will not be 
any difficulty in securing the willingness to be mutually responsible 
for each other. I do not see that the profits of the National Reserve 
Banks are limited to a certain percentage; the balance going to the 
Government. This is absolutely necessary. 

I do not see that any liquidating fund is mentioned in the plan. I 
think it would add to the attraction of the plan if a surplus fund 
would be established which would have for its object to pay off 
depositors of banks in default, up to such a percentage of their claims 
as would be safe considering the existing assets of such a bank. The 
National Reserve Banks might act as liquidators in such cases, elimi- 
nating protracted receiverships. This would eliminate the main hard- 
ship which defaults bring to depositors of a bank, that is, the 
unnecessary tying up for a long time of the deposited funds; the 
ultimate loss which falls upon them is in most cases not so important. 


CONSULTING THE FINANCIAL INTERESTS IQI 


There are a great many phases which I have not touched upon, 
because I have tried to discuss only the main points at issue. It is 
necessary to agree upon those before we may go into the details of 
the questions. 

I am afraid my criticism is more voluminous than I would have 
wished to make it, but you have asked me to give you my opinion 
within a day or two, and I therefore have not sufficient time to con- 
dense it, so as to please both you and myself. If there is anything 
else I can do to further this matter, kindly let me know. 


When Was Memorandum Revealed? 

The question when and how the Federal Reserve Act first 
got into the hands of the financial interests generally, or in 
current vernacular, of “Wall Street,” has been greatly dis- 
cussed and deserves a few words. In the foregoing treatment 
it has been made clear that up to the time when a digest of the 
Federal Reserve Act had been prepared at the request of Presi- 
dent Wilson and had by him been given to Colonel House, 
who showed it to one or more financiers, there had been no 
distribution or dissemination of the bill. Colonel House’s 
consultations were undoubtedly the first occasion upon which 
a definite digest or a written draft of the whole or any part 
of the measure was conveyed to the financial public. 

As has been fully noted in foregoing chapters, it had been 
the policy of Chairman Glass to state frankly to all authori- 
tative persons who made inquiry the general lines along which 
his Committee was working, but in no case to give out state- 
ments about it for publication or to furnish written drafts 
purporting to represent the contents of the measure. In all 
of the early drafts of the Federal Reserve Act, or of special 
sections of it which were made from time to time, three 
copies only were written. Of these the first or original was 
placed in the hands of President Wilson, the second in those 
of Chairman Glass, while the third was retained for filing 
and reference purposes. All efforts to obtain either an op- 
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portunity to read or copy any portion of these preliminary 
bills or drafts had failed. 


Circulation of Digest 

How widely the digest furnished to President Wilson 
eventually obtained a circulation among the financial com- 
munity, and at whose hands, it would be difficult to say, but 
there were indications at an early date that it had been read 
by a good many persons. The inflow of letters treating of 
points “said to have been” incorporated into the new bill in- 
creased very greatly and there were other indications that 
something had been done to bring pressure upon’ the mem- 
bers of the Committee from a variety of sources. ‘|The mere 
fact that no banking and currency committee was actually 
named until several months: after the opening of the new ses- 
sion was of course of little importance, since it was assumed 
that all of the old members still in Congress would be reap- 
pointed—as in fact they were. Nevertheless the policy of 
refusing to issue the bill until such time as it had been 
admitted for consultation was adhered to. 

Probably the first copy of the bill allowed to get out of the 
hands of those immediately concerned in its preparation was 
given by Secretary McAdoo to Colonel House early in May. 
Mr. McAdoo at an informal gathering called for the discus- 
sion of some phases of the pending legislation said that despite 
the injunctions of secrecy which had surrounded the bill, he 
thought it had reached a sufficiently advanced stage to permit 
of its being more widely read and that he had therefore fur- 
nished a copy of it to Colonel House, who had sailed for 
Europe on the preceding day. At the same time as the depar- 
ture of Colonel House, Mr. Paul M. Warburg sailed for 
Europe and from Switzerland sent back criticisms upon the 
measure designed to show its unavailability, which were pri- 
vately distributed in printed form to a considerable number 
of bankers. It is probable that from about this time onward 
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the extreme secrecy which had surrounded the exact terms of 
the measure was gradually broken down, despite all efforts 
to confine it within a narrow circle until its terms had been 
fully agreed upon, so far as those who were engaged in the 
preparation and reviewing of the measure had any power to 
come to an understanding on such a subject. But the bill 
did not at any time reach the general public through the press 
until it was ready for publication several weeks later. It was 
this secrecy which later aroused so much severity and bitter- 
ness of criticism and which was so seriously misrepresented. 
It should, however, be noted that at no time was there any 
secrecy as to what was being done or proposed, although, as 
already fully explained, every effort was made to prevent the 
language of the text that was being formulated and the details 
of its terms from being widely distributed. 


Avoidance of Secrecy ) 

Let it be again emphatically stated at this point that the 
reason for this policy on the part of the Committee was based 
on the experience of the past which had shown that the difficul- 
ties with all such legislation were found in the attacks of special 
interests upon individual provisions. When once an essential 
section of a measure was changed, changes were necessitated 
in other sections and the whole’ proposed enactment speedily 
became a series of special bargains. In the case of the Federa! 
Reserve Act it was desired, if possible, to maintain it as a 
consistent whole up to as advanced a stage of its development 
as possible and as matters turned out this design proved to 
be feasible. It in a way was the salvation of the measure by 
keeping it consistent with itself and in the main honest, and 
straightforward. 


CHAPTER®X1 
FRAMING AN “ADMINISTRATION BILL” 


Situation in May, 1913 

The situation at the beginning of May, 1913, was thus 
practically as follows: The proposed banking bill had been 
examined and tentatively approved by President Wilson and 
had been at least thoughtfully considered by some of his 
principal advisers, including Secretary W. G. McAdoo and 
Colonel House. It had, moreover, as already seen, been 
conveyed in its essence, although probably not in textual form, 
to some of the Wall Street financiers who had concerned them- 
selves with the legislation and with the currency movement in 
general. The preliminary survey of the new measure which 
had thus been allowed to get into the hands of New York 
financiers, immediately aroused opposition, and rumors con- 
cerning it began to spread rapidly in the Street. Strong op- 
position to it was expressed in letters written to various mem- 
bers of the administration, and the Secretary of the Treasury 
became disposed to favor a substitute of some sort. 


A New Phase 


A new phase of the development of the bill was now about 
to open. Secretary McAdoo had formed the opinion that the 
proposed bill would be acceptable neither to the Wall Street 
interests nor to the so-called ‘““Bryan element” in the Demo- 
cratic party. He feared that it would fall between two stools 
and that thus falling it would receive no support from either 
wing of extremists, while the great mass of the people, know- 
ing little of the subject and fearing anything that might be 
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used in a skilful appeal to their prejudices, would either re- 
main silent or be hostile. Under these conditions Secretary 
McAdoo determined to undertake the preparation of a bill of 
his own, and to secure the indorsement of President Wilson, 
thereby making an “administration bill.”’ In casting about for 
a basis of work Mr. McAdoo, after considerable reflection, 
determined to commit himself to the idea of government 
operation of the proposed new banking system, while he 
further undertook to compel or induce the existing national 
banks to furnish the capital required by the enterprise. On the 
other hand he determined to invoke the aid of the Bryan wing 
of the party by a return to the greenback ideas of former 
years. Either as a result of his own work or with the co- 
operation of members of the Treasury Department, among 
whom was undoubtedly John Skelton Williams, then As- 
sistant Secretary of the Treasury, he prepared the outline of a 
new banking plan which was to be put forward as a substitute 
for the Glass bill.* An outline syllabus or summary of its 
provisions was prepared and this was distributed to a con- 
siderable number of bankers. 


Forms of Proposal 

Asa result of changes which followed upon criticisms and 
suggestions this syllabus assumed various forms and it is 
probable that the shape in which it was submitted to the dif- 
ferent bankers was not exactly the same in every case. The 


1 Preliminary to this attempt to frame a new bill there occurred a conference in 
Washington at which were present the Secretary of the Treasury, the then Assistant 
Secretary of the Treasury, Mr. J. S. Williams (later Comptroller of the Currency), 
Mr. Glass himself, and the writer. This conference occurred at a Washington club 
house and at that time it was suggested that perhaps the preliminary draft of the 
Glass bill was not as satisfactory as might be, and that a revision of it, designed to 
effect certain changes in the plan, would be necessary. Mr. Glass had expressed 
entire readiness to introduce any changes that might be necessary or to have re- 
drafted such portions of it as might be desired for the purpose of bringing out any 
points of view or including new material such as might be suggested. A few points 
of improvement were tentatively mapped out and orders were given to proceed with 
a tentative redraft of these topics. These redrafts, however, were never called for, 
but shortly thereafter it was learned that Secretary McAdoo had met various bankers 
in conference in New York and had proposed to them a plan outlined in a _ brief 
memorandum which he submitted and which was later said to have originated with 
Mr. J. S. Williams or to have been jointly evolved by Messrs. McAdoo and Williams, 
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plan at the outset was primarily a currency plan providing 
for the retirement of national bank notes and the substitution 
of government issues in lieu thereof. This was clearly in- 
tended to meet the demands of the Bryan group, which had 
all along urged the issuance of government currency. But 
this plan was not sufficient to meet the requirements of the 
banking public and hence the incorporation into it of a rather 
vague provision for the establishment of reserve banks which 
were to be kept few in number as had been demanded by the 
bankers. Another and somewhat incongruous element was 
the proposal to establish a currency commission and alternat- 
ing with it the notion of a government central bank with a 
number of branches or agencies to be managed by a national 
reserve board with various sub-boards operating under its 
direction. Exactly how far, as already intimated, this pro- 
posal or series of proposals really represented the ideas of the 
Secretary of the Treasury, it would be impossible to state with 
absolute accuracy. The plan became known as the “McAdoo 
plan’ because it was presented and urged upon bankers by 
the Secretary of the Treasury. 

It may be questioned how far President Wilson was con- 
versant with this substitute for the measure proposed by 
Chairman Glass and worked out with his own personal ap- 
proval. The plan showed traces of the views expressed by 
various of the President’s political advisors but the indications ~ 
were that the Executive himself had at most done no more 
than sanction the attempt to experiment with the scheme. 
This, however, involved a very considerable hazard. One of 
the outlines of the new plan was as follows: 


CIRCULATION AND GoLp RESERVE 


The United States Treasury ‘shall agree to purchase 2% bonds 
now held by national banks, at a price of 102, applying so much of 
the purchase money as may be necessary to the redemption of out- 
standing circulation of the selling bank. 


In exchange for bonds thus purchased by the Treasury, there shall 
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be issued new national currency notes, which shall be substituted as 
rapidly as may be for the national bank-notes received for redemp- 
tion. So fast as United States notes and gold certificates are received 
at the Treasury, either for redemption or for public dues, they shall be 
cancelled and new national currency notes shall be issued in ex- 
change. 

The effect of these provisions would be ultimately to substitute 
national currency notes for the following existing issues: 


Gold certificates. ...... $ 985,504,241 
United States notes.... 346,681,016 
National bank-notes.... 752,059,332 

Lota ert Pe areca: $2,084,244, 589 


A 50% GoLp RESERVE 

It is proposed that against this entire volume of new national cur- 
rency notes, there shall be held a government reserve in the Treasury 
of not less than 50%. The amount required for such a reserve would 
be $1,042,122,294. Available for this purpose would be the following 
sums in gold: 


Held against gold certificates............ $ 983 , 504,241 
Heldlagainst,Ul, Samotesw.ep ants. leven 150,000,000 
Free gold in Treasury (May 24, 1913).... 103, 500,446 

ARG eet Re aa, he og pay AR ec erie $1,237,004, 687- 


This amount is simply sufficient to constitute the 50% reserve 
required. It is to be noted that it results in the substitution of a 
currency covered 50% by gold for the existing national bank-notes, 
against which the required reserve is only 5%. The additional gold 
is obtained by reducing the percentage held against gold certificates 
from 100% to 50%, and this gold is employed in buying the bonds 
now held by the national banks to secure circulation, and compel them 
to retire the existing bank-notes with the national currency notes paid 
for the bonds. 

The taking up of about $700,000,000 in 2% bonds would relieve 
the government from.an interest charge of $14,000,000 annually for 
all time to come. 


ELASTICITY OF THE New Note SYSTEM 


In order to prevent inflation by the act of any government official, 
-even exercising what he considers to be his best judgment, there 
should be no way of increasing issues of national currency notes 
(other than those provided by the plan as already outlined) except by 
the voluntary action of the banks as representatives of the business 
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community. The government, if allowed to issue notes upon all 
deposits of gold to the amount of double the deposit, would be the 
gainer in assets of 100% of the amount of gold deposited, because it 
could issue $200 in notes for $100 in gold. It would be extremely 
dangerous and unsound, however, to permit the government to issue 
such notes except upon application from banks upon first-class assets, 
and it would be unwise to permit covering such profits into the general 
funds of the Treasury except under special conditions. To guard 
against this danger, it would probably be wise to allow the excess 
gold to accumulate in the issue department of the Treasury until the 
amount held against notes was 60% instead of 50%. It might then 
be proper to authorize the National Currency Commission, hereafter 
to be referred to, to apply the excess of assets above 60% to the 
reduction of the public debt; but even this should not be mandatory, 
but should be optional with the Currency Commission and should be 
governed by the conditions of the money market and of the foreign 
exchanges. Under the operation of such a system, however, the 
steady accumulation of gold would probably result in the ability of 
the Currency Commission to gradually extinguish the public debt 
remaining, after the proposed plan went into execution, by the pur- 
chase of bonds in the market or their payment at maturity. 


Tax oN Excess Note Issues 


It is probably desirable, in order to prevent the fear of unrestricted 
inflation of both currency and credit, to impose a tax upon such issues 
of notes as are not covered by a gold reserve of 50%. In this 
respect, it would probably be advisable to follow the German system, 
imposing a tax at the rate of 5% upon national currency notes issued 
by the Treasury whenever such additional circulation was issued to 
one of the reserve banks upon commercial paper and not upon the 
deposit of gold. It might or might not happen that the issue of such 
notes would reduce the Treasury reserve below 50%; but if they were 
subject to a tax of 5% they would be cancelled.as soon as the special 
pressure was over which led to the demand ‘for them. 

Such excess issues should be made only with the approval of the 
National Currency Commission and upon application of a reserve 
bank. Such bank should be relieved from the payment of the 5% tax 
only so far as it deposited national currency notes or gold to cover 
the taxed circulation. In this way, the Treasury gold reserve would 


be replenished, or (what is the same thing) outstanding notes would 
be reduced. 
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Under this provision, it would be at the option of the reserve banks 
to import gold in order to increase their note issue and their loans; 
to pay the tax upon the deficiency of their own reserves, as set forth 
below; or to take out notes under the tax of 5%. Whether one course 
or the other were adopted would depend upon the character of the 
demand for additional currency and the state of the money market 
and the foreign exchanges. The reserve banks would be free to 
import gold or to pay the tax upon the deficiency in their reserves 
according to the judgment of their own governing boards; but they 
could obtain additional currency notes only with the consent of the 
National Currency Commission. As a rule, the managers of the 
reserve banks, being as a body under the control of the National Cur- 
rency Commission, would probably act in harmony with that com- 
mission in taking any steps to obtain additional notes or to reduce 
their reserves; but there would be a variety of means of dealing with 
any given problem which would permit a certain latitude of judgment. 


RESERVE ASSOCIATIONS AND NATIONAL CURRENCY COMMISSION 


There should be created about five reserve association banks, with 
headquarters in New York, Chicago, St. Louis, New Orleans, and 
San Francisco. The capital of these banks should be raised by a 
subscription of 10% of the capital of national banks, which banks 
should be permitted to subscribe to the capital of the reserve bank 
only upon accepting all the conditions of the new Currency law. 

There should be constituted a National Currency Commission to 
which should be committed the custody of the reserve funds of the 
Treasury and also the administration of the reserve funds, the redis- 
count policy, and the fixing of the rate of discount of the reserve 
banks. Their powers should be so clearly defined and so ample that 
they could exercise an influence over the foreign exchanges and the 
movement of gold similar to the administration of the Bank of France 
or the Bank of Germany. 

The National Currency Commission should be so made up as to 
contain several representatives of the Government, like the Secretary 
of the Treasury, the Comptroller of the Currency, the Director of the 
Mint, and the Treasurer of the United States, or their deputies; 
but it should also contain the heads of the five reserve banks or their 
deputies and enough other representative bankers to ensure the con- 
dition that the policy of the Commission should be determined by 
business considerations and not influenced unwarrantedly by political 
considerations. 
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FUNCTIONS OF THE RESERVE BANKS 


The reserve banks should be permitted to grant rediscounts to 
reserve banks (and perhaps to other classes of banks) so long as they 
maintained a reserve of 50% against deposits in national «currency 
notes or gold. For the purpose of their relations with the Treasury, 
it would be immaterial whether their reserve against deposits con- 
sisted at any particular moment of notes or gold, because they would 
be able to convert notes promptly into gold by presenting them for 
redemption in case there was a demand for export, while they would 
be able to obtain notes for gold in case of an interior demand for 
currency. It would probably not be advisable to require them to 
hold any particular portion of their reserve in gold coin or bullion, 
because this would handicap their ability to issue currency in the 
form of paper, in which form currency seems to be preferred in this 
country. 

The operation of this system would be that when a demand arose 
for rediscounts, it would be met by the reserve banks at first, only 
to the extent that it did not reduce their reserves against deposits 
below 50%. If the demand became more urgent, however, the reserve 
banks would be compelled to import gold or could be permitted under 
certain conditions to allow their reserves to fall below 50% under cer- 
tain taxes—say : 

Below 50%, a tax upon the deficiency of reserves of 2%. 

Below 45%, a tax upon the deficiency of reserves of 5%. 


MANNER OF DEALING wiTH EXISTING BANK RESERVES 


In order to afford existing national banks some degree of com- 
pensation for the loss of the interest which they now derive from 
United States bonds, and in order at the same time to facilitate the 
concentration of lawful money reserves in the reserve banks, it would 
be possible to make some readjustments of the existing reserve laws, 
which would release a certain amount of cash, without imposing serious 
losses upon the banks in connection with the interest which they now 
receive upon reserve deposits. The entire system of paying interest 
upon reserve deposits is unsound and should ultimately be done away 
with entirely, if practicable. To propose its immediate abolition, how- 
ever, would arouse hostility on the part of practically all the country 
banks and tend to make it difficult to enact new legislation. For these 


reasons, it is suggested that the requirements in regard to lawl 
money reserves be made as follows: 
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PROPOSED RESERVE REQUIREMENTS 


(Per Cent) 
With other With reserve 
Classes of Banks Cash Banks Banks Total 
In central reserve cities.... 10% AS 15% 25% 
In other reserve cities... .. 10 5% 5 20 
In country banks......... 5 10 aii e 15 


The effect of these readjustments of reserve requirements (based 
on the reports of the national banks to the Comptroller of the Cur- 
rency for April 4, 1913) would be to reduce the cash requirements of 
existing national banks from about $888,000,000 to $539,000,000 and 
the requirements of deposits in other national banks from $552,000,000 
to $463,000,000. The amounts thus released would become deposits in 
the reserve banks to the amount of $337,000,000. The real cash posi- 
tion of the national banks would not be weakened, as compared with 
the present condition, because against the $750,000,000 of existing 
national bank notes now in circulation with very small cash reserves 
there would be in circulation the same amount of national currency 
notes, covered by reserves of $375,000,000 in physical gold. This 
would make the total gold resources held against what may be called 
the existing liabilities of national banks $914,000,000 instead of $888,- 
000,000, as at present. 


Criticism of McAdoo Plan 


Although the McAdoo plan was not at first placed in the 
hands of Chairman Glass, it eventually became known to 
Mr. Glass. Secretary McAdoo sent a copy of the outline to 
the expert of the Committee, asking for his views with regard 
to it, and after consultation with Mr. Glass a memorandum 
designed to deal with the proposals then pending in admin- 
istration circles, and particularly with the McAdoo plan as a 
type or sample of them, was prepared. This memorandum 
was directed against the proposal for a “national reserve’’ 
which represented the fruition of the McAdoo plan—one of the 
schemes which had been developed from it as: time went on. 
The memorandum was transmitted to Secretary McAdoo and 
to the President and practically constituted the expression of 
the views of those who had been interested in the further- 
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ance of what afterwards became the Federal Reserve Act. 
This memorandum ran substantially as follows: 


A CENTRAL BANK 


1. The memorandum in question provides for the organization 
of what is practically a government central reserve bank with 15 
branches or agencies, the whole to be managed by a National Reserve 
Board with sub-boards controlling each reserve agency under its gen- 
eral direction, the capital to be furnished by existing banks through 
the purchase of “certificates of beneficial interest” bearing 4 or 57% 
interest. These certificates would be purchased by the banks, the 
national institution being required to buy them to the extent of 10% 
of their capital. In substance this is a plan for the establishment of 
a Government ceftral bank upon a capital to be furnished by private 
concerns. The first question is: Would it be practicable? On this 
point I am perfectly clear. There is no reason why the Government 
should not start and operate a central bank of its own entirely free of 
banking influence or control. The plan could therefore be put into 
operation and the fact that the Treasury is now the possessor of such 
immense funds would give the institution a power and prestige unex- 
ampled in this country. I am equally clear that the plan would be 
highly undesirable and I am of the opinion that it could not be suc- 
cessfully carried on. A few of the reasons for this belief are: 

(a) The Government is not successful in other business enterprises. 

(b) The Government is unable to get or at least does not get satis- 
factory ability for the management of its present industrial under- 
takings, and there is no reason to think it would do so in this case. 

(c) Experience here and elsewhere shows that institutions in 
which the Government has too large a part are subject to political 
control, than which nothing could be more disastrous in the extension 
of credit. 

(d) In this particular plan, I have no idea that the national banks 
would buy the certificates in question as the terms would be far from 
attractive under the circumstances. They would became state banks 
and the Government would either have to do business with them or 
extend the benefits of the national reserve only to a small clientele. 

(e) No such plan ought to be put into effect at all unless the 
Government is prepared to extend the operations of this national 
reserve to dealings with individuals. The Government is not a Gov- 
ernment of, for or by banks but is a Government of men. One of 
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the greatest defects and weaknesses of plans that are currently put for- 
ward is that they do not guarantee the transmission of their benefits 
to individuals because the only customers at the reserve institutions 
are to be banks. This condition is endurable where banking is car- 
ried on by private corporations but it is not tolerable that the Gov- 
ernment itself should establish a scheme of this kind simply for the 
benefit of banking institutions. 

(£) If however such a plan is to be inaugurated at all the mecha- 
nism outlined in the memorandum would then when completed and 
filled out, doubtless be adequate to the purpose, provided that the capital 
needed were obtained either by the method suggested or by some other. 


RESERVES 


2. As to the reserve requirements suggested in this memorandum 
I consider them wholly inadequate. The reduction to 15% flat 
throughout the country goes much too far. We may fairly estimate 
that under the Owen bill the total possible bank inflation would be 
perhaps $6,000,000,000. It is not probable that anything like this 
would occur under the national reserve plan because the latter requires 
the maintenance of at least some cash in the vaults. The plan would, 
however, certainly permit a very great expansion of bank loans and 
this, it would seem, could not be less than about $2,700,000,000. While 
it is true that the memorandum provides for the adoption of regula- 
tions by the National Reserve Board with reference to reserves, it is 
not indicated what these would be exactly so that the plan must be 
looked upon as going much too far. 


UNIFICATION OF CURRENCY 


3. As to the provisions for unification and issue of circulation 
upon a national gold reserve it seems to me that they are calculated 
to cause very great alarm. As I understood the plan calls for the 
conversion of bank notes, greenbacks, and gold certificates into a 
uniform currency to be issued to twice the amount of gold available, 
such amount being estimated at $1,435,489,000. This is evidently 
founded upon the assumption that the gold certificates, etc., could be 
obtained without material trouble in order to convert them into the new 
kind of currency. I do not believe there is anything to warrant such a 
belief, but on the contrary I think that gold would promptly be hoarded 
by banks and others were such a plan as this. to be announced. The 
plan therefore could start only with a comparatively limited basis and 
it would be successful only so long as the credit of the Government 
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was high, its revenues large and conditions stable. Experience in the 
past shows that that is a condition that cannot be expected to continue 
indefinitely. Wherever Governments have gone into the issue of 
paper the experiment has ultimately turned out disastrously. War or 
other disturbance would immediately lead to the inflation of this cur- 
rency and probably to ultimate suspension of gold payments. 


Mope oF IssuE 


3a. As for the method of issuing this currency to banks upon a 
pledge of commercial paper to be put up by such banks while requiring 
the banks to hold gold equal to one half of the notes they got, it is 
very difficult to see from the memorandum just how the details of 
the plan would be worked out in practice from the technical stand- 
point. Assuming that all such difficulties were not met however, 
there is little objection to be made to the methods by which the banks 
would get the notes and put them into circulation as they are suth- 
ciently safeguarded to prevent the banks from calling for an undue 
over-issue of the notes. The danger is not there but is in the method 
of their issue by the Government and in the fact that they are ulti- 
mately an irredeemable paper currency. In saying this it is of course 
assumed that these notes since they are lawful money could be used 
as reserves in banks in which case they would furnish the basis for 
very serious inflation. The idea suggested has a close resemblance to 
that put forward in the Aldrich Plan, except that there the note issues 
which were to be used to pay for bonds now held behind National 
bank notes were to be those of the central reserve association which 
was sustained by the banks themselves. While the technic is very 
similar in the two cases, however, the method followed in the present 
plan is even more objectionable than in that of the Aldrich plan. 
Both plans would have resulted in maintaining the present redundancy 
of circulation and in overloading the proposed institution with respon- 
sibilities which it cannot well take care of. The whole question of 
solvency would depend upon whether the Government was able to 
maintain the 50% reserve behind the notes. This as already stated 
would depend upon a great many elements. 


« 


Powers oF NATIONAL Reserve Boarp 


4. With reference to the proposed powers to be conferred upon 
the national reserve board, they are, of course, in summary outline 
those that would have to be exercised by such a board or by any 
central banking or central bank supervising agency. There is there- 
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fore nothing to say with regard to them until they assume a detailed 
form. The same is true of the section dealing with earnings which 
follows the generally accepted lines. 


CHANGES IN BaAnK Law 


5. As to the liberalization of the national bank laws it is earnestly 
to be hoped that nothing of the kind will be done. What is urgently 
needed in the United States is the creation and strengthening of a 
solid corps of strictly commercial banks. The state banks and trust 
companies perform all the general. loaning functions that are recom- 
mended for those who call for liberalization and it would be unwise 
to let the national banks drop into the same general line of business. 
It is even to be doubted whether the permission to make loans on real 
estate even to a moderate amount is admissible for the national banks. 

6. The memorandum in a paragraph dealing with “Objections” 
discusses the assertion that the proposed plan would put the Govern- 
ment into “the banking business’ and rebuts it. It is stated that the 
Government is already in the banking business to a large extent, that 
the proposed plan simply puts it directly into the business where it 
is now only indirectly engaged, and that it would under the sug- 
gested scheme, simply extend its direct banking functions somewhat 
further than has ever before been proposed. It is pointed out that 
many of the plans currently suggested for banking organizations are 
cumbersome. The latter point is well taken but the cumbersomeness 
is due to bankers’ opposition to anything better. This same opposi- 
tion would exist with reference to the national reserve plan. It would 
be very simple to frame a straightforward direct scheme of reform if 
bankers’ opposition could simply be ignored. That cannot be done 
and those who have framed the national reserve plan cannot ignore 
it any more than any one else. The proposed plan reverses the cur- 
rent of discussion on banking reform and takes the Government more 
and more into the banking business instead of getting it out. And 
yet it does not have the thoroughgoing quality that would lead to the 
direct establishment of a Government central bank doing business 
with the public and making direct loans to individuals. There is no 
reason whatever why it should not do this except the fear of banking 
opposition. And there is every reason why it should not establish 
a loan institution for the sole benefit of bankers even if the surplus 
earnings are turned in to the general public Treasury. There is every 
reason to think that the “temper of the American people” referred to 
in the memorandum would be very strongly against any such use of 
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public funds if the Government went directly into the banking busi- 
ness. The case is quite different so long as it merely exercises a 
supervisory control of banking and places its funds with banks on 
deposit. 


GENERAL CONCLUSION 


In a word, the “National Reserve” plan although in its outlines 
sufficiently feasible and workable would be found in practice to be 
difficult to start, perhaps impossible, owing to the distrust and lack 
of confidence which would be inspired by it and the hoarding of gold. 
It would be difficult to conduct successfully and even if successfully 
carried on would be for the benefit of a given class only. It would 
be subject to the danger of breakdown upon any sudden strain of 
public credit. Even if none of these objections held good it would 
probably be politically impossible and its hazard as a direct programme 
would be enormous. 


Proposal Unsatisfactory 

Record should be fully made of the fact that this plan never 
assumed a fully considered form and was never put into shape 
as a bill or even completely drafted in such a way as to deal 
with the various points of technic and detail. It can be con- 
sidered only as a scheme or proposal, and as such it repre- 
sented a curious combination of disposition to concede what 
the inner banking group desired, combined with effort to bring 
about a compromise with the radicals who were chiefly inter- 
ested in keeping the currency under the control and direction 
of the government. In one sense the McAdoo plan may be 
regarded as the only outcome of that financial or “‘Wall Street” 
criticism upon the Glass plan which was considered by the 
administration as voicing the views of the financial interests, 
since it embodies what had been laid down as a cardinal 
principle, the limitation of the number of reserve institutions 
to not more than four or five. It, however, had no effect 
upon the Glass bill and at no time was there any serious effort 
to modify the latter measure by amalgamating the essentials 
of the McAdoo scheme with it. For the time being, therefore, 
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both this scheme and the criticism referred to, coupled with 
the later suggestions from time to time put forward from the 
same sources, entirely failed of even a temporary effect. As 
a matter of fact the final measure itself contained substantially 
nothing that could be regarded as having been carried over 
from either quarter. 


Political Situation 


Secretary McAdoo’s plan was, however, undoubtedly an 
important new factor. The President, having committed 
himself to the Glass bill, was now faced with the fact that his 
Secretary of the Treasury, aided by the Comptroller of the 
Currency-to-be, had prepared a plan radically different from 
the Glass proposal, although drawing upon it for some of its 
chief ideas. It was an embarrassing and difficult situation for 
Mr. Wilson. Above all things he at that time desired party 
harmony- and above all things else he desired party harmony 
on banking and currency. It was almost a political necessity 
to attain such harmony, and yet the action of Secretary Mc- 
Adoo threatened it gravely. The substitution of the McAdoo 
plan of course could not be acceptable to Chairman Glass, 
nor, as the plan was framed, to any of the so-called “sound 
currency” wing of the Democratic party. It was an unfor- 
tunate interlude in the process of developing the currency 
measure—one which probably delayed progress by several 
weeks at a time when haste was imperative if there was to 
be any action. 

What form the McAdoo measure might have taken had it 
been agreed upon in principle and had it been ordered put into 
actual draft form, it would be impossible to say. The pro- 
vision for a legal tender note issue, the plan to expropriate the 
holders of gold certificates, the effort to put the government 
direct into the banking business, and various other features of 
danger would certainly not have been an offset in the minds 
either of radicals or of conservative thinkers on banking and 
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currency for the fact that the bill proposed to retain the old 
system of redeposited reserves which the Aldrich bill had kept 
and which had been the principal source of difficulty under 
the national banking system. The fact that the number of 
reserve banks was to be cut to five would probably in no way 
have been regarded by the financial community as compensa- 
tion for the putting of the government into the banking busi- 
ness, the redemption of the government bonds with legal tender 
notes, or for other features designed to please the extreme left 
wing of the party and certain to cause serious trouble. 


President’s Decision 


The whole matter finally came to a head at an interview 
in which Chairman Glass plainly brought to the attention of 
the President the facts regarding the attitude of the bankers 
of the country with respect to the McAdoo measure and 
pointed out to him the dangers involved in the scheme. The 
fact that the bill had already gone into circulation and had 
been unfavorably received by the bankers was unquestionably 
a surprise to Mr. Wilson, and after somewhat further con- 
sideration of the matter he announced his intention of 
definitely pigeonholing the McAdoo-Williams plan and of 
continuing his adherence to the Glass bill. This determina- 
tion on the part of the President promptly led Mr. McAdoo to 
a straightforward undertaking to support the Glass measure 
during its passage through Congress.’ 


2 A copy of the McAdoo proposal having come into Mr. Glass’s hands and into those 
of the author, at Mr. Glass’s request the author asked Mr. A. B. Hepburn, president of 
the Chase National Bank, to sound some of the bankers of the country with reference to 
the probable effect of the scheme and supplied him with copies in order that he might 
transmit one to each person thus interrogated who had not received it direct from the 
Secretary of the Treasury. Shortly after the request was thus transmitted to Mr. Hep- 
burn, replies began to come in both to Mr. Glass and direct to the President. They were 
almost uniformly adverse, bankers, including Mr. J. B. Forgan of Chicago and others, 
expressing themselves in exceedingly strong language. Apparently the centralization 
idea as set forth in the McAdoo plan appealed to them either very little or not at 
all. What did strike them was that the plan if carried out would have resulted in 
making ‘the government participate directly in the practical operation of banking, 
while it would have implied the almost immediate issuance of an enormous volume of 
currency equivalent in status to the already existing greenbacks. Neither of these 
features was regarded by the bankers as at all tolerable and the consequence was that 
they in every case as far as could be learned flatly rejected the scheme. 

Secretary McAdoo, however, believed that he had obtained the support of George 
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Criticism of the Glass bill which had culminated in the 
McAdoo proposal was not, however, fully ended. Secretary 
McAdoo referred the measure to the Solicitor of the Treasury, 
to the Director of the Mint and to various others. Whether 
he expected that any of these opinions would be decidedly 
adverse or not, would be only a matter of conjecture. The 
Director of the Mint at that time was Mr. George E. Roberts, 
subsequently vice-president of the National City Bank and for 
many years a conspicuous factor in the Republican party. His 
report on the bill, however, was gratifyingly strong, heartily 
approving of the general outlines of the measure and describ- 
ing it as “sound and conservative, following well-recognized 
principles.’”” No publicity was ever given to this opinion ren- 
dered by the Director of the Mint, nor was any given at the 
time to the views of the Solicitor of the Treasury, W. T. ° 
Thompson. Both (and particularly that.of Mr. Roberts) are 
of historical value and significance, since they threw a light 
upon the measure which had not been expected at the time. 
They (and particularly the opinion of Mr. Roberts) were 
directly in defiance of the views expressed by "partisan Repub- 
licans immediately after the bill became public as well as in 
opposition to those of many subsequent critics. The immediate 
effect of the Thompson and Roberts opinions within the ad- 
ministration was to confirm the Glass bill in the position which 
it then occupied. They were shortly transmitted to Mr. Glass 
and served to strengthen him in the view already entertained 
that the measure as prepared for introduction in Congress 
would be able to endure the attacks of critics. 


Support of Officials 


With the laying aside of the McAdoo measure and with the 
receipt of the opinions of various officers of the government 


M. Reynolds of Chicago and of sundry other bankers. He had several meetings with 
Reynolds and others in New York City and discussed with them in great detail the 
operation of his proposed measure. Some tactful bankers left him under the impres- 
sion that they considered the scheme at least measurably sound, but in conversation 
with their professional associates they assumed an entirely different position. 
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to whom it had been submitted the Glass plan practically re- 
ceived definite adoption as an administration bill. President 
Wilson himself still entertained some doubts, or so it would 
seem. He sent it to Secretary of Agriculture Houston and to 
Franklin K. Lane, Secretary of the Interior, who, it was un- 
derstood, referred it to Mr. A. C. Miller, then his assistant, and 
later to be appointed at his instance a member of the Federal 
Reserve Board. The opinions of both Messrs. Houston and 
Miller appear to have been noncommittal or perhaps mildly 
favorable. They never took form in any written communica- 
tions to the Banking and Currency Committee and if they made 
recommendations or suggestions the Committee never heard 
of them in any official way. President Wilson, satisfied at 
last that the measure was worthy of serious support, now 
necessarily faced the problem of obtaining for it the pledge of 
the party organization in the Senate and the all-important sup- 
port of Secretary of State W. J. Bryan, the real leader of 
the powerful “left wing” of the Democratic party. Without 
these two accessions to the support of the measure, it was 
clear that no progress could be made. To permit a conflicting 
bill to appear in the Senate, perhaps to pass that body, then 
to be sent to Conference with the Glass bill which might in 
the meantime pass the House, or possibly to be transferred to 
and pressed upon the House as a substitute for the Glass bill, 
would have been unthinkable—fatal to the getting of any well- 
rounded or consistent legislation. It could not be considered 
for a moment. On the other hand the adoption of the Glass 
bill in the House of Representatives might about as well be 
abandoned unless the Bryan element could be induced to be 
either friendly or neutral. Since few if any of the Bryan mem- 
bers were constructive thinkers on banking and currency ques- 
tions, it was believed that the only way to get their support 
would be that of enlisting the direct aid of Mr. Bryan himself, 
and this could be done only by explaining the bill to him with 
care, getting his suggestions and arranging a modus vivendi 


FRAMING AN “ADMINISTRATION BILL” 211 


which would insure at least a fighting chance for the measure 
when it emerged from committee. These problems the Presi- 
dent now proceeded to deal with. 


APPENDIX A TO CHAPTER XI 
OPINION oF GeEorGE E. Rosperts ON THE GLAss BILL 


GENERAL PLAN OF ORGANIZATION 


Bill is sound and conservative, following well-recognized principles. 

It provides for organizing the banks into a system through which 
they can protect each other and aid each other in the performance of 
banking functions, under strict supervision by the government and 
complete publicity. I think there can be no doubt that the system 
proposed would be safe and effective for the purpose. 

It provides for regional banks with the directors chosen by an 
arrangement under which banks of approximately the same size are 
segregated in five classes and each class elects its own director. This 
seems to me the best plan yet devised to preserve the proper repre- 
sentation for the small banks. The big banks would be in a class by 
themselves. 

Provision is made in the Reserve Bank boards for members who 
are not bankers but represent the general public. 

The Reserve Commission which will have supervision over the 
Reserve Banks is composed of three ex-officio members, to wit: the 
Secretary of the Treasury, Secretary of Agriculture, and the Comp- 
troller of the Currency; of three members specially appointed by the 
President, and confirmed by the Senate; and two members from each 
Reserve Bank. 

An Executive Board is provided of 9 members, which shall have 
all the powers of the Commission. The ex-officio members and mem- 
bers appointed by the President would comprise 6 of the 9 members 
and be in complete control unless overruled by the Commission. It 
seems to me that this gives practical control to the Government. The 
Commission would not venture to force an issue with the Executive 
Board without having an exceptionally strong case. 

The general provisions for organization and regulation seem to be 
excellent until section 14 is reached. 


AUTHORITY OF COMMISSION 


The Federal Reserve Commission should have more definite 
authority over Reserve Associations than is given by Section 14. It 
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should have authority to require the removal of officials for incom- 
petency or dereliction and to require specific items which are open to 
criticism to be charged off and removed from the schedule of assets, 
or written down to their actual value. In short, the Act should 
require Reserve Associations to comply with all lawful directions of 
the Reserve Board. Finally, in the event of persistent refusal of 
Directors to conform, there should be authority to suspend the opera- 
tions of the Association or have a Receiver appointed. 

(Section 14, paragraph d.) A circulating note is only one way of 
extending a credit. It is always issued after the credit is granted or 
obligation incurred. When the note is issued the recipient has some 
claim upon the bank for cash, which must be met in some manner, 
either by giving its circulating note or by giving some other form of 
lawful money. The restriction should be against expanding credits, 
and is well provided for in the reserve provisions, power of regulating 
the discount rate, and restrictions upon class of paper. Ordinarily no 
other regulation is needed, but the provision of authority to prescribe 
the general policy would meet every need. 


RESTRICTIONS UPON PAPER 


It is not clear that the Reserve Association can take over the 
required amount of loans from present Reserve Banks under the 
stringent conditions of Section 15. It must be remembered that when 
the present Reserve agents begin to reduce their loans in order to 
transfer the country bank deposits the Reserve Banks must be able to 
take their place in the loan market to whatever degree is required to 
protect legitimate business. It is doubtful if it can do so if restricted 
to paper running only 30 days. 

It must not be overlooked that this transfer of reserves involves 
considerable loss to country banks as well as to banks in reserve cities. 
On the basis of present country reservés with reserve agents the 
interest received on these balances is approximately $6,000,000. This 
does not include surplus reserves. It was doubtless the fear of arous- 
ing bank opposition on account of this loss that led the Monetary Com- 
mission to leave bank reserves undisturbed. 


TRANSFER OF RESERVES 


The transfer of country bank reserves from present reserve agents 
is an important change and should be arranged with much care. The 
newly organized Reserve Banks must immediately receive enough 
deposits to make them self-supporting, but beyond that the transfers 
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should be made gradually. I suggest that during first year every 
country bank shall keep not less than one-fifth of its required reserve 
with the Federal Reserve Association. The remainder may be kept 
either in its own vaults or with any bank that is a member of a Fed- 
eral Reserve Association. During second year raise the amount in 
Federal Reserve Association to one-third, and permit balance to 
remain as before. After third year require that all reserves shall be 
kept in own vaults or with Reserve Association, but not less than 5% 
with Reserve Association. 

Section 31 says that the reserves shall consist of gold or its equiva- 
lent. What will be accepted as its equivalent ? 

Section 15 says that any Federal Reserve Bank may “receive 
deposits of current funds in lawful money, national bank notes, Fed- 
eral Reserve notes, or checks, drafts, and other claims upon solvent 
banks.” , 

It is quite desirable in publishing the statements of the Reserve 
Banks that the reserves should all be in gold or gold Treasury Cer- 
tificates. The reserve bank must, however, accept all lawful money 
in payment of dues to it. It can probably work off the other forms 
of money with the co-operation of the banks. 


RESERVE BANK Nores IN COUNTRY RESERVES 


The chief defect, as it seems to me, is that the plan provides no 
means by which the gold stock of the country can be gathered together 
in the Reserve Banks. We have the greatest stock in the world but 
have always made ineffective use of it, because, while the coin itself is 
mostly in the Treasury the certificates of ownership are scattered 
among all the banks, in tills, in the pockets of the people, and passing 
from hand to hand. This is clearly a wasteful use of gold, for the 
notes of the reserve banks would answer all these purposes equally as 
well. In the vaults of the Reserve Banks this gold (or the certifi- 
cates) would be a veritable bulwark of defense for the entire banking 
situation. This cannot be accomplished unless the notes of the Reserve 
Banks are made good in the legal cash reserves of the local banks. 
The objection always made is that to do this would make possible 
undue expansion of credits, the local bank credit being based on the 
Reserve Bank credit. It is true that the “pyramiding” of credit is 
something to be closely guarded. # We do not allow our 7,000 national 
banks to use each other’s notes in reserves, although State Banks do 
use them. But the very purpose in organizing this new system of 
Reserve Banks with a strong supervisory control over them, under 
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complete publicity, is to have an authority which can be trusted with 
large discretion. The notes of every central bank in the world are 
good as reserves in other banking institutions of the same country. 
We can never get the full use of our great stock of gold unless we can 
get it into these Reserve Associations. 

If the Reserve Bank currency was good in the local bank reserves 
the former institutions would be more imposing. A reserve of 25% 
will not look large in comparison with the reserves of Europe. The 
Reserve Banks could hold to all of the gold they receive and pay out 
nothing but their own notes for ordinary circulation. As pay-master 
for the Government they would give their own notes for all the new 
gold produced or imported. 


Minor SUGGESTIONS 


3% bonds should be exempt from all taxation. ° 

Reserve Associations should be free from local taxation, except 
for real estate. 

Is there any provision for it to hold real estate ? 

As all profits above 5% are turned into the Treasury there should be 
no interest on Government deposits. 

What about publication of weekly statement of condition of Reserve 
Associations? Also a consolidated statement. 

In section 35 the language should be changed to make the share- 
holders clearly liable for double the par value of the stock. It should 
also be made clear that in the event of a transfer of stock with 60 
days of failure all parties who owned the stock within that time shall 
be liable. 

Respectfully, 
(Signed) Gero. E. Rozerts, Director of the Mint. 


APPENDIX B TO CHAPTER XI 
Letrer oF TREASURY SOLICITOR TO SECRETARY OF TREASURY IN 
ANSWER TO REQUEST FOR SUGGESTED CHANGES IN GLASs BILL 


Department of Justice 
Office of the Solicitor of the Treasury 
Washington, D. C. 

May 21, 1913. 
The Secretary of the Treasury. 

Sits 
I have carefully examined the “currency bill” prepared by Mr. 
Glass of Virginia, which you submitted to me a few days since, with 


* 
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the request that I advise you of any changes that might seem desirable 
to be made therein, either to supply omissions, or to remedy what might 
appear to be defects, or to conform its provisions in any desired 
respect to the existing laws relating to national banks. 

The most prominent feature of the bill is its provision, in Sec. 23, 
that all moneys in the general fund of the Treasury, and all the reve- 
nues of the government hereafter accruing, shall be deposited in 
“Federal Reserve Banks.” These banks are private corporations 
which are to come into existence under the provisions of the bill; the 
stockholders to be exclusively national banks, State banks, and trust 
companies. There are to be not less than fifteen of these banks, and 
they are to be distributed over the territory of the continental United 
States. All disbursements of the government are to be made out-of 
the public funds so deposited. 

I am not aware of any provision of the Constitution of the United 
States that would prohibit legislation under which the entire revenues 
of the government must be committed to the keeping of private cor- 
porations. ‘There is a provision that no moneys shall be withdrawn 
from the Treasury except in pursuance of appropriations, which pro- 
vision seems to assume that all the public revenues will be, in the first 
instance, deposited in the Treasury of the United States, but there is 
no provision that they shall be so deposited; and I am not aware that 
the constitutionality of laws under which they were deposited in the 
United States Bank during the early part of the last century, has ever 
been questioned. 

It is apparent that the provisions of the bill referred to are incon- 
sistent with the general policy of the act of August 6, 1846 (9 Stats., 
59), establishing the “Independent Treasury” or Sub-Treasury system 
of the United States. In so far as such of the provisions of that act, 
or of such acts as are amendatory thereof, or supplemental thereto, 
as are now existing laws, are inconsistent with the provisions of the 
bill, they will be repealed by the last section of the bill, which provides 
for the repeal of all laws inconsistent therewith. The question what 
provisions of existing laws relating to the Sub-Treasury system are 
inconsistent with any of the provisions of the bill, is one which, if 
the bill becomes a law, can finally be determined only by the courts. 

It will be observed that the bill nowhere provides in what propor- 
tions the deposits of public revenues shall be distributed among the 
fifteen or more Federal Reserve Banks, nor what officer of the gov- 
ernment shall be charged with the duty of determining such propor- 
tions and directing such distribution. 
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Many provisions are scattered through the federal statutes which 
require, in particular cases, the deposit of public funds in the Treasury 
of the United States, or in designated depositaries of the United 
States. These, so far as they relate to the mere place of deposit, will 
all be impliedly repealed by Sec. 23 of the bill, which requires the 
deposit of all public funds in the Federal Reserve Banks. If the bill 
becomes a law it will at once become the duty of many hundreds of 
receivers of public moneys to make deposits of such moneys in these 
banks, but there will be nothing to indicate to them respectively in 
what particular Federal Reserve Bank the deposit must be made. Pre- 
sumably the idea is that the deposit shall be made in the bank for that 
Federal Reserve District in which the money was received; but if that 
idea should be carried out it might result in the overloading of a bank 
in one district, and the impoverishment of the banks in the remaining 
districts, and impose upon the overloaded bank the heavy burden of 
providing a sufficient clerical force to keep the accounts made neces- 
sary by its disbursement of public funds. It seems to me that the 
bill should contain a provision authorizing the Secretary of the Treas- 
ury or the “Federal Reserve Board” to make regulations governing 
the apportionment of the deposits of public funds among the several 
Federal Reserve Banks, and the deposits of public moneys in such 
banks by the various receivers of public moneys throughout the 
country. 

Practically, to many intents and purposes, the Federal Reserve 
Banks would be a part of the Treasury of the United States, though 
the bill does not declare them to be such. If the bill should become a 
law, possibly questions might arise in the future, where public moneys 
had been paid into or disbursed from a Federal Reserve Bank, as to 
whether such moneys had been paid into, or disbursed from the 
Treasury of the United States, within the meaning of a particular 
statute. For the prevention of, any such questions, it seems to me 
that the bill should contain a provision that, for the purposes of any 
statute of the United States requiring the payment of money into, or 
the deposit of money in, the Treasury of the United States, including 
acts of Congress appropriating moneys out of those in the Treasury 
of the United States, the Federal Reserve Banks shall be treated as a 
part of the Treasury of the United States. 

I think the bill should contain, also, a provision giving a Federal 
Reserve Bank a first lien on all the assets of a bank holding stock in, 


and which may become insolvent, owing debts to such Federal Reserve 
Bank 
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The bill contains no provision exempting the property of a Federal 
Reserve Bank from Federal, State, or municipal taxation. I think it 
should contain such a provision. 

I have carefully compared the provisions of the bill with the 
national bank act and the acts amendatory thereof, and I do not find 
anything in the latter acts that would require any changes in, or addi- 
tions to the bill. The bill, in express terms, repeals considerable por- 
tions of the national bank laws, principally those relating to the deposit 
of government bonds to secure circulation, and to the formation of 
national currency associations. Other portions plainly inconsistent 
with its provisions, for example, Sec. 5131 of the Revised Statutes 
relating to the deposit of public moneys in national banks, it impliedly 
repeals. But the larger part of the bill consists of independent original 
matter, neither affected by the national banking laws, nor having any 
bearing upon the greater portion of those laws. 

I enclose herewith a memorandum of changes that seem to me‘ ought 
to be made in the text of the bill; and of queries as to parts of the bill 
that seem defective or obscure. 

Respectfully, 
(Signed) W. J. THompson, 
(Enc.) Solicitor. 


(Enclosure ) 
CHANGES AND QUERIES SUGGESTED BY THE SOLICITOR OF THE TREAS- 
uRY, AFTER EXAMINATION OF THE GLASS CURRENCY BILL 


Ske: 2 

In line 6 of Sec. 2, after the word “Committee” insert the words 
“and to be known as ‘Federal Reserve Cities’.” 

In line 7, strike out the words “the said” and insert the words 
“such Federal.” 

In line 8, strike out the words “designated by the Organization 
Committee hereinbefore established.” 

Add to the last line of the section (p. 4) the following words: 

“and the sum of $50,000, or so much thereof as may be necessary, 
is hereby appropriated out of any moneys in the Treasury not other- 


wise appropriated, for the payment of such expenses.” 


SEC. 3 

This section provides, among other things, for the establishment 
of “branch offices” of the Federal Reserve Banks, but there is no pro- 
vision anywhere in the bill as to what their functions shall be, or what 
officers or employes they shall have. 
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SEC. 4 

In line 3 of this section, strike out the words “and 5136.” That 
section has nothing in it relating to the form of the certificate of incor- 
poration of a national bank. 

The bill nowhere in terms provides a period of existence for a 
Federal Reserve Bank. Sec. 5136 Revised Statutes fixes the lifetime 
of a national bank at twenty years. The bill provides in Sec. 4, liné 
4, that a Federal Reserve Bank ‘‘shall become a body corporate and as 
such * * * shall have power to perform all those acts and to 
enjoy all those privileges and to exercise all those powers described in 
Section 5136, Revised Statutes.” 

If it was the intention of the bill to limit the lifetime of a Federal 
Reserve Bank to twenty years by this reference to Sec. 5136, it is 
doubtful whether that purpose has been accomplished. 

There is no provision in this section, nor elsewhere in the bill, for 
the acquisition of real estate by the Federal Reserve Bank necessary 
for carrying on its business, or for the collection of debts due it. 

In line 16 of Sec. 4, after the word “designated” insert the word 
“respectively.” 

In line 24 of Sec. 4, after the words “chosen by” strike out the 
words “the Directors of” and insert the word “said.” 


SEC; 6 
In line 3 of Sec. 6, after the word “balance” insert the words “of 
its value.” 


SEc. II 

The last paragraph of this section provides that the compensation 
of the “President” of the Federal Reserve Commission shall be estab- 
lished in a by-law to be adopted by the Commission. Section 12 pro- 
vides that the Secretary of the Treasury shall be ex officio “chairman” 
of the Federal Reserve Commission. Does this mean that the Secre- 
tary is to be President of the Federal Reserve Commission, and, if so, 
is he, under Sec. 11, to receive additional compensation for serving in 
that capacity ? 
S) Xone © 

In line 17 of Sec. 12, change the word “Chairman” to “President,” 
in order to conform to Sec. 13 that the officers of the Federal Reserve 


Commission shall be appointed on the nomination of the President of 
the Commission. 


Src ors 
The provision of paragraph 4 of Sec. 13 that the acts of the Secre- 
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tary of the Treasury shall be subject to the review of the Federal 
Reserve Board is obscure, in that it does not appear whether the acts 
of the Secretary to be reviewed are his acts as Chairman or President 
of the Federal Reserve Commission, or as Chairman of the Federal 
Reserve Board. And the provision that in case of his sickness his 
duties shall devolve on the Comptroller acting as “Vice Chairman” is 
obscure, in that it does not..appear which body that he is to be Vice 
President of is intended—the Federal Reserve Commission or the 
Federal Reserve Board. In line 4 of paragraph 5 of Sec. 13, the word 
“portion” should be “proportion.” 


SEC. 22 
In line 1 of Sec. 22, strike out the words “banks depositing’? and 
insert the words “banks holding stock.” 


SEC. 23 

The last part of this section is so drawn that the charging of inter- 
est on government deposits seems left to the discretion of the Federal 
Reserve Board. Should not there be a positive provision that the 
Federal Reserve Banks shall pay interest on such deposits ? 


SEC. 25 

Does not the power given the Federal Reserve Banks to. reduce 
their circulation at their discretion, put it in the power of the banks to 
contract the currency of the country at will? 

Paragraph 2 of this section provides for the redemption of its 
notes in gold. Should not the language of the provision be such as to 
indicate that there is to be a mere exchange of the notes for gold, with 
the privilege on the part of the banks to reissue the notes? 

In line 1 on page 36, after the words “for exchange” insert the 
words “or collection.” 


SEC. 25. 

In line 7 of Sec. 28, should not the words “State” or “municipal” be 
inserted after the word ‘Federal’? 

What is the object of the provision in this section that a national 
bank may continue to apply for and receive from the Comptroller cir- 
culating notes, but shall not be permitted to issue them? This should 
be cleared up. 

This section provides for the substitution of 3 per cent bonds for 
2 per cent bonds now deposited with the government to secure the 
circulating notes of national banks. Are the 3 per cent bonds so sub- 
stituted to be held by the government to secure outstanding circulating 
bank notes until retired? If so, it should be so stated. 
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This section also authorizes the Federal Reserve Bank to receive 
from the Federal Reserve Board and issue at its own discretion a 
sum in notes equal to the par value of the 2 per cent bonds surrendered 
by a stockholding bank. Is it intended that the Federal Reserve Bank 
shall issue these Federal Reserve notes to the bank originally the 
owner of the 2 per cent bonds surrendered? If so, it should be so 
expressed. As the section stands, too much is left to construction. 


SEGe32 
In line 3, strike out the words “each quarter” and insert “in every 
three months.” 


SEGs33 

This section provides for the creation of a contingent fund out of 
the earnings of a Federal Reserve Bank and for its disposition upon 
the “final dissolution” of the bank. Where and how is this final dis- 
solution of the bank to take place? 

And upon such final dissolution of the bank, what becomes of the 
20 per cent surplus fund which has accumulated in its hands? 


SEC. 35 

This section appears to be a reenactment of the first part of Sec. 
5151 of the Revised Statutes, with additional new matter relating to 
the transfer of stock in the bank to avoid liability as a shareholder. 
If it was not the intention that the reenactment should supersede cer- 
tain parts of Sec. 5151 not included in the reenactment, that fact 
should be made to appear. 


SEc. 40 
What is the necessity for this provision? The existing law (Sec. 
5211 Rev. Stats.) covers the same ground completely. 


SEc. 4I 
After the word “contract” in line 2, add “rights.” 


FuRTHER CHANGES SUGGESTED BY TREASURY SOLICITOR 
Department of Justice 
Office of the Solicitor of the Treasury 
Washington, D. C, 
May 24, 1913. 

Hon. W. G. McAdoo, 

Secretary of the Treasury. 
Dear Mr. Secretary: 

I am in receipt of your note of the 23rd instant requesting copy of 
suggestions as to the Glass Bill before leaving for New York to-day. 
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On yesterday you handed me what you understood to be a draft of this 
bill differing from the one previously examined by me, but which I 
find upon examination is identical with the one previously examined. 
Hence there are but few additional suggestions to make in relation 
thereto to what have been previously made. 

In section 3, strike out the word “outstanding,” in line 2 between 
the words “the” and “capital.” 

In section 4, after the word “act,” in line 9, insert the following: 
“The period of existence of a Federal Reserve Bank shall be the same 
as that prescribed by law for a national banking association, and such 
period may be extended in like manner as that of a national banking 
association.” 

In section 10, after the word “state,” in line 3, insert the word “or.” 

When you have indicated your approval to the suggested changes 
made by me, or when you have indicated such changes as you may 
wish to have made in any of the provisions of this bill, I will be 
pleased to redraft the sections, enrolling such changes therein or 
amendments thereto as may meet your approval. 

The papers submitted to me yesterday are herewith returned. 

Very respectfully, 
(Signed) W. T. THomMPpson 
(Enc.) Solicitor 


APPENDIX C TO CHAPTER XI 


The following was written to Chairman Glass by George M. Reyn- 
olds, then president of the Continental and Commercial National Bank 
of Chicago: 

The New Willard 
Pennsylvania Avenue, Fourteenth and F Streets 
Washington, D. C., 6/3, 1913. 
My dear Mr. Glass: 

I am very sorry indeed I missed you last evening. When I came 
in about 10.30 P.M. I found your card and called you at once at the 
Raleigh but was informed you were not in. It being very warm I 
went out for a short ride to get “cooled off” and upon my return found 
your telephone call. I then called the Raleigh and was advised you 
had gone to the train. ; 

Being unable to get any response to my phone calls to your office 
and failing to reach you at either your Committee Room or the 
Raleigh I assume you are out of town. 
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I must return to Chicago at 3.10 p. M. today, and regret very much 
I have not been able to see you. 

Seeing so many evidences of those in high places to scatter on the 
currency question, I feel a most vigorous effort should be made to have 
discussion of the matter centered upon your bill rather than some 
other which I regard as unsound in principle and incorrect in theory 
and it was with a view of doing what I can to assist in encouraging 
the passage of your bill that I desired to see you. I would have said 
some things to you which I do not feel I can consistently write. 

I sincerely hope Prest. Wilson is much more in sympathy with 
your bill than some others I have seen and heard of. 

In confidence I am 

Very sincerely, 
(Signed) Gro. M. Reynoips 


Cheb led Oe Gin 
SENATORIAL. OPPOSITION 


Radicalism in the Senate and Cabinet 


Although the center of radicalism in American political 
life had not prior to 1913 been generally regarded as being 
found in the United States Senate, it was undoubtedly to be 
sought in that body, so far as the banking question was con- 
cerned, in 1913. At the same time, as will be recalled, the 
radical Democracy had been fully recognized and had been 
given a strong foothold in the President’s Cabinet by the ap- 
pointment of Mr. W. J. Bryan as Secretary of State. Presi- 
dent Wilson’s problem, therefore, as set forth in an earlier 
chapter, consisted in the first place of making his peace with 
the Senate radicals and at the same time of accomplishing a 
like result with the “left wing’ of his own Cabinet. 

What was chiefly to be feared was a junction between 
the disgruntled elements in both bodies which would have re- 
sulted in establishing an opposition to the administration that 
could not be successfully overcome. From the tactical stand- 
point, therefore, it was necessary for Mr. Wilson to break 
up the various elements that stood opposed to him by working 
out a separate treaty of peace with each and inducing or 
compelling it to be either friendly or neutral. Already there 
were mutterings that were anything but reassuring, and rumor 
had it that an anti-banking entente was being established be- 
tween the antagonistic elements in the Senate and Cabinet. 
At this point it should be said in justice to Mr. Bryan that he 
proved to be entirely frank with the administration, and when 
the time came simply outlined plans for supporting the fed- 
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eral reserve proposal. They were, as will soon be seen, com- 
plied with, and as a result he gave wholehearted aid to the 
furtherance of the measure. 


The Senate Situation 

The case was somewhat different in the United States 
Senate. During the year 1912-1913, there had been an ex- 
tensive reorganization of affairs in the Senate. The authority 
exerted by the old-line Republican managers, of whom Senator 
Aldrich was chief, had, as already seen, been severely shaken 
when the power passed from the autocratic hands of Mr. 
Aldrich to those of a syndicate or group consisting of several 
of the secondary leaders in that body. The authority of even 
this group had for some time been on the wane, and with the 
opening of the Wilson administration the upper chamber had 
fallen into a condition of practical disorganization. During 
the autumn elections of 1912, enough changes had been made 
in Senate personnel to insure a small Democratic majority, 
so that it was certain that the special session which was called 
shortly after Mr. Wilson took office would see a rearrange- 
ment of the committees upon a basis which would give the 
chairmanships and the majority control of each to members 
of the ruling party. 


Organization of Senate 


Without attempting to go into the details of the work done 
in reorganizing the Senate on Democratic lines, it may suffice 
for the present purpose to say that an effort was made to 
divide the chairmanships of the more important committees 
in such a way as to recognize, so far as possible, the different 
wings and conflicting interests within the party. At the same 
time, however, the reorganizers refrained from any serious 
violation of the principle of seniority under whose terms the 
senators who had been longest in service were regarded as 
having a vested right in the chairmanships of certain com- 
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mittees according to rank. Te carry out this Bourbon idea, 
however, was found difficult because of the cliques and groups 
which had been formed within the party. Thus arose a de- 
mand for more chairmanships, and the idea was suggested 
that it would be well to divide the functions of some of the 
existing committees. In acting upon this proposal, the com- 
mittee which most naturally presented itself for division was 
that on finance. 


The Banking and Currency Committee 

As has been seen, the Finance Committee had, under the 
Aldrich régime, gradually drawn to itself a variety of func- 
tions which in the House were diffused among a number of 
committees; and which, in few if any legislative bodies of the 
world, could be found in combination under a single hand. 
It had long been felt by careful observers that a crying need 
for reform existed in the Finance Committee and that its 
powers ought to be subdivided. A natural line of division 
was drawn between the function of dealing with measures on 
banking and currency and that which related to measures on 
finance in the proper sense—that is to say, taxation. After 
considerable legislative jockeying, into the details of which 
it is not necessary to go, a decision was therefore reached 
to create a new committee on banking and currency. At that 
time, however, few if any members of the Senate were aware 
of President Wilson’s determination to press forward with 
banking and currency reform. The chairmanship and _per- 
sonnel of the Committee were consequently regarded as prac- 
tically little more than pawns in the political game, since it 
was undoubtedly believed that the new organization would 
have only nominal functions for a good while to come. 

It was intended at the outset to award the chairmanship of 
the Banking and Currency Committee to one of the old-line 
southern Democrats. Various difficulties, however, speedily 
presented themselves. Chief among these were the claims of 
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other senators who desired important places and who were 
able to set political machinery in motion for the purpose of 
satisfying their ambition. After a good deal of negotiation 
and adjustment, it was resolved to place at the head of the 
new Banking and Currency Committee Senator Robert L. 
Owen of Oklahoma, while the other members of the Com- 
mittee included on the Democratic side Senators Atlee Pom- 
erene of Ohio, Hitchcock of Nebraska, Reed of Missouri, 
Shafroth of Colorado, Hollis of New Hampshire, and O’Gor- 
man of New York. On the Republican side were Senators 
Weeks of Massachusetts, Nelson of Minnesota, Crawford of 
South Dakota, and Joseph H. Bristow of Kansas. 


Alignment of Members 

The personnel of the Committee is worthy of careful analy- 
sis. On the Democratic side three distinct groups were to be 
recognized. The first consisted of what were then considered 
thick-and-thin administration men. These included Senators 
Owen, Hollis, and Pomerene. The second group consisted 
of the so-called “Bryan”? Senators, prominent among whom 
was Senator Shafroth. A small group of anti-administration 
and anti-Bryan Democrats completed the classification, its 
chief members being Senators Reed and Hitchcock. Senator 
O’Gorman, who had originally been regarded as probably an 
administration Democrat, proved to be more nearly in sym- 
pathy with the opposition. On the Republican side of the 
Committee three groups were also to be recognized The first 
consisted of old-line Republicans of the Taft variety, chief 
among whom was Senator Weeks, formerly a member of the 
National Monetary Commission. A second section of opin- 
ion was progressive Republican in its affiliations, being chiefly 
represented by Senator Bristow. Intermediate between these 
two wings was a group of liberal Republicans including Sen- 
ators Nelson and Crawford. Thus the Committee was seri- 
ously split in its political affiliations, there being no less than 
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six distinct sections of opinion in a small body of only 13 
members. 


Views of Senators 

These differences in general political principle need riot 
necessarily have affected the actual work of the Committee 
had its members been closely informed on banking questions. 
This, however, was unfortunately not the case. With the 
exception of Senator Weeks none had devoted serious study to 
banking prior to accepting membership on the Committee. 
Senator Owen was president of a small bank in Oklahoma 
but had had no genuine banking problems to meet in that 
connection. Some other members of the Committee had in 
the past indulged in general talk on problems of credit and 
money, but there was possibly none who would have pro- 
fessed to have an intimate knowledge of the situation. In 
fact, it is probable that few would, at the opening of the 
Wilson administration, have admitted a belief that they were 
likely to be summoned to participation in the framing of an 
important measure on the subject, although, as has been noted 
at a previous point, one or more members of the Committee 
had during the winter preceding the organization of that body, 
introduced bills dealing with the banking question. On the 
whole, the minds of the members were as nearly free of 
expert knowledge or technical information on banking and 
currency as could easily have been found within the Senate. 


Negotiations with the Chairman 

Senator Owen, the newly made chairman of the Com- 
mittee, was early called into consultation with President Wil- 
son, Secretary McAdoo, and Chairman Glass. He was 
informed that a bill possessing the tentative assent of the 
administration had been drafted and was about ready for 
‘presentation. The information was not altogether acceptable 
to him. Not only did he seem to possess.the preconceptions 
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against measures originating in the House of Representatives 
for which the Senate has been noted, but he was. apparently 
determined to prepare a measure of his own which should 
form the basis of discussion and ultimately of possible action. 
Sénator Owen, however, consented to examine with detailed 
care the bill which had been drafted in the House and did so. 

The author was himself detailed to review the measure with 
him. On the 21st of May he had an all-day session with 
Senator Owen at his house in Washington and at that time 
every element in the House measure was carefully read and 
its implications discussed. Senator Owen did not on that 
occasion offer any very serious criticisms of the bill as drafted 
with two exceptions. He thought that the measure placed too 
much power in the hands of the banks and he contended that 
there ought to be no provision for the granting of credit by 
reserve banks on the strength of collateral security consisting 
of stocks and bonds. While he had of course some objections 
to details in addition to these two more important criticisms, 
his suggestions were not numerous. After closing the con- 
sideration of the bill on the date mentioned, Senator Owen 
used the following words: “I think well of the bill. It is a 
carefully framed measure.”” In answer to the expression of 
a doubt as to whether it could be passed at the current session, 
Senator Owen replied: “It can be passed. If I did not think 
so I should not be wasting time on it now.” 

Senator Owen, however, indicated that he had himself pre- 
pared a very much simpler measure “designed to attain the 
same objects as the Glass bill,” and thought that it should 
have consideration while the subject was being studied. This 
bill, he said, would shortly be printed and he desired the author 
to make a careful analysis of it and report to him ‘‘with abso- 
lute frankness” any criticisms that might seem to be needed. 
In fact, a copy of the first draft of this “Owen bill” in printed 
official form, but designated “confidential” came into the 
author’s hands within three days. 
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Senator Owen himself transmitted the bill to the author 
with the request that it be examined in detail and comment 
on it returned to him. Mr. Owen’s letter fixes the date when 
his bill was made known, viz., just after the interview already 
described. (See page 230 for letter.) At about the same time 
the Owen bill was also handed to Chairman Glass, to Secretary 
McAdoo, and to the President. Requests for a memorandum 
analyzing the proposal thus put forward having been made, 
the following memorandum designed to cover the subject 
was prepared by the author and delivered to Chairman Glass 
by whom it was laid before the administration :* 


MEMORANDUM ON THE OwEN BILL 


In the following memorandum attention will be paid to the pro- 
visions of the Owen banking bill both with reference to their own 
individual bearing, and as compared with the corresponding sections in 
a bill to be introduced in the House of Representatives and herein 
referred to as the Glass bill. The discussion will first deal with the 
Owen bill section by section, and will then present some general con- 
siderations. No attention will be paid to mere differences in the lan- 
guage of the two bills, although in shaping a final measure the terms 
used will be found to be of first-rate importance. 

Section 1. This section deals with definitions and is not paralleled 
by anything in the Glass bill. It is probably a desirable feature and 
may well be included in any bill. 

Section 2. Section two establishes reserve banks, designates their 
names and indicates the location of their head offices. These are to be 
eight in number. The Glass bill creates an organization committee to 
lay out districts and locate the banks which are to be not less than 15. 

(a) As to designating the banks and districts I consider it unwise, 
because (1) existing data and statistics are not adequate to the per- 
formance of the work contemplated in laying out the districts. It 
would be necessary to get much information additional to what is now 
at hand; (2) if the banks are named and the districts laid out there 
will be conflict of opinion and friction with reference to the choice 


thus made. 


1 Mr. Glass on June 6, 1913, wrote the author as follows concerning the comment 
on the Owen bill: “I received the comment on the Owen bill which I will submit to 
the President at the earliest opportunity. I shall give Owen a printed copy of the 
Glass bill ‘revised to date; but the new scheme (the McAdoo plan) so accords with 
Owen’s expressed notions that I fear he will go off after it.” 
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O1DERT M HITCHCOCK, HERR. KNUTE NELBON, MINH 
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UNITED STATES SENATE 


AMER W BELLER, ChBRM, 
COMMITTEE ON BANKING AND CURRENCY. 


STRIOTLY CONFIDENTIAL, 
May 27, 1913. 


My. Parker H. Willis, 


New York Journal of Commerce, 


New York City. 


Wy dear Mr, Willis: 

I enclose you the draft to which I referred 
and which I had printed for more convenient reference to page] 
and lines. 

I should greatly appreciate it if you would 
frankly criticise it, both as to omissions atid commissions. 


Yours very truly, 


fet —— fp, 
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(b) As to the number, I think 8 is too small, but I believe that the 
number at the beginning is not fundamentally important. It is impor- 
tant to allow the formation of new banks and districts. I do not see 
that the Owen bill does this. 


STATE BANKS AS STOCKHOLDERS 


Section 3. Section 3 covers the same ground that is dealt with in 
the Glass bill under section 8. The purpose of the two sections is 
practically the same, so far as the first paragraph is concerned. In 
the latter part of section 3 of the Owen bill, it is provided that state 
banks may become stockholders in reserve banks under specified con- 
ditions. These conditions are practically the same as those prescribed 
in the Glass bill in section 9, but the Owen bill permits any state bank 
to become a stockholder, while the Glass bill leaves the decision as to 
such membership with the Federal Reserve Board (called.in the Owen 
bill the National Currency Board). I do not think that it is wise to 
give the state banks the right of becoming stockholders unless first 
approved by a competent authority, because there are so many weak 
state banks whose business is such that they ought not to be admitted 
to membership even though their reserves are maintained at the same 
level as national banks. 

Section 4. This section creates an organization committee along 
substantially the same lines as those prescribed in section 2 of the 
Glass bill. The Organization Committee is to lay out the country into 
districts notwithstanding that the location of the reserve banks has 
already been specified. I believe that this is unwise, for the reason 
that, as already stated above, the location of the banks and their num- 
ber can not well be determined without more information, and the 
shifting of the districts’ lines according to later information would 


necessarily mean the shifting of the head offices. 
e 

Boarps OF DIRECTORS 

Section 5. Section 5 organizes the reserve banks with boards of 9 
members chosen six by the member banks voting by cumulative system 
and three by the President from a list furnished by the National Cur- 
rency Board. The Glass bill creates three classes of directors, one 
chosen directly by the directorates of existing banks from their own 
number, one by the said directorates from outsiders and one by the 
Federal Reserve Board. The Owen bill calls for cumulative voting 
with one vote to each million of bank capital. With reference to this 
latter (Owen) plan, I note: - 
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(a) The system of voting would give the larger banks the control 
of the Board of Directors for each bank. For example, the National 
City Bank would have 25 votes as against one vote to a small bank of 
$25,000 located in the country near New York. The cumulative voting 
provision would not necessarily cure the evil, because each unit of 
voting power is given as many votes as there are directors. For 
instance, in electing the board of directors in the New York bank 
there would be six to be chosen, while the National City would have 
25 votes to each of the 6, or, if it chose, it might cast six times 25 or 
150 votes for one man. Without having worked this out in detail (and 
it is impossible to work it out in detail until the districts are organ- 
ized) I believe it would result in a bank directorate composed of six 
representatives of a very small number of large banks, with the three 
Government directors. 

(b) The. Owen bill does not provide for an active Government 
officer on the board while the Glass bill does. Such an officer is needed 
if the Federal Reserve Board or National Currency Board is to be 
effective. 

Section 6. This section covers the same ground that is dealt with in 
the Glass bill in sections 11 aud 12. Some of its minor features are 
dealt with in other sections of che Glass bill, but the chief proposition 
is the creation of a National Currency Board, consisting of three ex 
officio members taken from the administration and four Presidential 
appointees. The Glass bill creates a Federal Reserve Commission 
dominated by the banks and an executive board dominated by the 
Government, but with banking representatives thereon. I believe that 
the Owen bill is superior to the Glass bill in that the machinery of this 
central body is simpler.* I do not see any need for two bodies as now 
constituted in the Glass bill. They were inserted in their present form 
by the special request of the Secretary of the Treasury. As to the 
central board and its composition, I think the Owen bill is to be criti- 
cized in the following particulars: 

(a) It gives no direct representation to the reserve banks. Yet 
these banks are certainly entitled to at least a minority representation 
inasmuch as the central board exercises the great banking powers of 
the country and practically has the ultimate welfare of each reserve 
bank in its hands. 

(b) I think the description of the characteristics of the men who 
are to be designated will be injurious. What is wanted in the 


“Since writing this comment, the Glass bill has been alt i 
mentioned. ; altered in the respect 
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appointed members is banking ability, and not knowledge of trans- 
portation, commerce, ete. 


CAPITAL OF BANKS 


Section 7. This section provides capital for the reserve banks and 
prescribes the methods of increasing and decreasing such capital. It 
follows substantially the lines in the Glass bill, sections 5 and 6, with 
some alterations, and I see no substantial or far-reaching objection 
to it. 

Section 8. Section 8 deals with earnings of reserve banks and is 
practically parallel to section 7 of the Glass bill. There are some 
minor differences in respect to which I think the Glass bill is prefer- 
able, e. g., in the creation of a fund to meet losses. The provision of 
the Owen bill exempting the reserve banks from taxation is not found 
in the Glass bill and is a good one.* 

Section 9. The first paragraph of this section calls for the deposit 
of Government funds in reserve banks and is parallel with section 20 
of the Glass bill. The objects aimed at in the two measures are sub- 
stantially the same. Paragraph 2 of section 9 is very much the same 
as paragraph 3 of section 20 of the Glass bill. Paragraph 4 in section 
g is elsewhere provided in the Glass bill. Paragraph 5 prescribes the 
kinds of business to be done by the reserve banks and is similar to the 
provisions of the Glass bill in sections 16 and 17, 18, etc. These pro- 
visions are very similar in the two measures, although there are some 
detailed differences. Without stopping to analyze these at present, it 
may be stated that there is no fundamental or broad separation between 
the two measures in this regard, except that the Glass bill allows the 
reserve banks to go into the open market for the purchase of paper 
while the Owen bill apparently would not. I believe that the terms of 
the Owen bill in this section are not in all cases sufficiently specific and 
need much limitation and explanation. 


CuRRENCY BoarpD 


Section to. In this section the powers of the National Currency 
Board are prescribed along substantially the same lines as in the Glass 
bill, in section 15. One broad power given in the Glass bill is with- 
held in the Owen bill. This is the power to regulate rates of discount 
at the reserve banks. This power should undoubtedly be granted the 
central board. Particularly is this true where the reserve banks are 
not allowed to go into the market for paper. Some of the reasons are 


as follows: 


*TIt is now incorporated in the latest draft of the Glass bill. 
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(a) The power to fix a minimum rate of discount enables the cen- 
tral board to regulate the extent of the discounts at each of the reserve 
banks with reference to others. It thus is able to keep a general con- 
trol over the operations of such banks and prevent them from going 
too far or attracting to themselves too large share of the capital of the 
country. The use of the power to fix a minimum rate of this kind 
would be very essential if the power should be given to reserve banks 
to borrow from one another, as it would serve the purpose of prevent- 
ing such banks from extending credits too largely in certain parts of 
the country, in order to foster boom or speculative conditions there. 
I do not think that there would be any danger in giving this power to 
a properly organized board with adequate sources of information at 
its disposal and full publicity for its acts. 

(b) The power to fix a rate in this way is an essential part of the 
idea of central control and is so important a matter that it should be 
under strict Government supervision, as it is in other countries. If not 
specifically dealt with in this bill, it will presumably be exercised by 
the reserve banks at their own will. This means that the largest and 
strongest of them will undoubtedly be able to control or dominate. 
In other words, the condition of affairs will be very much the same 
as it is under the present system. If it is to be desired not to give this 
power to the central board for various reasons, then the various 
reserve banks should not be allowed to do business with one another 
freely, as they are permitted to do under the terms of the Owen bill. 
They should be carefully restrained in this regard, the ultimate control 
of their power to deal with one another being left in the hands of the 
central board. The Owen bill, however, gives no such power of con- 
trol over inter-reserve-bank rediscounts, so far as can be noted, but 
leaves that matter to the banks themselves. 


RESERVE CHANGES 


Section 11. Section 11 is perhaps the most important section in the 
bill. In brief, it abolishes existing reserve requirements and substi- 
tutes a flat 15 per cent reserve for all banks, one-half at least to be 
kept as a balance in the reserve banks. By the terms of this section 
the whole of the reserve could, theoretically, be kept with the reserve 
banks, the individual banks simply keeping till money for current pay- 
ment. Viewed from any standpoint, this plan would have two very 
serious results: 

(a) It would stiffen the reserve requirements for the country banks. 
These now have to have 6 per cent in cash and 9 per cent with reserve 
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agents on which they get no interest. The Owen bill would cut them 
out of the interest; and, if they kept their balance with the reserve 
bank to the minimum—7'%4 per cent—they would have to add one- 
fourth more cash in their own vaults than they now do. If they estab- 
lished their balance with the reserve bank by rediscounting instead of 
by transferring cash, they would have to pay interest instead of earn- 
ing it through interest payments made to them by other banks. 

(b) It would lighten the reserve requirements in the cash of reserve 
city banks which now keep 12% per cent in cash, since after the pas- 
sage of this act they would only have to keep 7% per cent in cash at 
most. It would greatly lighten the requirements in the case of central 
reserve city banks which now have to keep 25 per cent, since they 
would, under this plan, have to hold only 7% per cent, at most, and 
might let their reserves run down almost to zero if they chose. 


Errrct oF ALTERATIONS 


The various effects of the proposed reserve provision may be 
worked out somewhat as follows: The net deposits subject to reserve 
requirements on June 14th, 1912, according to the Comptroller’s last 
annual report (page 266), were $7,050,134,993. The reserve required 
(ibid.) was $1,423,474,516, of which $875,598,548 had to be cash in 
the vaults. The sum then actually on hand, “due from reserve agents,” 
and in the redemption fund was $1,758,599,316, and of this the amount 
“due from reserve agents” was $525,459,880, leaving $1,233,139,436 of 
cash of all kinds. If, under the new plan, 15 per cent of $7,050,134,993 
were to be held in cash the sum needed would be $1,057,520,248, or 
$175,000,000 less than now held. Making the comparison on the basis 
of “reserve funds” actually held not on the basis of “cash,” it is seen 
that the “total reserve held” on the date mentioned was $1,505,459,880, 
of which $525,459,880 was with reserve agents, leaving about 
$980,000,000 in actual “reserve” cash. This would be about $77,000,000 
less than would be required under the new plan by the terms of our 
assumption. The former comparison, however, is the only fair one, 
because we are assuming that the transfer to the reserve banks is made 
in actual cash, and that no rediscounts are called for. If $175,000,000 
were set free by the new plan it would furnish a basis for about seven 
times that amount of loans on a 15 per cent basis, or a total loan expan- 
sion of about $1,225,000,000. To this would be added the possible loan 
expansion of the reserve banks through rediscounts, with a 50 per cent 
reserve, equal to about $1,057,000,000, or nearly $2,300,000,000 in all. 
It is, however, impossible to suppose that the transfer to the reserve 
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banks would be made entirely in cash. The Owen bill requires that at 
least 714 per cent, or one-half the reserve, be placed with the reserve 
banks. This is clearly to be furnished by rediscounts obtained from 
the reserve banks. Were that done, the remaining cash in the vaults 
of the banks would be only 7% per cent of $7,050,134,993. This is 
about $451,000,000 less than the $980,000,000 of “reserve” cash held 
by the banks on the date indicated. It is about $704,000,000 less than 
the total cash they held. Even if “redemption funds” be omitted and 
the comparison be based solely on specie and legal tenders held on the 
date indicated, the new reserve requirement would be $417,000,000 less 
than present specie and legal tenders held. Anywhere from $417,000,000 
to $704,000,000 would, therefore, be released on this basis. It may be 
claimed that a deduction needs to be made from cash released because 
a rediscount with a reserve bank under the Owen bill requires a 50 per 
cent reserve. It is clear that under the foregoing supposition the banks 
would have to establish a credit of about $528,000,000 with the reserve 
banks. Now, these banks would have at the start about, say, $100,- 
000,000 of capital (in money) and about, say, $200,000,000 of Govern- 
ment deposits in money. 

Supposing that they held $100,000,000 to protect these public 
deposits they would still be easily able to furnish $400,000,000 in redis- 
counts, and would have to draw in only about $64,000,000 to make the 
rediscounts called for at the start. If it be argued that the capital of 
the banks—$100,000,000—would have had to be drawn from the free 
supply of money, it will still ‘be true that at least $250,000,000 of cash 
would be set free by these operations. This, on a 7% per cent reserve 
basis, would be a possible loan expansion of $3,000,000,000 at least. 
Nor is this all. Under the Owen bill there is no reason why a bank 
should not carry, theoretically, its whole reserve with the reserve bank 
and obtain it by rediscount credits. Were this to be done, it would 
in the last analysis mean a transfer of $264,000,000 to the reserve 
banks, there to be used as a reserve against rediscounts of double that 
amount, or $528,000,000, this latter sum being the 714 per cent reserve 
before assumed to be carried in cash in the vaults of the individual 
banks. This operation, if carried through, then would set free 
$264,000,000 in addition to the $250,000,000 previously released, or in 
all $514,000,000 of cash. Somewhat the same result can be reached 
by taking $945,000,000 as the specie and legal tenders held by the 
banks on the date named, deducting $100,000,000 as the cash capital 
of the new reserve banks, leaving $845,000,000, dividing this by two 
to ascertain the reserve needed by the reserve banks, which would be 
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$422,500,000, thus showing a net release of equal amount, to which 
must be added $100,000,000 of Government cash made available for 
banking purposes, or a total release of $522,500,000 in all. Assuming 
that this sum were used by the banks as a 7% per cent reserve, the 
possible loan expansion would be about 12 times as great or perhaps 
$6,250,000,000—rather more than doubling, therefore, $5,953,000,000, 
the present volume of eligible bank paper. Other modes of estimating 
show even larger results. Long before this point had been reached in 
the process of expansion a serious panic, accompanied by gold exports, 
would have been induced. There are various ways of figuring this 
possible expansion—and this is the main point—but whatever plan may 
be followed will show an enormous increase in bank loans under this 
proposed system, undoubtedly running from two and a half to six 
billion dollars, according to circumstances. Moreover, as the reserve 
banks under the Owen bill have to keep a very large reserve (50 per 
cent) they would not be,able to be of much assistance if the banks 
finally got into trouble through over-expansion of loans. 


RESERVE BANK RESERVES 


Section 12. This section deals with reserves of reserve banks, of 
which something has already been said, prescribing that there shall be 
50 per cent gold behind the liabilities of every reserve bank. The 
Glass bill provides a reserve of 25 per cent behind deposits and 40 or 
50 behind notes, according to the method of note issue. It seems, 
therefore, as if the Owen bill provided a stronger reserve. This is 
hardly the case, however. The Glass bill goes on to call for a second- 
ary reserve of quick commercial paper. As a matter of fact, the 
amount of cash to be kept in the reserve banks will be regulated largely 
by the banks themselves, and the statutory requirements as to the 
amount are not fundamentally important, provided that sufficient flexi- 
bility is allowed. The Glass bill supplies this flexibility by its pro- 
visions as to the holding of a secondary reserve of commercial paper, 
while the Owen bill furnishes it by allowing the reserve to fall off 
subject to tax. The former method is the better. In the Glass biil, 
however, a provision has been made for suspending the reserve require- 
ments subject to such a tax, but this is left in the hands of the Federal 
Reserve Board, as it ought to be, as such suspension should be man- 
aged through the ultimate central authority. 

Section 13. This section provides practically the same plan of note 
issue that was worked out by Secretary McAdoo, and is found in both 
the Glass and Owen bills in a general form. The Owen bill leaves the 
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conditions as to the protection of the notes by commercial paper some- 
what vague, and is open to criticism on that account. The Owen bill, 
moreover, provides for the charging of a minimum rate of 3 per cent 
per annum for the first four months upon the notes. Inasmuch as a 
reserve of 50 per cent has to be held behind the notes, this means that 
every dollar of flexibility in the currency costs the bank 6 per cent per 
annum. This, of course, makes the notes almost prohibitive in cost. 
I do not believe that the note section is satisfactorily worked out 
(a) because of its lack of fullness and preciseness, (b) because of the 
oppressive taxes it applies. 

Section 14. This relates to examinations and parallels the examina- 
tion sections of the Glass bill, except that the latter are longer and 
more detailed. The Owen bill calls for more reports from the reserve 
banks than does the Glass bill. This is a good point. An unwise 
feature of this section is found in the provision which allows directors 
of reserve banks to fix the payments to be made to national and state 
examiners. Such payment should be fixed by Government authority, 
preferably exercised through the reserve board. 


GrRAvE Doust As TO BILL 


In a general way, there are certain features of the Owen bill which 
must cause very grave doubt. These are as follows: 

(a) Practically unrestricted power on the part of the reserve banks 
to deal with cne another and presumably to transfer their reserves to 
one another through the exercise of the deposit function. 

(b) Lack of Government control of any real type, inasmuch as the 
fundamental authority vested in the reserve board is inadequate, owing 
to the withholding of the power over the rate of discount and the 
power to regulate the regulations between the reserve banks. 

(c) Excessive reduction of reserve requirements to such an extent 
as to afford reasonable ground for fearing that the measure would 
lead to a serious inflation of bank loans with the resultant danger. 

(d) Defective regulation of reserve requirements. 


(e) Excessively costly note issues practically making the notes an 
emergency currency. 


DEMAND FOR GOLD 


At the present time it is well known there‘is a great demand for 
gold in Europe, and owing to the methods of banking pursued in the 
United States the strain will probably be shifted largely to this country 
and will effect a reduction of our great gold supply if we show the 


SENATORIAL OPPOSITION 239 


slightest disposition to permit it. Under the Owen bill such a relaxa- 
tion of the reserve requirements would occur as almost to insure the 
exportation of a large volume of gold. This would occur because of 
the great letting down in the requirements fundamentally, but it would 
also be likely to be furthered by the fact that the Owen bill does not 
describe minutely the terms upon which the change in reserve is to 
take place. It simply establishes a term of two years during which the 
change from the old to the new system will be effected practically at 
the discretion of the bank. During this time there might be a good 
many banks operating on one system of reserve and others on another. 
The most dangerous aspect of the case is seen in the fact that the 
reserve banks would have no control of the situation, because the infla- 
tion would occur before they had had much opportunity to check it 
through the use of the rediscount function. 

In general terms, the Owen bill may be said to offer too many loop- 
holes of danger, to be too vague and loose in its terms, and to play too 
largely into the hands of existing large banks. The difficulty under 
the present system does not lie with the country banks, but with the 
city banks, and yet the Owen bill makes large concessions to the city 
banks while it makes materially stiffer requirements of the country 
banks. 


Views of Financiers 

The memorandum in question called forth no comment 
from Senator Owen himself. He had, however, taken steps 
to get the views of various financiers on his bill. Besides being 
circulated among some members of Congress, copies of it were 
sent to New York and shortly appeared there in the hands of 
financiers. Some of these expressed decided satisfaction with 
the measure—in particular the president of one of the larger 
national banks who had been identified with the Aldrich bill 
movement praised it highly in conversation, saying, “It is 
simple and easy to understand. In about twenty minutes a 
man can master it. I believe this would be all right.’’ This 
attitude in some aspects threw light upon the intimations that 
have since been expressed to the effect that the Owen bill 
(never before published until now) was in some way a measure 
designed to protect general popular interests the way that the 
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Glass bill did not. Other bankers who had received it, how- 
ever, were less well pleased with the bill. Certain of them 
complained of what they termed the “loose language” of the 
measure and of the lack of harmony and vagueness of the ex- 
pressions used in it. Samuel Untermyer of 32 Wall Street, 
who as already seen, had taken a considerable interest in the 
early effort to develop a bill, described the measure as being 
correct in principle, although he admitted that there were 
many flaws which would need to be worked out. The bill 
was taken up for consideration at informal gatherings held 
at the Yonkers house of Mr. Untermyer. At some of these 
Mr. Bryan was present. In Washington the measure was dis- 
tributed to the members of the Banking and Currency Com- 
mittee and other senators, while copies of it were placed in 
the hands of the President and Secretary McAdoo as repre- 
senting what Senator Owen was prepared to urge upon his 
Committee. 


President’s Problem 


At the middle of May President Wilson had before him 
three distinct plans of banking and currency reform: (1) the 
Glass bill drafted as already described, (2) the Owen bill 
shaped by Senator Owen and his advisers as just indicated, 
and (3) the McAdoo plan (already reviewed in a former 
chapter), which was not in bill form but constituted the basis 
for proposed legislation. It will be observed that none of 
these bills had become generally or widely known either in 
Congress or outside of it. The Glass bill had become known 
in outline only to a few bankers and others who had made 
special inquiries concerning it. The McAdoo plan had been 
distributed to selected bankers with a view to getting their 
indorsement, which, however, had not been forthcoming. The 
Owen plan had likewise been distributed and had been given 
a limited support, by a small group of bankers. Although 
efforts were made by Secretary McAdoo and Senator Owen 
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to focus upon the President such support as they could get in 
favor of their respective plans, nothing had been done: by 
Chairman Glass in this direction until he began to fear the 
possibility that the McAdoo plan might gain ground with 
the bankers, when, as has been seen, he obtained criticisms 
regarding it from a limited number of well-known financiers. 
But essentially, it was necessary for the President to make his 
own choice, particularly as Colonel House was no longer 
within reach, he having sailed for Europe. It had required 
about three weeks for President Wilson to reach a definite 
conclusion as to his course of action. During that time but 
little was heard from him, save for an occasional question 
or a brief conference with some of those who were responsible 
for the preparation of the new measure. But when towards 
the beginning of June he finally announced to Chairman Glass 
his intention to discard the McAdoo plan and to support the 
Glass bill, making it an administration measure, the decision 
implied that the project of Senator Owen must also be dis- 
carded. The memoranda and analyses submitted to him, and 
the positive information that the Owen bill was out of the 
‘question, convinced him and he issued the needful orders. 
Senator Owen, although far from pleased, finally expressed a 
willingness to “work over” the terms of the Glass measure with 
a view to introduction. 


An Identical Bill 

The President expressed to him a desire that the bill should 
be introduced simultaneously in the House and Senate and that 
it should be understood that in both chambers it represented 
the views of the administration. This of course made it neces- 
sary to obtain the unequivocal assent of Mr. Owen to the 
measure as it then stood. In view of the fact that the Presi- 
dent had expressed a disinclination to have the bill altered in 
any essential particular, Senator Owen’s field for possible 
changes originating in the Senate, prior to the introduction 
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of the bill, seemed to be exceedingly small. At a series of 
conferences which occurred during the week ending June 10 
Senator Owen sought to secure such alterations as he could 
within the narrow limits thus granted. In particular he un- 
dertook to show that the reserve provisions of the bill were 
unreasonably drastic, and that if applied as they stood they 
would “result in drawing into the new banks all the money 
of the country” and perhaps more. He further objected to a 
variety of minor points contained in the draft as it then stood. 
In answer to the criticism on the reserve provisions, it was 
comparatively easy to show that no such consequences as he 
expected would follow the operation of the reserve section. 
Nothing whatever was advanced to show that the reserve sec- 
tion would require more money than was needed to meet exist- 
ing banking law demand, but rather the contrary, since it 
appeared plainly that the act would in operation tend to relax 
the reserve requirements to a limited extent, thereby probably 
freeing a considerable amount of reserve money, should the 
bankers be willing to take advantage of the privilege of redis- 
counting from the very outset. The close of the conferences 
therefore left Senator Owen practically unable to effect any 
modifications of even secondary importance in the text of the 
measure.” It was agreed on Monday, June 12, that the pro- 
posed bill should be submitted to the President on the follow- 
ing day and that it should be held in strict confidence until 
such time as the introduction of the measure was authorized, 


2 Mr. Glass wrote on June 9g: 

“Owen today manifested every disposition to be conciliatory and to come largely 
to the terms and details of my bill. He unhesitatingly avows his enthusiastic indorse- 
ment of McAdoo’s scheme; but when I told him that I was almost unalterably opposed 
to it and believed it would create a political revulsion in this country, he greatly 
modified his position and said, that being true, he would not be willing to follow the 
Secretary. He spoke of the forthcoming meeting of the currency commission of the 
American Bankers’ Association and said he apprehended that the action taken there 
would correctly reflect the business sentiment of the country. It is, therefore, im- 
portant that there should be no mincing of matters when the currency commission 
meets. If it will approve our bill in a straightforward way I am sure we shall be 
able to accomplish something. If you do not mind, I would be glad if you would 
read this paragraph of this letter to our friend Mr. Hepburn. 

“T have an appointment with McAdoo at five o’clock this afternoon, when I shall 
expect to learn whether he proposes to persist in his advocacy of this new scheme. 
I have reason to think that there will be a halt in this direction.” 
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a step which, it was supposed, would probably be taken im- 
mediately. This expectation, however, was not precisely ful- 
filled, owing to difficulties which arose out of the relationship 
between the President on the one hand and Mr. Bryan on the 
other. These must be reviewed at some length in the next 
chapter. 


CHAPTER XIII 
PLACATING THE RADICALS 


The Bryan Influence 


Although it had been possible to effect a working arrange- 
ment with Senator Owen, largely by the expedient of merely 
laying down the law, the President stating his views as to the 
introduction of a bill in identical form in both House and 
Senate, this method had its own elements of difficulty. In the 
last chapter it has been seen that there had already been indi- 
cations of a junction between the Bryan element in the Con- 
gress and in the Cabinet. Senator Owen’s agreement to 
introduce the Glass bill in the Senate and to lay aside the plan 
which he himself had framed on the Glass model was a tech- 
nical step toward success, but still left open enormous possi- 
bilities of future difficulties. It was recognized from the out- 
set that, even though the Glass bill should be given a nominal 
start in the Senate, there would be an immense field of pos- 
sible trouble in the Senate Banking and Currency Committee, 
which contained some convinced Bryan men as well as a group 
of general radicals who were likely to be opposed to prac- 
tically anything that might be suggested. More than mere 
toleration for the measure was accordingly necessary, and 
President Wilson recognized from the beginning that it would 
be essential to have the bona fide sincere support of Mr. Bryan. 
The question whether this could be had was another matter. 
Having for the moment turned the flank of the opposition by 
securing Senator Owen’s agreement to introduce the measure 
in the Senate, the President now had to undertake the much 
harder task of seeing to the support of it. 
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Cabinet Situation 


In order to get a thorough understanding of the situation 
existing at about the beginning of June, 1913, it is necessary 
to review very briefly the relations which had been established 
with Secretary Bryan during the first three months of the 
Wilson administration. Mr. Bryan had been a member of the 
original Cabinet which took office on March 4, and from the 
beginning of his membership in the Wilson administration had 
been very desirous of knowing the direction to be taken by 
banking legislation. Indeed, Mr. Bryan had hardly taken 
office before he began to inquire about the rumors which he 
had heard concerning the President’s attitude on banking, as 
well as the situation which was supposed to exist in the Bank- 
ing and Currency Committee of the House. The President 
referred his Secretary of State to the Treasury Department 
and Mr. Bryan’s inquiries became so numerous and specific 
that they were described by the Secretary of the Treasury in 
conversation as “‘very embarrassing.” This embarrassment 
was probably greater on account of the fact that the Secretary 
of the Treasury himself did not at the time have more than a 
very general knowledge of what was being done. 

Secretary Bryan had been feeling greater and greater 
anxiety regarding the prospects of the new measure and a 
small group of members in the House of Representatives had 
been goading him to take action against the plan which was 
being shaped with the approval of the President under the 
direction of Chairman Glass. At some conversations which 
he had held with Treasury officers and with members of Con- 
gress favorable to the bill, he had been assured that there was 
nothing that would give him ground for anxiety or reason for 
opposition, and he was urged to wait patiently until the final 
completion of the measure. The preparation of the final draft 
and the fact that all was now presumably ready gave Mr. 
Bryan opportunity for demanding further information. 

As has been seen, the negotiations during March and April 
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with reference to the currency situation did not result in any 
general distribution of copies of the proposed bill, so that 
Mr. Bryan was unable to obtain more than extremely vague 
and scanty descriptions of its contents. It was, therefore, 
necessary for him to confine his discussion of it largely to gen- 
eralities and hypotheses. Those who opposed the bill in Con- 
gress had counted very largely upon the assistance of Mr. 
Bryan in the belief that the proposed measure would be what 
was then technically called ‘‘conservative,” so that Mr. Bryan 
could be counted upon to assist in defeating it. This danger 
was very early perceived by the friends of the bill, but they 
did not succeed in obtaining from Mr. Bryan anything more 
than vague expressions of desire to see something satisfactory 
and useful enacted. As soon, however, as the first print of the 
Glass bill in confidential form was made immediately after 
President. Wilson had reached his decision to support the 
measure and had so notified Secretary McAdoo and Senator 
Owen, copies of the completed measure were at once given, as 
they necessarily had to be, to Senator Owen, the plan being 
that he, if willing to do so, should introduce the measure in 
the Senate simultaneously with similar action in the House on 
the part of Mr. Glass as well as other members of the Senate 
Committee. It is probable that only a few hours elapsed 
between the handing of the printed bill to Senator Owen and 
the time when it came into the possession of Mr. Bryan. Such 
at least is the testimony of some of those who were in close 
touch with the situation. Hardly had copies of the revised 
draft been struck off from the press when members of the 
Senate Banking Committee who were closely in Mr. Bryan’s 
confidence hastened to him with the confidential draft and 
undertook an analysis of its terms. Mr. Bryan and these 
advisers immediately hit upon two points of serious criticism: 
(1) the fact that bankers were permitted to elect representa- 
tives who should have seats upon the Federal Reserve Board. 
and (2) the arrangements made for the refunding of the out-_ 
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standing 2 per cent bonds and the retirement of the national 
bank notes based thereon. What had been done with refer- 
ence to the note issue was partially satisfactory, but on the 
points mentioned the definite opinion was reached that 
changes must be obtained. This opinion was speedily con- 
veyed to the President. 


A Bryan Ultimatum 


Mr. Bryan after a careful study of the terms of the meas- 
ure expressed willingness to accept the general outline and plan 
of the bill, but desired that the following changes be definitely 
introduced into it. 


I, Revision of the section on notes so that they should 
appear to be government notes or Treasury notes, 
guaranteed by the government, issued by the govern- 
ment, and payable to the government—in other words, 
a government currency. 

2. Revision of the sections relating to the organization of the 
Federal Reserve Board or controlling body of the 
system so that it should be a purely governmental body 
selected by the President and confirmed by the Senate. 

3. Modification of the sections relating to public deposits in 
such a way as to insure full government control over 
public funds at all times. 


This proposal was the second serious problem with which 
the framers of the bill had had to contend in a political way, 
the first being the effort to substitute the McAdoo-Williams 
scheme with its proposal for a government-operated system of 
sub-treasury banking. It was recognized that it was undoubt- 
edly necessary to meet the Bryan proposal frankly and squarely. 
To ignore it would have meant to encounter an opposition in 
Congress which could practically not have been overcome and 
would almost certainly have insured the defeat of any measure 
against which it was directed. The question therefore became 
essentially this—how can the requirements of Mr. Bryan and 
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his section of the Democratic party be met without essentially 
destroying the purposes of the Federal Reserve Act? On this 
point the most urgent and critical question was evidently that 
relating to the note issue, and this was the first to be taken in 
hand. 


Shift in Note Issue 


In its original form the bill had intended to provide for 
the issue of bank notes by federal reserve banks, such notes 
to be in no respect different from ordinary bank currency, but 
representing simply the liability of the bank. As such they 
would of course have possessed an unusual credit, due to the 
peculiar standing of federal banks as the representatives of 
the combined strength of many banks, but they would have 
had no public or governmental quality. It had been a tradi- 
tion in the Democratic party for many years that there was 
something objectionable in the issue of such bank notes. The 
philosophy of the party on this point ran about as follows: 
The issue of notes is a function of the government and their 
value and circulating power are largely due to the fact that 
they are issued with a governmental stamp. There is also a 
large profit to be gained from the circulation of money or its 
substitutes and this profit should inure to the government 
under whose auspices such money is circulated. Paper cur- 
rency should therefore never be issued without some arrange- 
ment whereby a substantial part or the whole of the profits 
derived from it should be taken by the government. True, 
Democratic politicians had always complained of the so-called 
“double profit” supposedly derived by the banks from the fact 
that they drew interest on the bonds which they deposited in 
trust and at the same time obtained interest on the loans of 
notes which they arranged with their customers. As applied 
to the federal reserve notes, the argument against their issue 
purely as bank notes was materially weakened by the fact that 
the law provided for the payment to the government of all 
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profits by the banks over and above 6 per cent of capital stock. 
Nevertheless it remained true that Mr. Bryan and his asso- 
ciates in the silver wing of the Democratic party were indis- 
posed to recognize a power vested in governmentally chartered 
institutions of issuing what was called ‘‘asset currency.” 
Hence the Bryan proposal practically amounted to a request 
that the new notes should be issued by the government instead 
of by the banks, the banks being merely the instrumentalities 
through which they were to be paid out. It was of course true 
that provision had been made for the custodianship of ‘‘collat- 
eral” to be held behind federal reserve notes by a govern- 
mentally appointed officer known as a “federal reserve agent,” 
but under the provision of the original bill it would still have 
been the case that the notes would not have been liabilities of 
the government and would not have been necessarily subject to 
control in the conditions of this issue. Practically applied, 
therefore, as a proposed amendment to the new bill, Mr. 
Bryan’s ideas might be sketched as follows: 


1. That the new notes should confessedly make their ap- 
pearance as Treasury notes to be obligations of the 
government. 

2. That such notes should be issued only upon. application 
to the government or to a governmentally appointed 
body. 

3. That redemption of these notes should be provided for in 
Washington through the agencies of the government. 


An examination of these elements of note issue showed 
that none of them was necessarily inconsistent with the mecha- 
nism or working of the Federal Reserve Act. The question at 
issue was largely one of theory, since discussion developed that 
there was little or no disposition to disturb or change in 
any material respect the mechanism for note issue which had 
been provided in the existing draft of the Federal Reserve 
Act, and since the question of making the notes government 
obligations would not necessarily change the conditions under 
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which they were to be issued. It was of course undesirable as _ 
always to add to the volume of government obligations out- 
standing or to have in existence notes whose real nature was 
that of a bank note but whose technical character was that of a 
government issue. Full discussion therefore resulted in an 
agreement to make these changes, if by so doing the support 
of the Bryan element in Congress could be secured. 


Composition of Board 


As to the other question—the composition of the con- 
trolling or central body—the case was more difficult. In the 
original draft of the bill, as has been noted at another point, it 
had been intended to vest the real management of the federal 
reserve system in the hands of an executive committee repre- 
senting the Board, consisting primarily of bankers. This 
executive committee was intended to contain a sufficient 
amount of government representation to insure freedom from 
undue control or influence on the part of the banking com- 
munity, but it was intended to be genuinely representative of 
the bankers of the country and to constitute in the best sense 
of the term a “banking board.” The idea of turning it into 
a government body of the conventional type constituted a dis- 
tinct innovation in the proposed make-up of the system and 
one which it was believed would undoubtedly alter in no small 
degree the attitude of the banking community toward the 
measure. It was therefore felt that the proposed change ought 
not to be introduced: except as a matter of the utmost urgency 
from a political standpoint. President Wilson had, however, 
been convinced by Mr. Bryan and his associates that a change 
in the composition of the proposed Board, whereby it would 
become an active government body, was essential, and he 
resolved to secure the modification of the measure accordingly. 
The outcome cannot be better stated than in the language of 
a letter written by Mr. Glass within a few minutes after the 
White House interview at which the proposed amendments 
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were practically ordered incorporated in the pending measure. 
Mr. Glass wrote the author as follows: 


Tonight I had a three hour sitting at the White House, 
the result being that the President wants the bond refunding 
cut out of the bill. He knew of no particular opposition but 
feared a fight on this provision might develop. I told him 
I believed that feature strengthened the bill but I would offer 
no serious objection to its elimination. 

- He then proposed to eliminate all banking representation 
from the Federal Reserve Board. To this I urgently objected. 
He would have the President directly name four members of 
this board, together with the ex-officio members, making it 
an entirely government affair. I pointed out the injustice to 
the banks involved in this idea, and McAdoo upheld me for a 
while. I also told the President his proposition would put the 
whole scheme into politics and that he could not expect a 
powerful Republican minority in the Senate to sit quietly by 
and permit the creation of a banking system, the absolute 
control of which, to begin with, would be in the hands of men 
all appointed by a Democratic President. I\said to him I con- 
sidered the proposal both inexpedient and fundamentally 
wrong; but Owen promptly agreed to it and McAdoo yielded 
also. Jt is wrong, totally wrong, in my judgment and they 
will find it out pretty soon. 

On getting back here at midnight I found Bulkley waiting 
for me. He stayed till one a. M. and declared his purpose 
to protest to the President tomorrow against the proposed 
changes. I shall continue to object. These two changes are 
all proposed. 


Mr. Glass’s View 

It is thus seen that Mr. Glass had with great reluctance 
accepted on behalf of the Committee the change whereby the 
composition of the Federal Reserve Board was materially 
altered. It is proper to add at this point that the change in 
the composition of the Federal Reserve Board, although regret- 
fully accepted by Mr. Glass, was subsequently heartily ap- 
proved by him and that in several public addresses he later 
testified to his change of view, expressing in unequivocal lan- 
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guage the belief that the original proposal had not been wise.” 
Whether wise or unwise the plan first put forward was at all 
events abandoned, and in its place there now appeared a pro- 
vision calling for the appointment of a Board of seven mem- 
bers, two of whom should be the Secretary of the Treasury 
and the Comptroller of the Currency, while five should be 
appointed by the President of the United States by and with 
the advice and consent of the Senate. Some time was required 
in securing the complete alteration of the section relating to the 
note issues and that relating to the composition of the Federal 
Reserve Board, and in securing the incorporation of some 
minor changes that had been agreed upon. The bill, however, 
made its appearance in final amended form on June 23, and as 
thus reconstructed met the approval of Mr. Bryan, who ful- 
filled his part of the undertaking relating to the bill by issuing 
to the press a statement heartily indorsing the measure in prac- 
tically every particular. This statement became public on 
June 25, 1913. The Philadelphia Public Ledger, on June 26, 
published the following article: 


SECRETARY OF STATE BRYAN ON THE CURRENCY BILL 
Specially Written for the Public Ledger 


The Currency Bill, prepared by Chairman Owen, of the Senate, 
and Chairman Glass, of the House, in conjunction with President 


1 The change in the note issue whereby the original provision for bank notes was 
converted into provision for an issue of Treasury notes was deeply regretted by all 
who were familiar with the banking and monetary history of the United States. 
And yet it was made in such a form as to be perhaps least obnoxious. When it 
became evident that this concession at least must be made to Mr. Bryan, Mr. Glass 
sought an interview with President Wilson and represented to the latter the argu- 
ments against the adoption of the alteration, His argument availed nothing, the 
President pointing out that in the discussion it had been agreed that the new notes 
should be issued only at the instance of the reserve bank, should get into circulation 
only through the natural method of issue to customers who presented eligible paper 
for discount and should be retired through the retention of the elaborate provisions 
designed to guarantee elasticity which were embodied in the law. The fact that the 
new notes were to be made obligations of the United States receivable by the govern- 
ment and thus technically a government currency and the further fact that they were 
to be issued only at the consent of the Treasury authorities, were by him regarded as 
unessential elements which might well be waived if in so waiving them it was feasible 
to obtain important concessions from opponents who might otherwise destroy the 
whole legislation. There was force in this argument and Chairman Glass became 
entirely converted to the course demanded by President Wilson, giving his assent to 


the modifications made although never probably approving them in his own mind save 
as a means of obtaining actual progress. 
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Wilson and Secretary McAdoo, is now before the country for dis- 
cussion. 

It is known as the President’s bill, because his influence was 
paramount in reconciling the difference existing between those favor- 
ing currency legislation. 

The President, in his message to Congress, urged immediate action 
and was felicitous in the language employed. He pointed out the need 
of legislation which will enable the business world to make use of its 
securities in times of emergency. While he did not outline a measure, 
his message should be interpreted in the light of the bill which has 
already been given to the Public. 

The first question to be considered is whether there should be 
immediate legislation. It would be hard to answer the question in 
the negative, in view of the fact that the need for currency legislation 
has been emphasized in every quarter and by all who have cared to 
express themselves on the subject. 

This objection, however, can hardly be made when it is remembered 
that resort has been had to nearly every form of investigation during 
the last few years, so that it may be assumed that every one who 
desires to form an opinion has had an opportunity to do so. 

As a matter of fact, the fundamental principles involved in cur- 
rency legislation are so well understood that the delay, however 
extended, and no investigation, however thorough, would be likely 
to change the minds of those whose duty it is to act upon the matter. 

A request for delay may, therefore, be regarded as a motion for 
continuance, made by those who object to the principles upon which 
the bill is drawn; and a demand for further investigation can fairly 
be considered in the same way. So true is this, that it is quite certain 
that those who now favor delay would, in all probability, have been 
the very ones to urge speedy action if the bill had been differently 
drawn. 

When the bill is considered upon its merits, one at once realizes 
that it is written from the standpoint of the people rather than from 
the standpoint of the financiers. The latter are quite unanimous in 
the belief that the issue of money is ‘“‘a function of the banks’ and 
that “the Government ought not to go into the banking business.”’ 

The Democratic party, however, has consistently taken the position 
that the issue of money is “a function of the Government” and should 
not be delegated to banks. It all depends upon the point of view from 
which one considers this question, or, for that matter, any public 
question. - 
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President Wilson, in his letter of acceptance and in his speeches, 
reiterated his determination to look at all questions from the standpoint 
of the people rather than from the standpoint of a privileged few. 
This was the central theme of his addresses, and he cannot well depart 
from this position in the framing of a currency law, especially since 
the Democratic Party has never deviated from this position in its 
platforms. 

If currency reform is to come under a Democratic President, a 
Democratic Senate and a Democratic House, it must come along lines 
in harmony with Democratic history and doctrine. 

This bill involves three fundamental principles: 

First. The notes issued must be issued by the Government and not 

by the banks. 

Seconp. The issue must be controlled by public servants and not 

by private institutions or individuals. 

Tuirp. The emergency currency issued must be issued through 

State banks as well as through national banks. 

This bill as prepared observes these three requirements. The right 
of the Government to issue money is not surrendered to the banks; 
the control over the money so issued is not relinquished by the Gov- 
ernment, and national banks are not given a monopoly of the benefits 
flowing from the issue of these emergency notes. 

The people, having safeguarded their rights in the three particulars 
above mentioned, can afford to deal liberally with the remaining pro- 
visions of the bill. The regional reserve banks will prove of great 
advantage to business. Each reserve bank will be a commercial center 
and this center will be much nearer to the extremes than the few large 
cities are to the banks which have been compelled to reach the public 
through them. k 

These national reserve banks will give to the individual banks a 
security for their reserves that is lacking under the present system— 
a security which will go far toward preventing panics. 


The national banks, however much they may be inclined to object 
to the extension to State banks to the right to borrow emergency 
treasury notes, will find this bill so advantageous as to make them 
willing to accept its provisions. The right to borrow treasury notes 
on an equitable basis, without having to put up bonds, is a distinct 
benefit, and yet a benefit which can be granted with advantages to the 
community represented as well as with safety to the Government. 

When a bank is compelled to put up bonds as a security it has 
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already parted with as much money as it can possibly borrow upon 
them. Hence a bond basis reduces to a minimum the advantages to 
be derived from borrowing. 

Why should the Government require bonds as security for the 
loans to be made when the other security provided for is adequate? 
The Government can have no interest in prescribing onerous condi- 
tions to the banking world. The regional reserve bank, representing 
as it does the banks of its district, would be financially good for the 
money borrowed even if it was not required to put up specific security, 
but its security is made greater by the fact that collateral will be put 
up to secure each loan. 

It is possible, under this plan, to provide immediate relief to any 
section of the country, and thus cure in the very beginning a condition 
which, if allowed to continue, might precipitate a panic. 

It is not contended that the bill is perfect in detail. No one, or 
even a few, can hope to draft any measure upon any important subject 
which will in every detail be satisfactory to the 500 Senators and 
Representatives who must pass upon it. Whatever defects it may have 
will be brought out by discussion and cured by amendment. 

But, considering the principles involved, who can afford to oppose 
so wise a measure as that now offered? Not the general public, 
because their rights are fully protected. Not the business interests, 
for their needs are fully met. Not the State banks, for they come, 
for the first time, into association with the national banks in the 
enjoyment of accommodations furnished by the Government. Not 
the average national bank, because.the President’s plan is to it a life 
preserver. Who, then, can object? 

Only two classes: Those who dispute the right of the people to 
issue through their Government the money which the people need, 
and those who, distrusting the representatives chosen by the people to 
guard the public welfare, would deny the Government Officials control 
over the issuance of emergency notes. 

(Signed) W. J. Bryan 
Washington, June 24, 1913. 


Effect of Bryan Concessions 

-In view of the constant statements which have made their 
appearance on many occasions in the past few years, and 
which are still heard at intervals, to the effect that the Federal 
Reserve Act was in some way “drafted” by Mr. Bryan or his 
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associates, it is worth while to devote some consideration to 
the exact effect produced by the changes which have just been 
outlined. The effort has been made at earlier points in this 
volume to appraise as accurately as possible the contribution 
made by different elements in the various political groups 
and in the outside community to the make-up of the Federal 
Reserve Act and to assign to each as truthfully as may be its 
due responsibility. Justice requires a non-partisan effort of 
the same kind with respect to the work done by Mr. Bryan 
in this connection. 

Undoubtedly a place of first rank must be assigned to the 
change which was made in the Federal Reserve Act whereby 
the management of the system was shifted from the hands of 
a body largely composed of bankers acting in at least an influ- 
ential advisory capacity to those of a body composed only of 
government appointees. .Later experience was to show that 
many of the troubles of the reserve system grew out of this 
change. What these were will appear in later chapters, but 
at this point it is proper to anticipate sufficiently to say that 
the dangers of political influence which were expressed in 
many quarters when the make-up of the Federal Reserve 
Board became known were never warranted in the sense in 
which their authors intended them, but were amply warranted 
in a broader and more serious sense as experience regrettably 
made plain. In a certain broad sense, therefore, it may quite 
frankly be conceded that the effect of Mr. Bryan’s interposi- 
tion was to make the change from a business to a political 
control of the federal reserve system. When this change is 
attributed to Mr. Bryan it should be definitely understood 
that what is meant is that element in the Democratic party of 
which Mr. Bryan was the recognized head. Undoubtedly the 
change thus made was made with his full approbation and at 
his demand. But even had he been opposed to it, it would 
seem highly probable that this change would have been forced 
before the bill had gone far. Some concession to the Bryan 
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element in Congress and in the nation was undoubtedly 
unavoidable. Even had Mr. Bryan’s own judgment com- 
mended to him the original plan of the bill, it would have been 
necessary for him to recognize the feelings of his followers, 
and if he expected to remain at their head to make this con- 
cession to them. On the other hand it may well be questioned 
whether the original plan of the Federal Reserve Act would 
have operated any better. In drafting the original provision 
the greatest doubt had been felt as to the wisdom of it. Many 
changes in it had been made during the early stages of the 
measure and at one time consideration was given to the pro- 
posal, later to figure prominently in the discussion of federal 
reserve affairs, that the federal reserve banks themselves be 
given the power of selecting individuals from their own dis- 
tricts who should together make up the Federal Reserve Board, 
perhaps with an added element of members drawn from public 
life. 


Bankers’ Responsibility 

It is probable that this plan or something like it might have 
been retained in the bill had not the attitude of the bankers 
made it perfectly evident that they would submit neither to 
the holding of stock in the reserve bank by private individuals 
nor to the acceptance of deposits from individuals nor to the 
making of direct discounts for such individuals. If the reserve 
banks were to be in a large sense “‘bankers’ banks’’—operated 
by bankers for bankers and under banking auspices—it might 
well be questioned whether the additional step of giving to 
the bankers complete powers of self-management was wise. 
It would have cut the government quite effectually out of any 
direct control over the affairs of the reserve system, and since 
the public was already effectually excluded through the refusal 
to do business with it, the effect of such legislation would have 
been to strengthen in very large measure the hands of an 
interest in the community which would thus have been given 
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that basis for monopoly power which it was believed by many 
to possess already. All in all, therefore, it may be a very fair 
question whether the change insisted upon by Mr. Bryan was 
not a necessary offset to the highly narrow and specialized 
character which had been bestowed upon the reserve banks as 
the result of the necessities of the banking situation itself. 

And yet it cannot be denied that the change thus introduced 
was a change in one of the main features of the system and 
that to that extent an important participation had been granted 
to Mr. Bryan and the so-called radical element of the party. 
It was much more than a “sop” to radicalism that had been 
granted—it was a recognition of a certain element in the radi- 
cal program, fixed as this was upon the theory of government 
control of business. It was a yielding of the classical doctrine 
of laissez faire in banking in favor of the idea of public par- 
ticipation and direction. The change made was certain to 
breed trouble and speedily did so but whether that trouble was 
greater than would have come from a retention of the original 
program may well be questioned. 


Public Indifference 


Although at the time a certain amount of discussion was 
centered upon the composition of the Federal Reserve Board, 
the fact that it had been altered as a result of Bryan demands 
was not very widely recognized and the composition of the 
Board really received much less notice than it was entitled to, 
as well as much less than was given to the subject of note . 
issues. On the latter point very considerable debate imme- 
diately developed. Democrats apparently were completely 
satisfied by the fact that the notes of the new system were to 
be obtained only from the Treasury, could be refused by the 
Board, were government obligations, and in everything but 
name possessed the quality of legal tender. It was, as one 
New England senator remarked in conversation, “a necessary 
concession to past precedent, very pleasing to the Democratic 
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party.” Perhaps this judgment was well.founded but in any 
case the change in the note issue thus introduced was of no 
immediate importance whatever. Since the bill retained the 
safeguards surrounding the issue and protection of the notes 
and the establishment of reserves against them which had 
been originally provided there was no reason to fear overissues 
or unsoundness. From the immediate standpoint the judg- 
ment of President Wilson coinciding with that of Henry IV 
to the effect that “Paris is well worth a mass,” was amply 
justified. He had given the radicals what appeared to be the 
exterior shell of currency inflation while retaining beneath it 
the sound interior which would prevent decay. 


Control of Boards of Directors 

At one other point changes occurred as a result of the 
Bryan influence which as matters turned out were of no impor- 
tance but which deserve attention. It had been originally 
planned to give the government representation on the boards 
of directors of the federal reserve banks, but this provision 
now became a definite authorization for the appointment of 
three such directors (one-third of all) with the explicit stipu- 
lation that one to be named as federal reserve agent should also 
be chairman of the board of directors. This provision was one 
which gave no little anxiety to bankers for a little time, since 
they feared that the chairman of the board was intended to be, 
or would by some expedient be made, the operating head of 
the bank to which he was named. This was never the intention 
nor did it develop as the fact, and while it was not deemed 
expedient in the bill itself to specify in detail the organization 
of the reserve banks themselves, this being left within the 
power of the Federal Reserve Board, it was always expected 
that each such bank would name a practical banker as the 
executive operating head of the institution. This indeed the 
Board indicated to the reserve banks soon after their estab- 
lishment. How this intent eventually became distorted and 
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what were the results of this one-sided development which 
occurred at a later date need not concern us here. It is enough 
that there was nothing in the bill which necessitated the giving 
to the chairman of the board of directors more than a suitable 
status as representative of the government in the particular 
bank to which he was accredited. 

As for public deposits, the third item which had aroused 
criticism, it was hard to say whether the objection came most 
sharply from the Bryan element or from the McAdoo- 
Treasury group. Neither was willing to transfer the full 
management of public funds to reserve banks. Changes 
accordingly were introduced with the purpose of making the 
use of the reserve banks as depositaries and fiscal agents 
optional rather than compulsory so far as the Treasury was 
concerned and it was agreed that the Department should have 
the privilege of later and more extensive remodeling—a privi- 
lege of which it amply availed itself before the legislative 
consideration of the measure was over. 


CHAPTER. Xbvi 
CONSOLIDATING THE PARTY 


Early Legislative Autocracy 


It will be recalled that in the House of Representatives 
the downfall of the autocracy which had been controlled by 
former Speaker Cannon had been followed by the establish- 
ment of a so-called “democratic” type of control in which 
Democrats and Progressives joined. It will also be recalled 
that when the control of Congress passed definitely into the 
hands of the Democratic party in 1911 those Progressives 
who had shown a tendency to “work with the Democrats’ 
found themselves eliminated from the councils of that party, 
while a new plan of legislative control was set up through 
the simple expedient of vesting in the Ways and Means 
Committee nearly all the powers formerly held by the 
Speaker. The type of legislative control which had thus suc- 
ceeded the older autocratic management did not prove to be 
very much more liberal than the Cannon system. Indeed, 
what was really equivalent to a steering committee soon devel- 
oped itself, and at the opening of the new Congress in the 
year 1913, this steering committee took in hand the question 
of a program for the session in very much the same way 
that had been followed by the old-line or Bourbon Repub- 
licans of the Cannon period. The program as thus formu- 
lated in a preliminary way included two elements—the enact- 
ment of legislation on the tariff and the suspension of action 
on all other subjects, it being agreed that in order to pre- 
vent any “‘misfires’ in legislation no committees should be 
appointed except the Ways and Means Committee. It would 
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seem that the agreement which had been arrived at in this 
way was intended to check action on banking quite as much as, 
if not more than, on any other subject. 


Fear of Banking Plans 


As has been seen in earlier chapters, both parties had 
become morbidly afraid of banking plans and proposals, and 
the party leaders still did not trust Mr. Glass, who, under the 
seniority rule, should have become chairman of the Banking 
and Currency Committee when organized. Indeed, some of 
those closely in the confidence of the ruling clique in the 
House of Representatives went so far as to say that so long 
as Mr. Glass was prospectively the chairman of the new 
Committee they would not consent to the organization of 
the Banking and Currency Committee, since such action 
would bring a probability of early action respecting a reform 
bill. As the new session grew older it became clear that no 
banking committee would be appointed in the House of Rep- 
resentatives unless banking reform was made an integral part 
‘of the program of the administration and the appointment of 
‘such a committee was practically ordered by the President. 
President Wilson’s problem thus had become very complex. 
He was called upon not only to make choice of a banking bill 
which he could indorse, but also practically to give his word 
to‘'members of his party for the appointment of a committee 
and the enactment of legislation. Congress was at the time 
restive and indisposed to proceed, the leaders particularly 
threatening danger should effort be made to enact a banking 
bill at the session then in existence, and urging delay and 
further study. The President, however, had fully realized 
the fact that an unusual and remarkable legislative oppor- 
tunity was open to him—one which he and he alone could 
improve were he so minded. He resolved, therefore, to 
direct the appointment of a House Banking and Currency 
Committee and did in fact practically instruct the House 
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leaders to select it. Consequently the House leaders, acting 
under the compulsion of the administration, had receded 
from their original refusal to name any committees except 
that on Ways and Means, and named the new Committee on 
Banking and Currency. While it contained a number of 
former members of Congress it was in large part composed 
of new faces. The old members of the Committee were 
scarcely more than half a dozen in number and of these not 
all were in sympathy with the purposes of the new measure. 


Effort to Undermine Committee 


Opponents of the legislation at once began an endeavor 
to defeat the Committee by working among its membership. 
It was represented to the new appointees that, instead of 
waiting for the Committee to be organized, the administra- 
tion had proceeded to draft a bill which it was now intended 
to force upon the organization. Radical Democrats in Con- 
gress, although disappointed in their effort to obtain the 
support of Mr. Bryan in antagonizing the measure, were 
inclined to suggest that Mr. Bryan’s feeling was really 
adverse to the bill, notwithstanding he had in some unac- 
countable way been induced to support it. It became evident 
almost immediately that a lengthy process of discussion and 
amendment would be necessary before the proposed plan could 
be expected to receive the approval of the Committee. This 
process was, however, initiated early in July, when regular 
sessions were begun and the drafting of amendments was 
undertaken. The plan was that of holding a daily meeting 
devoted to work with the full membership, reading the bill 
section by section, explaining it and introducing changes wher- 
ever deemed essential. 


Three Groups in Committee 


Within the Committee itself there speedily developed 
three principal sections of opinion. One group consisting 
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of irreconcilable Democrats and ultra-progressive Repub- 
licans was opposed to the bill on principle and continued to 
be so throughout its entire history. A second group consisted 
of agricultural Democrats who, while not opposing the meas- 
ure in the aggregate or as a whole, were disposed to insist — 
upon its extensive modification in various ways that were 
designed to be of assistance to the farming population. It 
would be somewhat difficult to say precisely what was gained 
by these elements in the Committee. Changes were made 
from day to day, in many cases found unsatisfactory or 
inadequate or out of harmony with other phases of the bill 
as framed and finally abandoned. In general, however, it is 
fair to say that the critical attitude of the agricultural ele- 
ment in the Committee resulted in the liberalization of the 
commercial paper clauses of the bill to some extent, in order 
that there might be a larger latitude for the discounting of 
agricultural paper. It may well be questioned whether the 
original language of the bill was not for the most part so 
drafted as to permit the discounting of all legitimate com- 
mercial paper growing out of agricultural operations, if the 
administrative board in charge of the management of the 
system should so choose. But the agricultural group doubt- 
less secured the definite recording of this more liberal judg- 
ment in the terms of the law. As the system eventually 
worked out, especially after the compulsory concentration of 
reserves which took place in June, 1917, these changes were 
probably beneficial or at all events not hurtful. The same 
could not be said perhaps of the change of language which 
included within the limits of eligible paper not only that 
which was discounted as the result of the use of funds in 
commercial, industrial, and agricultural operations but also 
that which was discounted for the purpose of providing funds 
“to be used” in this way. In this change there was involved a 
problem of principle affecting the use of banking funds for 
actual constructive and productive purposes still to be attained 
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as contrasted with the use of such iunds only for the liquida- 
tion of rights or interest growing out of operations of a pro- 
ductive or constructive nature already undertaken. Yet here, 
too, the changes made were never more than such as could 
still be subject to the control of a properly qualified adminis- 
trative board. The so-called “concessions to agricultural 
interests” which were widely advertised in the press during 
the progress of the Committee discussions were thus only 
those which had been open to these interests at all times and 
consisted in the main merely in the clarification or rectification 
of language which did not perhaps sufficiently guarantee the 
right consideration of applications based on farming business. 


Irreconcilables Won Over 


The element in the Committee which was irreconcilable 
-at the outset continued to offer opposition for many weeks. 
There was for a long time no convincing those members who 
were perstiaded that the bill was designed to work. in the 
interest of the Money Trust and who were determined to 
adhere to their position in the extreme left wing of the party. 
Eventually, however, most of them were undoubtedly shaken 
in their opposition and so far as they sustained it, did so only 
for the sake of consistency. Before the work had gone far 
the chairman and his associates found it expedient to dis- 
continue any definite attempt to conciliate them, save in so far 
as to give them full liberty of proposing changes and where 
they were beneficial or harmless to the purpose of the meas- 
ure, permitting their incorporation. Republicans of course 
maintained a theoretic opposition though actually in sympathy 
with the essence of the work. One wholly irreconcilable Re- 
publican, Representative Lindbergh—the subsequent author 
of a book entitled ‘The Money Trust’—displayed violent 
antagonism and eventually filed minority views designed to 
attack the whole purpose of the measure. Mr. Lindbergh, 
however, had few supporters and was unable to make head- 
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way with his opposition. Whether through lack of sympathy 
or because of party differences he never united with the 
Democratic opposition, and while, had it been possible to 
unite all antagonistic votes within the Committee into a com- 
pact group regardless of party, considerable difficulty might 
have been placed in the way of the measure, the situation 
never really came to that pass. 


Measure Improved 


On the whole the Federal Reserve Act emerged from the 
House Banking and Currency Committee improved in various 
particulars.'. The consideration given to it had developed a 
number of points at which the language could be considerably 
strengthened and then permitted the incorporation of a vari- 
ety of features which tended to popularize the measure and 
perhaps really improve its technique. Perhaps the most note- 
worthy of these were seen in the better definition of the 
powers of the Reserve Board, particularly with respect to 
inter-reserve discounts and the introduction of a provision 
for a body known as the Federal Advisory Council. This 
Council was to consist of one banker from each reserve dis- 
trict, to be chosen by the federal reserve bank of that district 
through its board of directors and to represent the general 
banking opinion of the community. The Council was to 
meet quarterly in Washington and was to consult with the 
Federal Reserve Board. This provision was all that it proved 
practicable, or was deemed desirable, to salvage from the 
original section providing for a Federal Reserve Board which 
should consist in part of banking members. In lieu of this 
provision which, as seen in a former chapter, had been elimi- 
nated in the negotiations with Mr. Bryan, there now appeared 
the provision for a semiofficial body of bankers consulting 


1 The question of interlocking bank directorates received much attention but was 
put aside as not germane. Action on this question was strongly urged by the Bryan 


Democrats but | Mr. Bryan himself wrote Chairman Glass a letter given in the 
Appendix to this Chapter. 
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with the Board and possessed only of vague advisory powers 
which might or might not at times become significant: As 
the experience of the system showed in later years, the powers 
of the Federal Advisory Council were not sufficient, or per-' 
haps its composition was not such as to give it at any time 
a very active part in system affairs. Indeed, it would be 
difficult to say up to the close of the system’s eighth year that 
the Council had ever exerted a very important influence. 
The war period afforded opportunity for it to offer some 
useful and valuable suggestions, but these were in most cases 
made direct to the Treasury Department or were transtnitted 
to it through the Board. About the same kind of advice 
would have been obtained in any case through informal con- 
sultations between the banking community and the Treasury. 
As for system matters, it was tolerably plain from the outset 
that the Council could not participate very directly. These 
facts were recognized and the insertion of a provision 
referred to was not strongly resisted even by the so-called 
“radicals.” In other directions the work done for the 
‘ improvement of the language of the bill was helpful and 
resulted in beneficial modifications. It was on the whole a 
stronger measure as it emerged from the Committee than it 
was when it entered that body. Moreover, the members of 
the House as a whole had been kept advised of the progress 
of the discussions and had been brought much more fully 
into sympathy with the measure than they had been at the 
time of its introduction or for a period of several weeks 
thereafter. 

The bill as thus modified has been fully considered at 
another point and what is here intended is merely to sketch 
the relationships between the administration and Congress, 
or, in other words, the political history of the measure in its 
broadest sense. Thoroughly committed as it now was to the 
furtherance of the Glass bill, the administration undoubtedly 
felt called upon to exert every effort to secure the adoption 
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by obtaining a sufficient number of votes in the Committee 
to insure its being reported in due time. Probably enough 
votes would have been available in any case, but it was of 
course deemed desirable to make the action as nearly unani- 
mous as possible in order that subsequent support on the floor 
might be good and in order to present a united front to the 
public. 

But even this strong support would probably not have 
sufficed to attain the desired object, had it not been for the 
steady and conscientious work in behalf of the bill done by 
the chairman himself and by those who had been chiefly 
instrumental in furthering the measure with a view to 
explaining and setting forth its chief elements. The fact 
that they were willing to accept suggestions and introduce 
changes at any point where a reasonable case could be made 
out, undoubtedly had much influence with the membership of 
the Committee. As the summer passed the members of the 
Committee, and through them the members of the House, 
became more and more familiar with the meaning of the lan- 
guage employed and more and more inclined to shape the bill 
along sound and scientific lines. One consequence of this 
situation was found in the fact that not a few changes, first 
introduced as matters of compromise or concession, were 
subsequently eliminated, the terms of the bill being put back 
substantially to their original form, whenever it was recog- 
nized that the innovations tentatively made by agreement had 
not been beneficial. In order to understand the facts as to 
the situation in the Committee and subsequently in the House 
politically, it is now necessary to suspend for the time being 
the discussion of the legislative and executive history of the 
measure and to go back some months for the purpose of con- 
sidering the factors which had been at work in the business 
and banking community with reference to the measure and 


the general nature of the attitude which they had developed in 
regard to it. 


CONSOLIDATING THE PARTY 209 


“= 


Crystallization of Hostility 


At an earlier point it has been explained that no publica- 
tion of the terms of the bill in detail had been deemed wise up 
to the time when the actual form of the measure had been 
determined. It has been pointed out, however, that at no time 
was there any hesitation in explaining to individuals or organi- 
zations who made direct inquiry, the general lines along which 
the Committee was working and the objects which it had in 
mind. The attitude of the banking community during the 
summer and autumn of 1912 had been one of almost complete 
indifference toward the whole undertaking. General belief 
that no matter how the election turned out it would be impos- 
sible to resist the positive demand for the National Monetary 
Commission bill, or something analogous to it, continued to 
prevail and there was a disposition to insist that the efforts 
which were being made to develop a new measure were purely 
political and would turn out to be ineffectual. 

Some change in this attitude began to make itself evident 
immediately after the close of the hearings. The fact that 
nothing had been made public in an official way tended to con- 
vince the business community that there was no ulterior politi- 
cal object in view and that whatever had been done was for 
the sake of informing those who had new legislation at heart 
and who would be likely to make use of the results of the study 
in some practical manner. The hearings themselves, conducted 
as they were plainly for the sake of getting information, 
impressed those who were in attendance that an actual bill was 
being formulated. After the new administration came into 
office, enough had become known concerning the work that 
was in progress to confirm many bankers in the opinion that 
they ought to find out definitely what was contemplated. 


Inquiry of Bankers Association 
Perhaps the first official effort looking in this direction 
was made by a committee representing the American Bankers 
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Association, whose executive council was about to hold its 
spring session at Briarcliff, near New York City.” This 
committee first visited Washington and reviewed the general 
plans relating to the bill with Chairman Glass, then visited 
New York for the purpose (at the suggestion of Mr. Glass) 
of reviewing the general outlines of the measure in somewhat 
greater detail with the author. A discussion of principles and 
general methods to be pursued occurred at the Princeton Club 
on the evening before the meeting of the council at Briarcliff. 
After the general purpose of the bill had been sketched the 
chairman of the committee encouraged some expression of 
opinion from those present and received from one or more the 
frank statement that in all probability the measure if adopted 
as proposed would give rise to “the damnedest panic this 
country has ever seen.” The report made on the following 
morning to the council was more conservative in expression 
but far from encouraging and undoubtedly had an important 
effect in leading bankers to the opinion that something very 
hazardous was being planned. 


New York Financiers Interested 


New York bankers also for the first time undertook to 
inform themselves of the progress that was being made in 
the drafting of the bill and some of those who during the 
preceding autumn and winter had been inclined to ridicule the 
notion that anything could really be accomplished now accepted 
without reservation the fact that there would be in all proba- 
bility an administration measure whose terms they would have 
to reckon with. The McAdoo plan had become known to only 
a relatively small proportion of bankers and among these to 
only a few in New York. But the gossip concerning its terms 
and the fears undoubtedly entertained by some of those to 
whom it had been broached spread widely ‘and tended to 
increase the general uneasiness. Offsetting the anxiety which 
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prevailed in a number of quarters was probably the more reas- 
suring and moderate point of view adopted by some bankers 
like A. B. Hepburn, who had been more or less conversant 
with the efforts that had been making and who felt a certain 
degree of confidence that the attempt to frame a satisfactory 
banking bill was at least honest. These, however, were in the 
minority, and such knowledge as they had was not of the kind 
which they were at liberty to publish broadcast. The result 
was the unmistakable development of doubt and suspicion. 

Among others who had become very desirous of knowing 
what was to be proposed and what might be expected as 
a result were various commercial and other organizations. 
Included in the number was the National Citizens’ League, 
whose origin and work has been briefly referred to at another 
point. The chief executive of this organization, Mr. J. V. 
Farwell of Chicago, a merchant of national standing, visited 
New York and sought through personal inquiry to ascertain 
the exact position of affairs. He was advised to the same 
effect as the representatives of the American Bankers Asso- 
ciation and others who had made like inquiry. Thinking over 
the situation, Mr. Farwell on behalf of his organization, appar- 
ently, wrote the author on April 24, 1913, as follows: 


First: In regard to obliging country or other banks to give their 
depositors exchange free, within the district in which the bank is 
located; I believe this would be very unwise. 

The bank keeps its balances in various parts of the country, where 
its customers are likely to need the money; those balances being useful 
only for that purpose. If it is obliged to keep these balances without 
any profit, but on the contrary with a loss, it would be unnecessary 
hampering of the banks in their operations, and, to my mind, unfair 
to them. 

I see no reason why banks keeping accounts at district centers 
should not transfer their balances to one another, with little if any 
cost—just as the district association, through the medium of the 
clearing house department, about which we talked, could transfer their 
balances, without any cost. 


272 PASSAGE OF FEDERAL RESERVE ACT 


This reduction of the cost to the banks would naturally lead to 
smaller charges made to their customers. With this arrangement 
made, such charges could be left to competition, and not made an 
arbitrary matter to the bank. 

There are some accounts in the banks which ask for very little 
exchange; and others, like ours, who are asking for it every day; 
so that the accounts which are not asking for the exchange would 
have to bear the expense incurred by the bank for those who do, in 
case they were obliged to give exchange free. This, to my mind, 
would not be fair. Every individual account should, as much as 
possible, pay the expense incident to its own operation. 

This is the English and foreign method, even to the extent of 
stamps. This, however, is the extreme, which naturally would not be 
followed in this country. 

President Wilson, I have heard, is in favor of competition and no 
parental control over the ordinary operations of the bank. 

Second: As to the number of regional banks; I am very firmly of 
the belief that the success of the whole plan depends on having not 
over seven of them; that five would be much better. 

There can be as many sub-agencies as the country demands, but 
the units of discount and reserve should be large, broad and 
strong. 

It is infinitely better, for instance, that Omaha should be the sub- 
agency of Chicago than to be the head of a district of its own. 

It would give much surer and prompter relief to its own section 
than it could under a plan of having a large number of regional 
banks. It seems to me this is self-evident. It would be certainly 
somewhat paradoxical to have one big bank in a district almost as 
large as the district association, which is supposed to help it in time 
of trouble. This might easily occur if we had the country cut up in 
small districts. Such a case would almost resolve itself into a bank 
trying to lift itse:f up by its own boot straps. It might also take most 
of the money and prevent the smaller banks from getting any. It 
certainly would be a source of weakness to the whole system. 

I give this as rather an extreme illustration, but it can, perhaps, 
“point the moral” more easily. 

Third; I trust you will be able to talk over with the committee 
what I discussed with you, as to an increasing gradual check on the 
re-discounts by banks, on the principle of having a higher charge for 
the second third, and a still higher charge for the third third, which 
is to be re-discounted. I earnestly believe this to be very important, 
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as it will check inflation “at its source,” and do it gradually and not 
with a jar. 

Some of the best judges of the country, including Mr. Hulbert, 
of the Merchants Loan and Trust Company, and banker friends of 
mine in Boston and elsewhere, agree with me absolutely on this. Mr. 
Hulbert, as you know, is a great friend of Mr. Wilson, was consulted 
by him when he came to Chicago, and would, I am sure, emphasize 
this, if Mr. Wilson, or eny one, asked his opinion on the subject. 

I regard it not as one of the details but as one of the essentials to 
the success of the plan. 

Fourth: As to changing the reserve laws, as to reserve cities and 
central reserve cities,—it seems to me that this important change 
should not be made at this time. 

The country will be going through enough re-adjustment, with the 
new tariff bill passed, and the reform in banking system, without 
adding this very great change of the reserve system. 

While I believe, scientifically, it should be done, I do not believe 
now is the time to do it. 

We are going to have a trying time this fall, anyway, and the 
various changes and big crops are going to accentuate it. I do not 
believe in giving the patient a second operation until he has had time 
to recover from the first. 

As this reserve change will. be very radical, it might produce a 
good deal of trouble at this time. For that reason I feel strongly 
against any such requirement being embodied in the present law. 

Let them take one step at a time, as has been intimated they are 
going to do. Is not that much the safest course? 

(Signed) Joun V. FarRWELL. 


Opposition of Organized Interests 

This position as expressed by Mr. Farwell, representing as 
he did an organization understood to ramify widely through- 
out the United States and to have the support of the banking 
public, is of large interest in the history of the Federal Reserve 
Act. It definitely showed for the first time what soon came to 
be recognized both in and out of Congress—that the funda- 
mental principles of the reserve measure, the transfer of 
reserves, the establishment of a satisfactory collection system, 
and others, were not favored by the organized interests which 


274 PASSAGE OF FEDERAL RESERVE ACT 


had been supporting the Aldrich banking plan but were by them 
regarded with distaste to say the least. Mr. Farwell’s opinion 
as thus expressed was not merely his own, but, as speedily 
became apparent, represented the views of many bankers and 
business men the nation over. The attitude was largely 
inspired by the reserve city bankers on the one hand who were 
indisposed to lose (as they supposed they would) their country 
bank deposits, and on the other hand by country bankers who 
were indisposed to lose the heavy exchange and collection 
charges which they were then receiving. The result of this 
increasing opposition was to build up in the several congres- 
sional districts a very heavy backfire upon members of Con- 
gress with the purpose of preventing in the first place the 
immediate consideration of the federal reserve measure and, if 
that should prove impossible, of preventing the furtherance 
of its progress through Congress. 


Citizens’ League Hostile ~ 


It has sometimes been supposed and suggested that this 
opposition was the result of misunderstanding of the new bill 
and that the “secrecy” which surrounded it had defeated its 
own alleged object. As to that the following letter from Mr. 
Farwell, sent the author immediately after the new bill had 
become public and dated June 23, affords information: 


I am very much disappointed in the product, . 

It is apparently to be a politically controlled institution, and full 
of Bryan virus, and of notes that “purport” to be the obligations of 
the United States. It is a most unscientific arrangement, and will 
produce a hybrid responsibility. 

As you know, I have been fearing the change in the reserve system. 
I note they have made these changes in a much more radical way than 
I imagined they would. In fact, in doing some figuring, I find there 
will not be enough money to go around, as that part of the Bank 
reserves which is deposited with the other banks is simply represented 
by ledger balances and is not cash. I take it these Federal banks are 
going to receive cash only, and that balances are to be built up only 
in that way or by borrowing. There will be no reciprocal banking 
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accounts between the Federal banks and member banks but only 
accounts one way, and that with the Federal banks. 

I do not believe that experts in the Treasury Department have 
figured this out carefully enough. I enclose a rough statement on the 
subject, and if you see any flaws in it I shall be very glad to have you 
let me know. . : 

Our League is going to go over this matter thoroughly this week, 
and will probably make some kind of a statement on the subject, which 
we will follow up with the views of our various state organizations. 


Attack of Monetary Commission Elemenv 


The publication of the new bill was in fact received with a 
chorus of disapproval and was particularly productive of 
attack among those who had supported the Aldrich or 
National Monetary Commission bill. It seems strange today 
in looking back upon the history of the Federal Reserve Act to 
hear it asserted that the federal reserve measure was a copy of 
or plagiarism from the Aldrich bill. As to that the almost 
immediate hostile review of the measure made by the Hon. 
A. Piatt Andrew, formerly Assistant Secretary of the Treas- 
ury and Assistant to the Monetary Commission, should be con- 
clusive. It was, moreover, positive evidence as to the position 
to be immediately assumed by the banking and business com- 
munity in general with respect to the bill. In fact, it shortly 
seemed as if there was no support whatever for the measure 
in any quarter. 

As yet, indeed, it was too early for the opposition to the 
bill to assume an organized form but that opposition was 
exceedingly influential in shaping the immediate political situ- 
ation in Congress. How extensively and systematically the 
opposition campaign was later developed will appear at another 
point. What is said here is merely intended to throw light 
upon the conditions which the administration had immediately 
to deal with in securing an adoption from the House. Time 
was recognized as the essence of the situation and, as already 
noted, every effort had been made to get prompt action from 
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the Banking and Currency Committee. Of all this the oppo- 
nents of the measure were well aware and not a few of them 
began an immediate campaign designed to stop the bill in the 
House, even though at this early date it was recognized that 
the best line of defense would be found in the Senate. One 
form of attack strongly prosecuted was that of sending to 
members of the Banking and Currency Committee adverse 
expressions of opinion prepared by leading bankers. 


J. B. Forgan’s Criticism 


One such was furnished by Mr. J. B. Forgan, then presi- 
dent of the First National Bank of Chicago and a man nation- 
ally respected not only for his importance in a financial way 
but for his personal probity. Mr. Forgan in a pamphlet which 
was distributed among the Committee as well as among mem- 
bers of the House of Representatives at large severely attacked 
the new measure, asserting that it would cause danger and, 
perhaps, disaster. Said Mr. Forgan in a later issue of his 


views entitled “Review of Proposed Banking and Currency 
Bill”: 


Three objections to the regional reserve associations occur 
to us: 

First, they will divide the cash reserves of the country into 
as many different ownerships as there are regional associa- 
tions. : 

Second, in connection with the shipping of reserve money 
from one section of the country to another . .. . in times of 
financial stress this might produce an undesirable and awk- 
ward situation, the interests of the various sections of the 
country being at variance. ; 

Third, under one ownership and control of the reserves 
transfers of funds could under normal conditions be accom- 
plished by book entries rather than by shipment of money. 


Nearly every other provision of the measure received severe 
criticism from Mr. Forgan, 
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Political Situation in Committee and House 


Just what the effect of these onslaughts upon the new bill 
may be considered to have been has always been a matter of. 
doubt. An obstacle to the development of a successful resist- 
ance within the House Banking and Currency Committee was 
found in the fact that so few of the members came from dis- 
tricts which could be easily reached and influenced by those 
who were opposing the measure. Then, too, the element of 
surprise was the important factor, for although, as already 
carefully explained, the work of the Committee had not been 
surrounded by secrecy, it was a fact that the banking public 
throughout the country had paid but little attention to what 
was being done. But more important than any of these con- 
siderations was the fact that the House of Representatives was 
essentially a radical Democratic body, so that the dislike 
expressed for the bill among the larger merchants and bankers 
perhaps helped rather than hurt it. If this was a regrettable 
and in some ways unworthy situation, it need not on that 
account be ignored. As has been elsewhere seen, the Money 
Trust investigation had strengthened and deeply rooted the 
anti-capitalistic sentiment in the Democratic party. Many 
members who were not much informed on the subject of bank- 
ing and who were disposed to get their ideas on that topic 
from some outside source seemed actually converted to the 
measure by the fact that it had proved distasteful to the con- 
servative elements in the community. The circumstance that 
it had been indorsed by Mr. Bryan tended to solidify their 
belief that the bill would be inimical to the banks, and being 
thus assured by their own leaders that the measure was one of 
progressive variety, while informed by conservatives that it 
was hazardous in the last degree, their minds became firmly 
set upon the adoption of it. Thus as one faithful party man 
expressed it, they were ready to vote for it “with their eyes 
shut.”’ 

The final outcome of the forces acting upon the Committee 
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from within and from without was an agreement upon essen- 
tial principles and a unanimous report in which they were 
embodied. The general or introductory portion of this report 
reviews the basis that had thus been accepted and is reproduced 
as showing the outcome of the work done by the Committee 
in determining the general principles of its action, regardless 
of the demands of outside interests.® 


GENERAL PRINCIPLES 


The committee . . . . reached in general the following con- 
clusions: 

1. The idea of centralization or cooperation, or combined use of 
banking resources, is the basic idea at the root of central banking 
argument. 

2. It is not necessary in order to obtain the benefits of the applica- 
tion of this idea that there should be one single central bank whose 
activities should be coterminous with the limits of a nation’s territory. 

3. Equally good results can be obtained by the federating of exist- 
ing banks and banking institutions in groups sufficiently large to afford 
the strength or cooperating power which is the chief advantage of the 
centralization. 

4. In the United States, with its immense area, numerous natural 
divisions, still more numerous competing divisions, and abundant 
outlets to foreign countries, there is no argument either of banking 
theory er of expediency which dictates the creation of a single central 
banking institution, no matter how skillfully managed, how carefully 
controlled, or how. patriotically conducted. 

5. It is therefore necessary to abandon the idea of a single central 
banking mechanism for the United States unless it shall be found 
that there are considerations of expediency which would dictate a 
resort to this policy. 

6. For reasons which will be stated at a later point the conviction 
was formed not only that there are no such reasons of expediency, 
but that every consideration of that character would lead to action 
of an opposite nature, 

It was therefore decided that throughout its efforts to formulate a 
banking measure there should be no necessary attempt to base the 
result of the bill upon the central banking idea. Only in so far as 
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that idea indicated an easy and natural adjustment to existing insti- 
tutions and conditions was it to be given a place in the ultimate 
findings. 


BRANCH BANKING SysTEM 


Many bills have been introduced into Congress from time to time 
for the establishment of branches of existing national banks, and the 
system has so widespread and respectable a support as to make it 
apparent from the outset that this aspect of banking theory and prac- 
tice should be considered. The eminent success of the Canadian 
banking system and of others similar to it enforces upon the most 
indifferent student of the subject the significance of branch banking 
as a means of securing cooperation and the junction of resources in 
support of any weak element in a banking system that may have been 
subjected to attack at a given moment. It is clear that Canada, ‘for 
example, with her 27 banks and thousands of branch banks, represents 
a distinctly different type of banking from that which is exemplified 
by the national banking system with its 7,473 independent banks, none 
of which possesses a single branch formed under the national banking 
act. The question was thus clearly to be considered whether the ° 
bestowal of the branch power would in fact meet the «difficulties of 
the present situation in the United States. Careful study of the 
applicability of the Canadian banking system to American conditions 
convinced the committee that an adaptation of it would not be feasible 
to-day. The successful introduction of the branch system would almost 
necessarily have meant the abandonment of the idea of free banking. 
While it would not necessarily have been requisite to abandon free 
banking in theory in order to introduce the Canadian principle, it 
would have been practically true that the power of establishing branch 
banks, if widely exercised by large national institutions, would have 
entailed the contracting of the number of independent banks in the 
United States and a corresponding limitation of the perfect freedom 
of competition which exists to-day. Certainly it would not have been 
possible to introduce the principles of the Canadian system into Amer- 
ican banking without a very extensive and vital modification of bank- 
ing legislation and conditions in the United States. That the country 
was prepared for so profound a modification, not to say transforma- 
tion, of the basic ideas upon which the national banking system has 
been developed the committee did not believe and it was therefore 
‘led to the abandonment of all thought of attempting a plan of banking 
reform based upon the conception of large privately managed insti- 
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tutions operating unrestrictedly and with great numbers of branches. 
This conclusion did not, of course, imply any belief that the adoption 
of other features of the Canadian system which seemed applicable and 
could be easily grafted upon our own system was undesirable. It was 
a conclusion relating simply to one of the general ideas underlying 
the structure of Canadian banking. 


QueEsTION oF Norte IssuEs 


Very early in its inquiries the committee was necessarily confronted 
with the question whether a mere reconstruction of the note-issue 
system of the United States would suffice to furnish the basis for 
banking reform. Ten years ago and earlier, the dominant note in 
banking reform literature seemed to be that of elasticity in currency, 
and it was frequently urged by men of widely different political beliefs 
and of totally varying views as to the theory of money and banking 
that the whole problem was essentially a matter of currency issue. 
The bankers who urged the creation of an asset currency and the 
public men who recommended the issuance of additional United States 
notes or Treasury notes, whether protected or unprotected, were funda- 
mentally alike in their belief that the whole trouble with existing 
banking lay in a difficulty in securing proper supplies of currency 
when needed and of withdrawing them when not needed. 

A careful study of this phase of banking discussion convinced the 
committee most unmistakably that those who would regard the bank- 
ing and credit problem as soluble through the proper treatment of the 
paper currency question solely were accepting a superficial view cf 
the real elements of the difficulty. As is well known, the bank extends 
its credit in two forms, either (1) by the granting of a book credit 
or “deposit” or (2) by the issuing of notes. There is no essential 
difference between these two forms of credit, if they are protected 
by similar reserve funds, except that they are likely to have a different 
term of existence, the deposit credit being ordinarily redeemed much 
more rapidly and efficiently than even the most elastic note issues. 
To provide therefore for a free issue of note currency, whether by 
the Government or by the banks, would not meet the need for a more 
effective supply of deposit credits. In times of stress the difficulty 
under which banks labor is not usually that of lack of assets, but is 
that of inability to convert good assets into a medium that can be 
used in making payments. However desirable it might be to be able 
to turn sound and liquid commercial assets into a note currency pay- 
able to anyone willing to receive it, and however desirable it might 
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be to obtain a free issue of Government legal-tender notes obtainable 
by any individual who might possess property of specified classes, 
such notes would plainly not meet the needs of those who desired the 
book form of credit. While they might indeed be converted into book 
credit by depositing them with the banks, such a course would have 
entailed many incidental consequences that should not have been made 
prerequisite to the obtaining of means of payment. It was felt there- 
fore that a return to the older conception of banking reform as being 
primarily a problem of securing easily expansible supplies of notes 
would not meet the needs of the situation to-day, and even though 
it should prove to be of some temporary value in times of special stress 
would not constitute that permanent and reliable support to business 
credit that was sought. It was therefore concluded that while a proper 
issue of note currency should necessarily be included as a feature in 
any measure to be recommended it could not be taken as the sole or 
even the primary purpose of such legislation. 


CLEARING-HouSE ORGANIZATION 


Another type of plan that has been frequently urged by students 
of banking conditions in the United States is that of clearing-house 
organization. It has been suggested that inasmuch as the clearing- 
house associations of the country represent a kind of voluntary asso- 
ciation among bankers—one, too, that has already been frequently 
and successfully availed of in time of stress—it would be well worth 
while to endeavor to base such new organization as might be favored 
upon the clearing houses of the country. Various plans for this pur- 
pose have been worked out with more or less success. The Aldrich- 
Vreeland law, already frequently referred to, was a partial application 
of this idea, although before the act was finally adopted it had become 
necessary to modify in very great degree the original clearing-house 
principles upon which the plan was in the first instance founded. 
Most such plans have proceeded upon the theory that it was entirely 
feasible to compel banks to join national clearing-house associations 
which should be incorporated and over which the Government should 
exercise a measure of control. To these incorporated clearing houses, 
it has been suggested, could be committed the function of issuing 
“emergency currency” based upon the joint assets of the banks, thus 
providing for regular and authorized employment of the method of 
credit extension which has been made use of in times past when 
stringent conditions had developed themselves in the banking com- 
munity. It has not been deemed wise upon examination to attempt 
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any device of this sort. If the clearing houses as thus recognized and 
authorized perform their functions of credit extension only occasion- 
ally and sporadically they remain an emergency expedient. The 
committee is convinced that what is needed is not a means of remedy- 
ing emergencies after they have arisen but a plan for guarding against 
the development of such emergencies and for so protecting the com- 
munity ‘that it will not be under the necessity of calling for the use 
of abnormal devices in its interest. If the clearing-house associations 
referred to should be organized upon a permanent basis with a view 
to making such extensions of credit as a regular and normal incident 
of business, they would not in any material respect differ from banking 
institutions. The retention of the name “clearing houses” would then 
be misleading and could not be defended. From no point of view, 
therefore, has the plan suggested commended itself. This does not 
signify that the idea of cooperative effort embodied in the clearing- 
house plan is unsatisfactory, but, as will be seen later, quite the 
contrary. It does mean that the use of existing clearing-house 
machinery for the purpose of granting accommodation under excep- 
tional conditions does not seem to the committee to be a wise method 
of providing the credit resources that are needed in effecting a 
thorough reform of the banking and currency system of the country. 


OTHER PLANS INADEQUATE 


Of the multitude of other plans, some beyond the confines of 
reasonableness, others more or less conforming to actual necessities 
and to legitimate principles of banking and-currency legislation, noth- 
ing need be said except that none has been found which, in the 
opinion of the committee, is at the same time feasible, available, 
trustworthy, and sufficiently inclusive to afford a thorough basis of 
reform of the present conditions. The committee does not feel that 
the legislation now to be adopted should seek to include within its 
scope all the possible features upon which action is required, but rather 
that it should attempt to lay a foundation for future development by 
selecting those elements in the situation that are most in need of 
attention and seeking to deal thoroughly with the problems offered 
in this more restricted field of action. It has therefore put aside 
many schemes of reform which, however desirable they might ab- 
stractly be, do not conform to the standards already outlined. It 
has limited itself to the fundamental necessities of the present situa- 
tion as it views them and has sought to keep its recommendations 
within narrow scope in order that no extraneous issues might become 
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involved with the general problem which lies at the base of further 
improvement. It has deferred the thorough reform of the national- 
bank act on its administrative side, and it has determined to postpone, 
in like manner, the question of long-term agricultural credit, firmly 
believing that neither of these subjects can be adequately dealt with 
until the substructure of banking organization has been remodeled. 


FUNDAMENTAL FEATURES OF REFORM 


After looking over the whole ground, and after examining the 
various suggestions for legislation, some of which have jttst been 
outlined, the Committee on Banking and Currency is firmly of the 
opinion that any effective legislation on banking must include the 
following fundamental elements, which it considers indispensable in 
any measure likely to prove satisfactory to the country: 

1. Creation of a joint mechanism for the extension of credit to 
banks which possess sound assets and which desire to liquidate them 
for the purpose of meeting legitimate commercial, agricultural, and 
industrial demands on the part of their clientele. 

2. Ultimate retirement of the present bond-secured currency, with 
suitable provision for the fulfillment of Government obligations to 
bondholders, coupled with the creation of a satisfactory flexible cur- 
rency to take its place. 

3. Provision for better extension of American banking facilities 
in foreign countries to the end that our trade abroad may be enlarged 
and that American business men in foreign countries may obtain the 
accommodations they require in the conduct of their operations. 

Beyond these cardinal and simple propositions the committee has 
not deemed it wise at this time to make any recommendations, save 
that in a few particulars it has suggested the amendment of existing 
provisions in the national-bank act, with a view to strengthening that 
measure at points where experience has shown the necessity of 
alteration. 


PROPOSED PLAN oA 


In order to meet the requirements thus sketched, the committee 
proposes a plan for the organization of reserve or rediscount institu- 
tions to which it assigns the name ‘Federal reserve banks.’ It 
recommends that these be established in suitable places throughout 
the country to the number of 12 as a beginning, and that they be 
assigned the function of bankers’ banks. Under the committee’s plan 
these banks would be organized by existing banks, both National and 
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State, as stockholders. It believes that banking institutions which 
desire to be known by the name “national” should be required, and 
can well afford, to take upon themselves the responsibilities involved 
in joint or federated organization. It recommends that these bankers’ 
banks shall be given a definite capital, to be subscribed and paid by 
their constituent member banks which hold their shares, and that 
they shall do business only with the banks aforesaid, and with the 
Government. Public funds, it recommends, shall be deposited in these 
new banks which shall thus acquire an essentially public character, 
and shall be subject to the control and oversight which is a necessary 
concomitant of such a character. In order that these banks may 
be effectively inspected, and in order that they may pursue a banking 
policy which shall be uniform and harmonious for the country as a 
whole, the committee proposes a general board of management 
intrusted with the power to overlook and direct the general func- 
tions of the banks referred to. To this it assigns the title of ‘The 
Federal reserve board.” It further recommends that the present 
national banks shall have their bonds now held as security for circu- 
lation paid at the end of 20 years, and that in the meantime they 
may turn in these bonds by a gradual process, receiving in exchange 
3 per cent bonds without the circulation privilege. 

In lieu of the notes, now secured by national bonds and issued by 
the national banks, and, so far as necessary in addition to them, the 
committee recommends that there shall be an issue of ‘Federal reserve 
Treasury notes,’ to be the obligations of the United States, but to 
be paid out solely through Federal reserve banks upon the application 
of the latter, protected by commercial paper, and with redemption 
assured through the holding of a reserve of gold amounting to 33% 
per cent of the notes outstanding at any one time. In order to meet 
the requirements of foreign trade, the committee recommends that 
the power to establish foreign branch banks shall be bestowed upon 
existing national banks under carefully prescribed conditions and that 
Federal reserve banks shall also be authorized to establish offices 
abroad for the conduct of their own business and for the purpose 
of facilitating the fiscal operations of the United States Government. 
Finally and lastly, the committee suggests the amendment of the 
national-bank act in respect to two or three essential particulars, the 
chief of which are bank examinations, the present conditions under 
which loans are made to farming interests, and the liability of stock- 
holders of failed banks. It believes that these recommendations, if 
carried out, will afford the basis for the complete reconstruction and’ 
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_the very great strengthening and improvement of the present banking 
and credit system of the United States. The chief evils of which 
complaint has been made will be rectified, while others will at least 
be palliated and put in the way of later elimination. 


FEDERAL RESERVE BANKS 


The Federal reserve banks suggested by the committee as just 
indicated would be in effect cooperative institutions, carried on for 
the benefit of the community and of the banks themselves by the 
banks acting as stockholders therein. It is proposed that they shall 
have an active capital equal to 10 per cent of the capital of existing 
banks which may take stock in the new enterprise. This would result 
in a capital of something over $100,000,000 for the reserve banks 
taken together if practically all existing national banks should enter 
the system. It is supposed, for a number of reasons, that the banks 
would so enter the system. More will be said on this point later in 
the discussion. How many State banks would apply for and be 
granted admission to the new system as stockholders in the reserve 
banks can not be confidently predicted. It may, however, be fair to 
assume at this point that the total capital of the reserve banks will 
be in the neighborhood of $100,000,000. The bill recommended by 
the committee provides for the transfer of the present funds of the 
Government included in what is known as the general fund to the new 
Federal reserve banks, which are thereafter to act as fiscal agents 
of the Government. The total amount of funds which would thus be 
transferred can not now be predicted with absolute accuracy, but the 
released balance in the general fund of the Treasury is not far from 
$135,000,000. Certain other funds now held in the department would 
in the course of time be transferred to the banks in this same way, 
and that would result in placing, according to the estimates of good 
authorities, an ultimate sum of from $200,000,000 to $250,000,000 in 
the hands of the reserve banks. If the former amount be assumed 
to be correct, it is seen that the reserve banks would start shortly 
after their organization with a cash resource of at least $300,000,000. 
As will presently be seen in greater detail, it is proposed to give to 
the reserve banks reserves now held by individual banks as reserve 
holders under the national banking act for other banks. Confining 
attention to the national system, it is probable that the transfer of 
funds thus to be made by the end of a year from the date at which 
the new system would be organized would be in the neighborhood of 
$350,000,000. If State banks entered the system and conformed to 
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the same reserve requirements they would proportionately increase this 
amount, but for the sake of conservatism the discussion may be prop- 
erly confined to the national banks. For reasons which will be stated 
at a later point, it seems likely that at least $250,000,000 of the reserves 
just referred to would be transferred to the reserve banks in cash; 
and if this were done the total amount of funds which they would 
have in hand would be at least $550,000,0c0._ This would create a 
reservoir of liquid funds far surpassing anything of similar kind ever 
available in this country heretofore. It would compare favorably 
with the resources possessed by Government banking institutions 
abroad. 

It will be observed that in what has just been said the reserve 
banks have been spoken of as if they were a unit. The committee, 
however, recommends that they shali be individually organized and 
individually controlled, each holding the fluid funds of the region in 
which it is organized and each ordinarily dependent upon no other 
part of the country for assistance. The only factor of centralization 
which has been provided in the committee’s plan is found in the 
Federal reserve board, which is to be a strictly Government organi- 
zation created for the purpose of inspecting existing banking insti- 
tutions and of regulating relationships between Federal reserve banks 
and between them and the Government itself. Careful study of the 
elements of the problem has convinced the committee that every 
element of advantage found to exist in cooperative or central banks 
abroad can be realized by the degree of cooperation which will be 
secured through the reserve-bank plan recommended, while many 
dangers and possibilities of undue control of the resources of one 
section by another will be avoided. Local control of banking, local 
application of resources to necessities, combined with Federal super- 
vision, and limited by Federal authority to compel the joint application 
of bank resources to the relief of dangerous or stringent conditions 
in any locality are the characteristic features of the plan as now put 
forward. The limitation of business which is proposed in the sections 
governing rediscounts, and the maintenance of all operations upon a 
footing of relatively short time will keep the assets of the proposed 
institutions in a strictly fluid and available condition, and will insure 
the presence of the means of accommodation when banks apply for 
loans to enable them to extend to their clients larger degrees of assist- 
ance in business. It is proposed that the Government shall retain a 
sufficient power over the reserve banks to enable it to exercise a 
directing authority when necessary to do so, but that it shall in no 
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way attempt to carry on through its own mechanism the routine 
operations of banking which require detailed knowledge of local and 
individual credit and which determine the actual use of the funds of 
the community in any given instance. In other words, the reserve- 
bank plan retains to the Government power over the exercise of the 
broader banking functions, while it leaves to individuals and privately 
owned institutions the actual direction of routine. 


TRANSFER OF RESERVES 


Reference has been briefly made to the fact that the committee’s 
proposals provide for the transfer of bank reserves from existing 
banks which hold them for others to the proposed reserve banks. At 
present the national banking act recognizes three systems of reserves: 

(1) Those in central reserve cities, where banks are required to 
hold 25 per cent of their deposit liabilities in actual cash in the vaults, 
while banks situated outside of such cities are allowed to make certain 
deposits with them which shall count as a part of the reserves of such 
outside banks. 

(2) Those in reserve cities, 47 in number, which are required to 
keep a nominal reserve of 25 per cent, 12% per cent of this being in 
cash in their own vaults, while 124% per cent may consist of deposits 
with banks in central reserve cities. 

(3) Those in the “country,” by which is meant all places outside 
of central reserve and reserve cities, it being required that such banks 
shall nominally keep 15 per cent of their deposit liabilities, of which 
6 per cent is held in cash in their vaults and 9 per cent may be held 
in the form of balances with other banks in reserve and central reserve 
cities. 

The original reason for creating this so-called “pyramidal” system 
of reserves was that inasmuch as central banking institutions were 
absent, and inasmuch as banks outside of centers were obliged to 
keep exchange funds on deposit with other banks in such centers, it was 
fair to allow exchange balances with such centrally located banks 
to count as reserves inasmuch as they were presumably at all times 
available in cash. This is an absolutely anomalous and unique sys- 
tem, found nowhere outside of the United States, and dangerous 
in proportion as the number of the reserve centers thus recognized 
increases beyond a prudent number. The law has almost necessarily 
been liberal in recognizing the power to increase the number of such 
centers, with the result that whereas but few existed just after the 
organization of the national bank act, there being then 3 central 
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reserve and 13 reserve cities, there are to-day 3 central reserve and 
47 reserve cities. Even had this extension of the number of centers 
not occurred, the system established under the national banking act 
would still have been unsatisfactory. As matters have developed, 
it has been vicious in the extreme. Coupled with the inelasticity 
of the bank currency, the system has tended to create periodical 
stringencies and periodical plethoras of funds. Banks in the country 
districts unable to withdraw notes and contract credit when they 
have seen fit to do so, because of the rigidity of the bond-secured 
currency, have redeposited such funds with other banks im reserve 
and central reserve cities and have thus built up the balances which 
they were entitled to keep there as a part of their reserves. More- 
over, the practice of thus redepositing funds having been once estab- 
lished, it has been carried to extreme lengths, and at times has been 
decidedly injurious in its influence. The payment of interest on 
deposits by banks in the centers has been used for the purpose of 
attracting to such banks funds which otherwise would have gone to 
other centers or to other banks in the same centers or which would 
have been retained at home. The funds thus redeposited, even when 
not attracted by any artificial means, have of course constituted a 
demand liability, and have been so regarded by the banks to which 
they were intrusted. 

In consequence, such banks have sought to find the most profitable 
means of employment for their resources and at the same time to 
have them in such condition as would permit their prompt realization 
when demanded by the depositing banks which put them there. The 
result has been an effort on the part of the national banks, particu- 
larly in central reserve cities, to dispose of ‘a substantial portion of 
their funds in call loans protected by stock-exchange collateral as a 
rule. This was on the theory that, inasmuch as listed stock-exchange 
securities could be readily sold, call loans of this type were for prac- 
tical purposes equivalent to cash in hand. The theory is of course 
close enough to the facts when an effort to realize is made by only 
one or few banks, but is entirely erroneous whenever the attempt to 
withdraw deposits is made by a number of banks simultaneously. 
At such times, the banks in central reserve and reserve cities are 
wholly unable to meet the demands that are brought to bear on them 
by country banks; and the latter, realizing the difficulties of the case, 
seek to protect themselves by an unnecessary accumulation of cash 
which they draw from their correspondents, thereby weakening the 
latter and frequently strengthening themselves to an undue degree. 


CONSOLIDATING THE PARTY 289 


Under such circumstances the reserves of the country, which ought to 
constitute a readily available homogeneous fund, ready for use in any 
direction where sudden necessities may develop, are in fact scattered 
and entirely lose their efficiency and strength owing to their being 
diffused through a great number of institutions in relatively small 
amount and thereby rendered nearly unavailable. This evil has been 
met in times past by the suspension of specie payments by banks and 
by the substitution of unauthorized and extra-legal substitutes for 
currency in the form of cashiers’ checks, clearing-house certificates and 
other methods of furnishing a medium of exchange. Needless to say 
such a method of meeting the evil is the worst kind of makeshift and 
is only somewhat better than actual disaster. 


Ho.pi1nc or Funps 


The committee believes that the only way to correct this condition 
of affairs is to provide for the holding of reserves by duly qualified 
institutions, which shall act primarily in the public interest and whose 
motives and conduct shall be so absolutely well known and above 
suspicion as to inspire unquestioning confidence on the part of the 
community. It believes that the reserve banks which it prcposes to 
provide for will afford such a type of institution and that they may 
be made the effective means for the holding of the liquid reserve 
funds of the country to the extent that the latter are not needed in 
the vaults of the banks themselves. To meet this end it proposes that 
every bank which shall become a stockholder in the new reserve banks 
shall place with the Federal reserve bank of its district a portion of its 
own reserve equal ultimately to 5 per cent of its demand deposits. 
Country banks would be required to keep 5 per cent in their own 
vaults, while the remaining 2 of a required total of 12 per cent might 
be at home or in the reserve bank of the district. In the case of 
reserve and central reserve cities the committee has felt that the change 
in their position as reserve-holding banks acting for other banks called 
for a corresponding change in the cash to be held by these banks. 
It has therefore reduced the gross reserve requirements from 25 to 18 
per cent of deposits and the cash in vault requirement from 25 per 
cent in the central reserve cities to 9 per cent and from 12% pér cent 
in the reserve cities to 9. This places the two classes of reserve cities 
on an equal basis, leaves each ultimately with 9 per cent cash, requires 
each to keep 5 per cent in the reserve bank of the district, and 
permits each to keep a final 2 or 4 per cent either there or in its own 


vaults. 
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A period of three years is granted during which the deposits of 
country banks may be kept with the present correspondent banks in 
order that the latter may not be unduly embarrassed by sudden with- 
drawals while the new reserve banks will not be as suddenly com- 
pelled to provide for using a very large quantity of funds. The com- 
mittee is aware that the step thus recommended is of fundamental 
importance and will produce an extensive transformation in present 
methods of national banking. It, however, believes that the effects of 
this transformation will be altogether beneficial and is confident that 
the conditions under which the change is to take place as provided in 
the new bill are such as to make the transfer not only without suffering 
to the banks but under conditions that will actually enable them to 
extend further loans to the community. The actual effects of the 
operation proposed have been worked out inl some detail by the com- 
mittee and are presented as a series of computations in connection with 
the section of the proposed bill which provides for the revision of 
reserve requirements. Final analysis of these figures may be deferred 
until that point. It is enough to say at this point that a sufficient 
amount of reserve has been released, as compared with present require- 
ments, amply to provide for the actual transfer of funds called for by 
the bill at the outset of the new system. Subsequent transfers will 
amount only to about enough to place the new system upon the same 
basis as the old in the matter of reserve requirements, when a margin 
has been allowed for contributions of capital and for possible acces- 
sions of State banks to the system. Or, to sum up, the new system will 
require less cash than the present one in order to fulfill its reserve 
requirements and provide for the payment of capital subscriptions. 
The margin between present and proposed requirements which it is 
thought should be left in order that State banks may come into the 
system without causing any strain upon the cash resources of the 
country will probably be from $100,000,000 to $150,000,000, a sum 
which is believed to be ample. -Needless to say, the new reserve 
requirements will not fall upon all banks in precisely the same way or 
with precisely the same degree of severity. In the case of some it 
may be that a transfer of cash to the new system will be undesirable. 
In such an event it is, of course, always open to the banks to establish 
their required reserve credit with the new Federal reserve banks by 
rediscounting paper with them. With the enormous resources that 
will belong to these reserve banks at the outset they will be amply able 
to take care of many times the amount of any such applications that 
are likely to be made to them. 
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RETIREMENT OF BonpD-SECURED CURRENCY 


There are several important reasons for the retirement of bond- 
secured currency. The most obvious is that bond-secured notes are 
not “elastic.” By this is meant that the necessity of purchasing bonds 
to be deposited with a trustee for the protection of note issues pre- 
vents banks from issuing these notes as freely and promptly as they 
otherwise would, while it also prevents them from retiring or con- 
tracting the notes as freely and promptly as would otherwise be the 
case. There is little or no disagreement at present among students of 
the banking and currency problem in the United States that the retire- 
ment of the bond-secured notes is essentially necessary if success is to 
be had in restoring elasticity to the circulation and in making the 
national banking system really responsive to the needs of business. For 
that reason every plan of currency or banking reform that has been 
put forward during the past 15 years has contained as an important 
factor some provisions for getting rid of the bond-secured notes. The 
basic criticism on the present system of notes already indicated is 
reenforced by the fact that the supply of United States bonds available 
for use in protecting note issues is likely to be limited, as was the case 
in the panic of 1907. Then the national banks were not able to enlarge 
their issues because of their inability to obtain further bonds, until 
they had been aided by the action of the Government in issuing addi- 
tional bonds for the very purpose of furnishing a backing for cur- 
rency, notwithstanding that at that moment there was a very large sur- 
plus in the Treasury. Over and above this consideration has been the 
fact that the formalities and technicalities connected with the issue of 
bank notes based upon bonds have been so great and troublesome as to 
preclude the easy and prompt supplying of currency, even when there 
were enough bonds in the market to furnish all the backing for notes 
that might be desired. This shows why, apart from the special and 
peculiar difficulties that attend anything of the sort, the substitution of 
bonds other than national for the national bonds now used will not 
help the situation. The only way to relieve the bad conditions that 
have developedsin connection with national-bank currency is, there- 
' fore, generally admitted to be the abandonment of the bond-security 
plan and the introduction of something else in its place. 


DirFicuLty oF Bonp HoLpincs 


The first difficulty in passing from the bond-secured system of 
note issues to anything that might be devised to take its place is the 
fact that even if all had been satisfactorily arranged with reference 
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to the new system, its soundness, etc., the difficulty of dealing with 
the bonds would remain. The act of March 14, 1900, provided for 
refunding the outstanding bonds into the 2 per cent consolidated debt 
and these 2 per cent bonds were subsequently sold at premiums which 
once ran as high as 8 or 9 per cent and have regularly been 2 or 3 per 
cent or more. Primarily as a result of general depreciation in the 
values of bonds due to rising prices and higher interest for capital, 
the national bond quotations have sunk until the 2 per cents are now 
below par. The ownership of bonds has thus inflicted a severe loss 
upon holders already, and something like $30,000,000 has, according 
to the Comptroller of the Currency, been “written off’ by the banks 
and must be regarded as one of the costs of carrying the note system 
at present in use. There is general agreement that if the circulation 
privilege were to be taken from the 2 per cent bonds or, what is the 
same thing, if a new system of note issue were to be established which 
would practically displace the present system, the twos would deterio- 
rate to a price not higher than 80. This would mean a shrinkage of 
one-fifth of the par value of the bonds and would inflict upon the 
banks an aggregate loss of nearly $150,000,000. Alternative to this is 
the idea of providing for a refunding of the bonds. Experience, as 
well as computations made in the Treasury, indicate that 3 per cent is 
now about the level of the Government’s present borrowing power. 
The $50,000,000 Panama bonds last sold brought a premium of between 
2 and 3 per cent, but 3 per cent interest without the circulation privi- 
lege represents the minimum interest that must be paid (in round 
numbers) upon any future issue which is to be floated upon an invest- 
ment basis. In order to safeguard the banks against loss, therefore, a 
plan of refunding into 3 per cent bonds would have to be followed. 
The banks might be offered cash payment for their bonds at par, and 
the new securities might be sold for what they would bring, or an 
exchange of 3 per cents for the old twos might be ordered. The latter 
would be simpler, and the former would probably cost a little more. 
Either plan would entail an increase in the present interest burden 
nearly amounting to I per cent annually on at least $740,000,000, or 
$7,400,000 a year. 

Temporary alternatives for the retirement of the bonds are, how- 
ever, proposed here and there. The most familiar and perhaps the 
most available plan of the sort is that which proposes to require banks 
to have outstanding a certain percentage of notes based on bonds 
before they become eligible to take out notes without bond security. 
This would mean that an inflexible volume of bank notes was kept 
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outstanding, or at all events that an inflexible volume of bonds was held 
by the banks to protect such outstanding notes in case they should be 
issued, and that whatever new form of currency might be provided 
for would come out in excess of or in addition to the basic volume of 
notes and bonds already referred to. The plan would partially destroy 
the possibilities of elasticity in the note currency system, but at the 
same time it would operate to keep up the vaiue of the existing bonds 
for the time being. The question would then be whether the effort to 
sustain the value of the bonds in this manner during the remainder of 
their life was not too great to be compensated for by the saving in 
interest thereby effected. The general opinion of students of the sub- 
ject undoubtedly is that this temporary method of sustaining the value 
of the bonds is undesirable, and that it is far better to recognize the 
facts in the case and take up the securities in such a way as to relieve 
the banks from any danger of further loss, the Government bearing 
the increased interest charge and leaving the banks to turn in their 
securities at will. 

What has been thus far said has been founded upon the assumption 
that agreement had been reached with reference to the method of note 
issue to be followed when once a plan for retiring the old notes and 
disposing of the bonds had been agreed upon. While no such agree- 
ment has ever been arrived at, it is true that substantial agreement has 
been reached with reference to the basis on which the notes which are 
to supersede national-bank issues shall be put out. 

Another phase of the note-issue question is seen in connection with 
the problem by whom the notes should be issued. The current assump- 
tion is that in the event of the creation of any central or cooperative 
institution the note-issue power now exercised by the several banks 
should be transferred to and vested in this new organization. There 
has been a tendency to overestimate the importance of the note-issue 
function and to treat it as if it were the chief object to be attained in 
banking legislation. This idea may be attributable to the belief that 
“emergency currency” is what is needed in order to relieve panics and 
stringencies, whereas what is actually needed is fluid resources of some 
kind, whether notes or not. The belief that the notes are very impor- 
tant has also been stimulated by the experience in this country with 
clearing-house certificates, which are often spoken of as if they were 
notes. The fact is that.they are merely evidences that the banks that 
have gone into the clearing-house arrangement are willing to accept a 
credit substitute for money in settling their, balances. with one another. 
It remains true that the provision of a satisfactory note currency 


204 PASSAGE OF FEDERAL RESERVE ACT 


would be a long step in advance, as compared with existing conditions. 
With proper control and restriction it would, however, supply a means 
of obtaining additional circulating media in time of panic or stringency 
when there was a tendency to hoard money, and would to that extent 
relieve the danger of collapse due to inability to convert assets into 
fluid resources. It is therefore a cardinal element in currency and 
banking reform and should be provided for. 


CoMMITTEE’sS Note PLAN 


After reviewing all of the different factors in the situation, the 
Banking and Currency Committee has reached the conclusion that the 
issue of national-bank notes now current should, for the reasons already 
surveyed, be retired despite the serious difficulties that have been 
sketched, and that in their place a new issue of notes put out by the 
Government of the United States and closely controlled by it should 
be authorized. This issue of notes it is proposed to entitle “Federal 
reserve Treasury notes.” In its essence the plan now recommended 
by the committee for a new note issue contains the following points: 

1. Ultimate withdrawal of the circulation privilege from the Gov- 
ernment bonds of all classes. 

2. Issue of notes by the Government through Federal reserve banks 
upon business paper held by such banks. 

3. Redemption of such notes and regulation of their amount out- 
standing at any moment through Federal reserve banks. 

The ultimate withdrawal of the circulation privilege means that 
some provision of proper character must be made for the existing 
bonds. It is suggested that, first of all, this should mean the payment 
of the bonds at maturity and a definite statement to that effect. This 
the committee has included in its bill. The bonds now have no due 
date, and while the Government may redeem them after 1930, they 
are not necessarily payable at that period. If the bonds are to be 
continued outstanding, it would seem to be an essential feature of their 
composition that they shall be allowed to retain the circulation privi- 
lege. To get rid of this, it is only necessary to declare them due and 
payable as soon as the Government has the right to apply that principle. 
But, in the second place, it would appear that the reform of the cur- 
rency along the lines proposed, if it is ever to make a fair start, should 
proceed from the abolition of the circulation requirement in the case 
of banks either organized or to be organized. The committee has, 
therefore, proposed to repeal that provision of the existing law which 
requires the deposit of bonds by every bank in stated amounts. This 
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means that banks may, if they choose, entirely free themselves from 
circulation. In order to enable them to do this, and at the same time 
to supply the place of the small but steady demand for bonds which 
was afforded by the purchases made by newly organized banks, the 
committee proposes to allow a voluntary refunding process to be car- 
ried out over a period of 20 years at the rate of not to exceed one- 
twentieth of the circulation outstanding at the time of the passage of 
the act. It is probable that if this provision were fully availed of it 
would mean an annual refunding of 2 per cent bonds amounting to 
about $37,500,000. In consideration of the action of the banks in sur- 
rendering the circulation privilege on the bonds which they thus volun- 
tarily present for refunding, it is proposed to give the banks a 3 per 
cent bond without the circulation privilege. This is believed to be an 
excellent business policy for the Government, as it could scarcely bor- 
row at a lower rate than 3 per cent to-day. What it will be able to do 
at the end of 20 years is entirely problematical, but it is a fact that the 
circulation privilege is worth at least 1 per cent, and in surrendering 
it the banks get no undue consideration from the Government. They 
do, however, materially facilitate the process of converting the old 
national-bank notes into the proposed new issue of Federal reserve 
Treasury notes. 


Cost TO THE GOVERNMENT 


That the cost to the Government of this conversion will be rt per 
cent on the amount converted, or in the last analysis very near 
$7,500,000, if all the bonds should thus be surrendered is obvious; but 
it is also clear that the change would, for reasons stated, be an excellent 
investment for the Government. The committee has arranged to give 
the proposed Federal reserve board power to tax the new currency at 
such rate as it might deem best, and should it impose a tax of 1 per 
cent the Government would be reimbursed for any excess interest pay- 
ments which it might be required to make on the new bonds. Over 
and above this plan of recouping itself for any losses is the fact that 
the Government is to receive a substantial share of the earnings of the 
proposed institutions of rediscount. If the plan of the committee 
should be accepted and carried through in complete form, the result 
would be a profitable one for the Government. | 

Whatever may be the ultimate earnings of the banks, however, the 
committee is convinced that the conversion of the bonds and the retire- 
ment of the present notes, followed by the issue of new notes, ought 
to be effected at all hazards and at any cost, as a fundamentally desir- 


296 PASSAGE OF FEDERAL RESERVE ACT 


able public reform. It believes that the change should be carried 
through upon a frank, open, and direct basis, and that no effort should 
be made to mask, as was done in the Aldrich bill, proposed by the 
Monetary Commission, the real nature of the process or the burden 
and distribution of its cost. 

The committee is of the opinion that in order to have the new cur- 
rency at once satisfactory and effective, it must be (a@) sound and 
(b) elastic. The soundness of the new notes will, in its judgment, be 
amply secured by the fact that they are made obligations of the Govy- 
ernment and a first lien on the assets of the Federal reserve banks 
issuing them, while they have also been immediately protected by the 
hypothecation of first-class commercial paper in the hands of an agent 
of the Federal reserve board at each of the banks. Their elasticity 
depends entirely upon two fundamental elements—(1) the provision 
of an adequate money fund for their redemption and (2) provision 
for the prompt presentation of the notes. The money fund is provided 
by the requirement that no notes shall be issued by a Federal reserve 
bank unless 33% per cent of money shall have been segregated in the 
vaults of the issuing institution for the purpose of paying such notes 
upon presentation by any holders. The banks are left to provide this 
fund, and are both vested with the duty and equipped with the power 
to obtain it and hold it, either by withdrawing it from domestic chan- 
nels or importing it. They are required to redeem the Federal reserve 
Treasury notes, both of their own issue and those issued by other 
Federal reserve banks, whenever the notes may be presented to them 
from any source; while, as a central point of redemption, it is provided 
that the Treasury Department shall pay the notes out of a fund of 
money (constituting part of the 33% per cent referred to) which shall 
be placed in their hands by the several banks. This means that the 
Federal reserve Treasury notes will be redeemable in money at each 
of the 12 banks and at the Treasury, while the requirement that the 
notes shall be payable to the Government and to any bank for deposit 
purposes will be tantamount to a quasi-redemption at every point where 
banking is carried on. In order to insure the prompt presentation of 
the notes for redemption, thereby avoiding danger that they may accu- 
mulate in the bank vaults, the bill refuses to authorize their use as 
reserve money by member banks, while of course they will be excluded 
from the reserves off Federal reserve banks. 

Provision is also made whereby they will be prevented from accu- 
mulating in the Treasury or any of its subtreasuries even in small 
quantities. It is believed that these provisions will insure the prompt 
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return of the notes, thereby producing genuine flexibility in the cur- 
rency. The notes will be taken out whenever business paper eligible 
for presentation to Federal reserve banks for rediscount is created; 
and as such paper matures, is paid off, and shrinks in volume the basis 
for the notes will correspondingly shrink, and either the notes them- 
selves or an equivalent amount of lawful money will be withdrawn 
from circulation. It is an undoubted feature of the measure as now 
drafted that it will furnish an ample mechanism for insuring the can- 
cellation of the notes as well as for their issuance. While this process 
is going on, there will have been an active redemption of the notes, 
owing to the operation of the provisions for exchanging them for 
money already sketched. 


Usk oF GOVERNMENT FUNDS 


One feature of the proposals for legislation contained in the com- 
mittee’s bill is the recommendation that the funds of the Government 
of the United States received by it as a result of current business 
transactions and heretofore held in the Treasury shall thenceforward 
be deposited with the Federal reserve banks, the latter institutions to 
act as fiscal agents for the Government in all of its transactions thence- 
forward. This recommendation is of fundamental importance. The 
Independent Treasury system of -the United States under which the 
Treasury Department now carries on its operations dates from 1846 
and is the result of the legislation then urged and adopted for the 
purpose of putting the country upon a so-called hard-money basis. 
Whatever may be thought of the idea of actual specie payments and 
of segregation of Government cash, both when it comes into and when 
it goes out of the Department of the Treasury, experience has shown 
that the system is not feasible. It was necessary to suspend the Inde- 
pendent Treasury system, practically speaking, when the Civil War 
broke out; and upon every subsequent occasion of stress or difficulty 
in the market a repetition of this suspension has become practically 
unavoidable. It has been necessary on those occasions to redeposit the 
funds of the Government in banks in order that the commercial com- 
munity need not be deprived of the use of them even for a short time. 
At times it has been found expedient, if not absolutely necessary, to 
temporize with the law and with the technical requirements of the 
Treasury system, and practically to abandon the plan of requiring cash 
payments even when that was theoretically lived up to—this again in 
order to avoid any withdrawal of urgently needed funds from the 
business community. 
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In normal times the withdrawal of these funds has, of course, been 
far less noticeable in its influence upon the business world, although 
at all times it has been a fact that the withdrawals did disturb in a 
measure the natural balance and distribution of funds between differ- 
ent parts of the country and did thereby tend to embarrass some parts 
of the country much more than others, owing to the fact that with- 
drawals of cash due to the payment of taxes were neither identical in 
amount nor proportionate in importance in these several sections. 
The inadequacy of the Independent Treasury system and of the present 
method of making public deposits has indeed been fully recognized by 
Congress when it provided that all such deposits in banks should be 
made only upon security of United States bonds, a requirement which 
means, if it means anything, that the banks called national and under 
congressional supervision, although deemed safe enough for the use 
of the public, are not safe enough to serve as depositaries of public 
funds—a situation which, if actually what it seems to be, is both 
ridiculous and disgraceful. This condition of affairs would, however, 
be greatly aggravated and would become even more anomalous if Con- 
gress were to authorize the creation of a new set of banks intrusted 
with the power of holding reserves and acting as the intermediaries 
through which a new currency is issued, yet unable to be trusted as 
custodians of Government funds. Both for economic reasons and 
because of considerations of the logic and dignity of the situation, it 
is desirable to have the current receipts of the Government deposited 
in the new banks and its disbursements made by drawing upon these 
institutions. The Treasury is in no way interfered with by this 
process save in so far as it is relieved of some routine duty. It is left 
to manage the fiscal affairs of the Government in precisely the way 
that is now practiced, but the actual funds are placed with the Federal 
reserve banks, where they will continue to be available for the banking 
needs of the community which created them and which is responsible 
for the solvency and activity of the business processes that afford the 
basis of taxation and thereby supply the fundamental resources of the 
public Treasury. 


BENEFIT FROM DEPOSITS 


Too much can not be said of the benefit that will be derived from 
the continuous depositing and withdrawing of public moneys through 
the Federal reserve banks, as compared with the present artificial sys- 
tem of periodically contracting currency through heavy withdrawals 
due to large payments for customs and internal revenue and of period- 
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ically expanding the currency through deposits in the banks, which, 
however wisely selected, can never restore the funds to exactly the 
same channels from which they were drawn. A very large share of 
responsibility for the past panics and crises of the United States must 
undoubtedly be assigned to the Treasury system which has been respon- 
sible for this sporadic and spasmodic movement of funds. In unskilled 
or selfish hands, the power thus bestowed upon the executive branch 
of the Government may be, as it has at times become, most dangerous 
to the public welfare, while it is always a source of grave respon- 
sibility "and danger scarcely to be overestimated in its importance. 
The usual consideration against placing Government funds in the 
banks has been that by so doing certain banks were favored at the 
expense of others while the Government was deprived of its legitimate 
return upon the moneys that it furnished. Under the proposed plan, 
no such danger exists. Power is given to the Federal reserve board 
and to the Secretary of the Treasury, jointly, to establish a rate of 
interest upon public deposits, thereby rendering it possible for the 
Government, if it chooses, to assure itself a fair adequate return for 
its funds from the very time that they are placed in the banks. Under 
the section of the proposed bill which provides for a distribution of 
earnings the Government of the United States is given 60 per cent of 
all net income after the banks have received 5 per cent upon their 
invested capital. The Government is therefore in position to get its 
full and due return for every dollar that it places in the hands of the 
banks, while the community has the use of the money thus left subject 
to the disposal of trade and commerce according to their necessities. 
This is as it should be, since it amply protects the Government, safe- 
guards the public interest, and assures the returns of the profits from 
the use of the funds to the Government after the banks have received 
the fair going rate of return for carrying on their business and per- 
forming the routine operations connected with their duties as fiscal 
agents of the Treasury. 

There is another aspect of this Treasury deposits system that 
deserves mention in this connection. The bill provides for the deposit- 
ing of funds not in any one bank, and not in accordance with any 
system that would place the moneys in any particular group of banks, 
but for the depositing of the funds in such banks as from time to time 
may be deemed wise, having due regard to an equitable distribution of 
these moneys among the different sections of the country. The power 
is, however, retained to make redistribution whenever deemed best, 
and this means that the provision is important as an adjunct to the 
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power of the Federal reserve board over rediscounts and rates of 
interest as well as over reserves. 


EQuaLiziInG Reserve FuNpbS 


It is evident that the Federal reserve board and the Secretary of 
the Treasury could, by shifting the deposits of the Government from 
place to place as occasion demanded, meet conditions of stringency 
and difficulty in the market, or furnish exchange funds as occasion 
appeared to require. The power would naturally be exerted before 
any resort was had to any method of interfering with the loans of the 
banks or with their reserves, and would of course be far more satis- 
factory as a means of equalizing resources than the exercise of the 
compulsory rediscount power. What has been done by various Secre- 
taries of the Treasury in times past, and has been successfully done, 
toward the readjustment of banking accommodations, by the making 
and withdrawal of public deposits in different parts of the country, 
with comparatively meager funds, under the present Treasury system, 
gives a faint suggestion of what might be accomplished in the way 
just indicated. We have stated that in our judgment the use of the 
Treasury funds for deposit purposes in the manner referred to has 
never been desirable and has frequently resulted in leading, through 
long-continued employment, to panic or to artificial and injurious con- 
ditions of various kinds. What has just been said does not in the least 
weaken the force of the general observation thus restated. The harm 
resulting from past efforts of this kind has arisen primarily from the 
fact that they were necessarily carried out without intimate knowledge 
of or close association with the banking mechanism of the country. 

The evil which came from these efforts was due to the lack of 
adaptation to existing conditions. Under the proposed plan the funds 
of the Government will never be removed from the uses of the com- 
mercial community, but they will continue in the general regions of 
the country where they originated, while those who are to be charged 
with the duty of overseeing the management of Government funds 
will have at their disposal the information that is needed to enable 
them to readjust deposits or to grant temporary relief through the 
shifting of Government resources should conditions suddenly require 
action of that kind. The situation will not only be such as will put an 
end to the vicious and wholly artificial state of things existing under 
the present type of Treasury organization, but will substitute for it a 
helpful system whereby definite governmental authority, closely 
informed concerning banking conditions and constantly in touch with 
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the development of credit in all parts of the country, will be in control 
of an enormous mass of fluid resources which it can transfer by 
normal methods through the ordinary channels of trade from one part 
of the country to another, as conditions warrant; or, better still, can 
direct the flow of this mass of resources now here and: now there, as 
circumstances call for it. The process will be conducted with knowl- 
edge of the highest’ order and will be free of the difficulties which 
have heretofore beset the making of Treasury deposits. It will be 
similar in operation to the function that is performed by the central 
banking institutions of foreign countries and will be carried out by 
exactly similar methods save that, because the authorities in charge of 
it are not hampered by commercial motives and are not interested 
more in one part of the country than in another, they will be able to 
do the work without any of the interfering considerations of private 
profit which frequently prevent the operations of a central banking 
institution from being carried on solely in the public interest. In the 
best sense of the word, the Government will be completely ‘out of the 
banking business” and in the best and proper sense of the word it will 
be in that business, neither under the necessity of interfering with 
normal trade operations nor of artificially interposing to bolster up 
weak banks in any part of the country. 


BANKING FACILITIES FOR ForEIGN TRADE 


It has long been a ground of complaint that the national banking 
system provided no adequate means for the establishment of American 
banks in foreign countries. This criticism has had some warrant, and 
in view of the rapidly expanding foreign trade of the United States 
it is deemed wise to make proper provision for banking machinery 
in foreign countries which shall be closely controlled. by home insti- 
tutions. The bill proposed by the National) Monetary Commission 
sought to accomplish this end by providing for the creation of a special 
type of institutions to be organized by national banks as stockholders 
and to engage in: operations abroad. The committee is ot the opinion 
that no such elaborate mechanism is necessary, but that every good 
purpose of the monetary commission plan can be attained by the adop- 
tion of the plan,it has proposed, which consists essentially of provision 
for the establishment of foreign branches by existing national banks 
whetr sueli batiks have an adequate capital for the. kind of work in 
which they propose to engage and are found by’ ‘the: \Federal reserve 
board to ‘bein proper condition for undertaking: such an enterprise. 
The proposed plan is simple and, it is believed, sufficiently effective for 
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the purpose. Under it national banking institutions will be in position 
to create branch offices at such foreign points as they may deem best, 
assigning to them a due share of capital and conducting their affairs 
separate from those of the home office in order that there may be no 
difficulty in,ascertaining at any moment the distribution of the business 
of the institution. It is believed that with the extension of national- 
bank powers which is provided for in the present act, such branches 
of national banks would be amply able to meet the requirements of 
their clientele wherever it might be necessary for them to operate. 


APPENDIX TO CHAPTER XIV 


LETTER OF SECRETARY BRYAN TO REPRESENTATIVE GLASS CONCERNING 
INTERLOCKING DIRECTORATES 


Department of State 
Washington 
August 22, 1913. 
Honorable Carter Glass, 
House of Representatives, 
Washington. 


My dear Mr. Glass :— 

Replying to your inquiry, I beg to say that I have for many years 
advocated a law preventing the duplicating of directorates. While the 
principle applies to banks as well as to trusts—although, | think, in a 
less degree—the plan has been considered mainly as a means of deal- 
ing with the trust evil—in fact, it is a part of the anti-trust plank of 
the Baltimore platform. Competition can be effectively prevented 
where the same men act as directors of competing companies. I am as 
much in favor of the remedy now as I was when I began to advocate 
it; in fact, more so, because recent disclosures have given further 
proof of the employment of this means of eliminating competition, but 
I do not think it wise to make it a part of the pending currency Dill. 
In attempting to secure remedial legislation, care must be taken not to 
overload a good measure with amendments, however good those amend- 
ments may be in themselves. A boat may be sunk if you attempt to 


make it carry too much, however valuable the merchandise. A Dill jis 


usually the result of compromise; the President and Secretary McAdoo, 
in conjunction with the Chairmen of the Currency Committees of the 
House and Senate, have formulated a tentative measuré. It was pre- 
pared after extended investigation and a comparison of views. It 
embodies certain provisions of great importance and is, I believe, 
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fundamentally sound. The provision in regard to the Government 
issue of the notes to be loaned to the banks is the first triumph of the 
people in connection with currency legislation in a generaticn. It is 
hard to over-estimate the value of this feature of the bill. In the 
second place, the bill provides for Government control of the issue of 
this money—that is, control through a board composed of Govern- 
ment officials selected by the President with the approval of the Senate. 
This is another distinct triumph for the people, one without which the 
Government issue of the money would be largely a barren victory. 
The third provision in this bill which I regard as of the first impor- 
tance is the one permitting state banks to share with national banks 
the advantages of the currency system proposed. 

These three provisions are, to my mind, of such transcendent 
importance that I am relatively but little concerned as to the details of 
the bill. I do not mean to say that the details are unimportant, but 
whatever mistakes may be made in detail can be corrected easily and 
soon—a wrong step in a matter of principle would be more difficult 
to retrace. There are doubtless differences of opinion over matters 
of detail, and it was to adjust these that the caucus was held, but I 
take it for granted that no one who is really in favor of the bill will 
permit a difference of opinion on a matter of detail to lead him to 
jeopardize the bill. 

The papers have in a few cases reported Members of Congress as 
presenting views which were alleged to be mine. I do not know to 
what extent these reports may exaggerate what has been said and 
done but you are authorized to speak for me and say that I appreciate 
so profoundly the services rendered by the President to the people in 
the stand that he has taken on the fundamental principles involved, 
that I am with him on all the details. If my opinion has influence 
with any one who is called upon to act on this measure, I am willing 
to assume full responsibility for what I do when I advise him to 
stand by the President and assist in securing the passage of this 
measure at the earliest possible moment. I am sure that the Presi- 
dent will be ready to join in making any change in detail that can be 
made to advantage, and being sure of his singleness of purpose, I am 
willing to leave to future action the correction of any provision which 
he may now regard as essential to the plan and purpose of the bill. 

Congratulating you upon the splendid manner in which you have 
presented the merits of this bill, I am 

Very truly yours, 
(Signed) W. J. Bryan, 


CHAP TERIAY 


THE PROVISIONS OF THE FEDERAL RESERVE 
ACT 


General Status of Bill 

The Federal Reserve Act in the form in which it was 
placed before the House of Representatives may be regarded 
as the first definite draft of the measure and as such is entitled 
to careful analysis. It would be worthy such analysis in any 
case, but specially careful scrutiny is worth while in view of 
the misunderstandings and even misrepresentations which have 
centered around the subsequent history of the measure. 

Such misunderstandings relate not only to the content of 
the original measure itself but also to the question whether 
the act was or was not materially modified by the Senate Com- 
mittee on Banking and Currency, by the Senate itself, or by 
the later conference committee between the two Houses. In 
the Appendix to the present volume it has been thought wise 
to collect several of the principal drafts of the measure in order 
that there may be no question on this point. Comparison of 
them, however, involves detailed and painstaking study if 
their essential features are to be thoroughly understood. It is 
thought best to present herewith as a part of the treatment, 
therefore, a general outline analysis of the content of the 
Reserve Act in the form in which it had been passed upon by 
the House Committee on Banking and Currency, and to make 
later references: to such changes as may have been introduced 
in the text, employing the analysis of this chapter as a basis 
of comparison, thus avoiding the necessity of more lengthy 
explanations and repetitions at later points in the volume. In 
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preparing this chapter the House Committee’s report on the 
Federal Reserve Act,‘ which was originally written by the 
author and published as thus prepared, has been used nearly 
verbatim as the basis of description. 


SECTION I 


Section 1 created a short title which may be used for convenience’ 
sake in the future in referring to the act. It needs no discussion. 


SECTION 2 


Section 2 provided for the districting of the country and for the 
organization of a reserve bank in each such district. These two 
topics may be discussed separately, it being prefaced that the pur- 
pose of the proposed bill is to substitute for the national currency 
associations of the Aldrich-Vreeland law a series of reserve banks to 
be organized in independent districts and to do in a better and more 
continuous way the services which had been expected of the currency 
associations themselves. 

It has been explained that the purpose of any thorough banking 
legislation must necessarily be the creation of a means for rediscount- 
ing existing paper and for furnishing either a bank credit or an elastic 
and reliable bank-note issue as the medium by which such discounts 
may be afforded. Without going more into the theory of this propo- 
sition, already thoroughly well covered, it may be stated that the 
medium through which the bill proposed to attain these ends is the 
organization of a reserve bank to be entitled a “Federal reserve bank’’ 
in each one of the Federal reserve districts to be established as provided 
in section 2. In briefest terms, then the reserve bank in each district 
will do for existing banks what an ordinary bank does for its cus- 
tomers; that is to say, it will hold their surplus funds, furnish them 
loans, offset their payments and receipts,.and supply them with the 
means of making remittances. In broad theory there will be no dif- 
ference between the services performed by the reserve banks or bank 
and those performed by the existing banks for individual customers. 
Unless it be true that the reserve banks are granted some special 
privilege or relationship to the Government there will be no reason 
why they should not be organized upon the same basis and for the same 
general purposes as existing banks. Indeed, with one or two minor 
modifications: of existing law they could be so organized under the 


1H. R. Report 69, 63rd Congress, 1st Session. 
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present national bank act. It is to be noted that some national banks 
now organized and doing business in the larger cities perform in a 
measure very much the same functions for smaller banks which do 
business with them that it is now proposed to have the reserve banks 
to be organized under this act do for the banks that are to be their 
constituent stockholders. The existing banks which perform this 
function do it for profit, and when opportunity offers make exorbitant 
returns for themselves on the transactions they enter into. The pro- 
posed reserve banks are to be cooperative institutions, rendering their 
service for the good of all the banks that are stockholders in them, 
as well as for that of the public, while the Government is to get the 
excess profits of the institutions. The detailed functions of the reserve 
banks can be best brought out in connection with subsequent sections, 
where they are dealt with more elaborately. 

It is evident that before the different banks can be organized and 
placed it must be decided where they are to be placed and how large 
are to be the districts in which they shall operate. For reasons which 
are already partly apparent and will be made more so as the discus- 
sion goes on, one such bank in a district is all that is needed or could 
profitably or properly be organized there. This necessitates care in 
choosing the locations and fixing the size of the districts. Two funda- 
mental considerations are sought in performing this work. 

1. To provide each section of the country that constitutes a geo- 
graphical and business unit with a reserve bank to serve its local 
banks and hold their reserves, making the districts sufficiently numer- 
ous to enable each such section to feel that its wants are met by its 
own local reserve institution under its own control. At the same 
time it is recognized that the districts should not be made so small 
as to cut the capital of the reserve institutions to a figure that would 
make them weak. 

2. To see to it that reserve banks are given a capitalization that 
will enable them to do what they are designed to do and are so 
situated as to avoid any shock to business enterprise resulting from 
the shifting of bank reserves from existing banks to the new reserve 
banks in the way outlined in the present bill. 

It is believed that the fixing of the exact number of banks and the 
delimitation of the districts are points that can only be exactly met 
after careful investigation by a properly qualified body appointed for 
that purpose. It has, however, been thought wise to fix the minimum 
number of such banks to be established in order that in passing the 
law the community may be assured of adequate provision for its needs. 
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It is proper to say frankly that much difference of opinion as to the 
number of such banks has been expressed, some placing the desired 
number as high as 50, others as low as 3. Those who advocate the 
larger number think that there should be one such bank in practically 
every reserve city, on the ground that the reserve cities of the present 
day owe their existence to a definite need which has resulted in their 
establishment, and that this need ought to be recognized under such 
legislation as may be passed. Those who advocate the smaller num- 
ber think that the banks should be created in central reserve cities only. 
They say that these central reserve cities are now the ultimate holders 
of reserves and that if they alone had the reserve banks proposed to 
be organized under this act there would be very little friction or diffi- 
culty in passing from the existing régime to the proposed plan. 

The Committee on Banking and Currency finds itself unable to 

side with either of these groups of thinkers. It believes that the 
number of reserve banks to be created ought to be large enough to 
meet the reasonable needs of the country and should not be so small 
as to play into the hands of those who want to establish a very high 
degree of centralization. It also thinks that the reserve banks should 
be few enough in number to make them really independent institu- 
tions, likely to look to one another for aid only under emergency con- 
ditions, and hence not in danger of being controlled by other reserve 
banks. It has therefore fixed the minimum number of reserve banks 
at 12. This number has however not been arrived at from theoretical 
considerations solely, but also as a result of the following data: 

1. The committee has asked a considerable number of bankers their 
views as to the proper number of such institutions. Many of these 
bankers were questioned during the hearings of last winter. Among 
them were Messrs. A. B. Hepburn, who thought that if such a plan 
were adopted the number should be one in each clearing-house district 
(hearings, p. 10); Sol. Wexler, who thought that the number should 
be about 15 (hearings, p. 623); Victor Morawetz, who fixed the num- 
ber at 1 in each clearing-house district (hearings, p. 48); Sir Edmund 
Walker, who thought the number might run as high as 20 (hearings, 
p. 666); and others. Mr. J. V. Farwell, a well-known merchant of 
Chicago, suggested 5 to 7 as the number (hearings, p. 452). 

2, Experience under the Aldrich-Vreeland law has resulted in the 
organization of 18 currency associations. 

3. The Aldrich bill, so called, or National Monetary Commission 
bill, provided for a central reserve association with 15 branches or 16 
banking institutions, open to the banking public, in all. 
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4. Examination of the present bank capital of the country shows 
that the number of banks on the basis of capital contribution could not 
well be in excess of 12 or 15 if the capitalization of the reserve banks 
themselves was to be sufficiently strong to make them effective. 
Assuming that the total capital of the national banks to-day is some- 
what over $1,000,000,000, and assuming further that State banks 
possessing a capitalization of one-half that amount were admitted to 
the proposed institutions, it might be estimated that these Federal 
reserve banks would be owned by banks with an aggregate capitaliza- 
tion of $1,500,000,000. It will be shown later in the present discus- 
sion that the capitalization contribution to be exacted of each bank 
is 10 per cent of its present capital. That would make a total capi- 
talization for the proposed reserve institutions of $150,000,000. As- 
suming that this amount was contributed and that there were 12 
such institutions, their average capitalization would be $12,500,000, 
which is believed to be ample to meet the needs of the communities 
represented. If it should be roughly assumed: that one-third of the 
proposed banks would be near the lower limit of $5,000,000 capitaliza- 
tion, this might mean five reserve banks with a gross capitalization of 
$25,000,000; five reserve banks with an average capitalization of, say, 
$7,500,000 and a gross of about $37,500,000, so that there would be 
left five with a gross capitalization of $87,500,000, or an average of 
$17,500,000. It is probable that as New York City already possesses 
two banks of $25,000,000 capital each, while her banking resources 
are very large otherwise, the bank of the New York district might be 
given a capitalization of $30,000,000 or $35,000,000, in which case the 
other four banks belonging to the group of large institutions might 
have an average capitalization of $13,000,000 apiece. These figures 
are all purely tentative and are merely intended to represent the way 
in which the districting might operate. Further attention can be 
given to the subject of districting and its effect upon the. banks in 
connection with the study of the reserve section of the bill, which 
will be taken up somewhat later in this discussion. It is undoubtedly 
true that the proposal to create as many as 12 reserve banks will 
receive very sharp criticism from banking interests which are desirous 
that there shall be as high a degree of centralization as possible in the 
new system, while it is also thought probable that the proposed num- 
ber will be sharply attacked by others who think that the 12 is by no 
means enough to give all portions of the country a chance to be fairly 
represented and adequately heard in connection with the rediscounting 
of paper. The figure fixed has, however, been the result of careful 
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study and the committee feels entire confidence in its approximate 
correctness. It recognizes that in the future as the country grows 
there will be need of an increasing number of reserve banks, and 
therefore the power is given to create more such banks in the future 
as occasion requires. 

Inasmuch as no machinery is in existence for the creation of such 
banks, and inasmuch as the process of districting the country can not 
be described in any hard and fast manner, it has been deemed best to 
leave this analysis of business conditions for which there are at pres- 
ent no adequate statistics within reach, to a committee including the 
Secretary of the Treasury, the Attorney General, and the Comptroller 
of the Currency. In order that they may do their work correctly 
and successfully it will be necessary for them to ascertain with care 
the business connections of each of the principal cities of the country 
in order that the districts in which such cities are located may be 
properly shaped in a way that will not alter the present course of 
exchange and interbank remittances. The task thus prescribed may 
be one of some considerable length, and therefore it has been deemed 
best to leave the establishment of the details and the fixing of dates 
for organization to the judgment of the committee in question, sub- 
ject only to the provision that in general it shall be completed within 
a reasonable time. Inasmuch as the work of making the distribution 
and apportionment of banks by districts will involve some expense, 
it is proposed to assign a moderate sum to cover the cost of travel, 
employment of expert assistance, etc. 


SECTION 3 


Section 3 relates to stock issues, and divides the share capital into 
shares of $100. This unit is adopted because it corresponds to the 
unit of share capital in the national banking system, and is there- 
fore an easy basis for computation of the share capital which a given 
bank will be required under the act to take out. The fact that it has 
been determined to have the share capital of the Federal reserve banks 
bear a fixed relationship to and be subscribed by the’ existing banks of. 
the country makes it necessary to provide some means of recognizing 
the growth of the system or its shrinkage, as the case may be. The 
second clause of section 3, therefore, calls for the increase of the 
capital stock of the Federal reserve bank according as the amount of 
capital in the system increases and is decreased by a converse process. 
This means that no Federal reserve bank would ever have a fixed 
capital, since that capital might easily change almost from day to day. 
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The fact remains that the capital would be a fixed percentage of that 
held by the member banks, while in view of the later provisions of 
the act it is believed that the amount of this capital could be easily 
ascertained at any moment and the payments to withdrawing banks 
be made without any serious difficulty. 

A second feature of section 3 is the provision that each Federal 
reserve bank may establish branch offices subject to the regulations 
of the Federal reserve board not to exceed one for each $500,000 
capital of the stock of each Federal reserve bank. After due study 
it has been required that such branches should be established only in 
the district in which the Federal reserve bank is located. Branches 
of different Federal reserve banks will, therefore, not compete with 
one another, but will be simply offices established for the convenience 
of the member banks, facilitating their relations with the Federal 
reserve bank in which they are stockholders. The question may fairly 
be raised whether a Federal reserve bank should be allowed to estab- 
lish one office in each of the other Federal reserve districts should it 
so desire, but after due consideration it has not been deemed desirable 
to permit such an extension of the power to create branches. 


SECTION 4 


Section 4 provides for the incorporation and organization of the 
Federal reserve banks under the conditions already outlined in the 
preceding section. Fundamentally the purpose of the section is to 
authorize the incorporation of such a reserve bank in each district 
with powers precisely analogous to those of national banks except in 
so far as altered by the act itself. The organization, officers, and the 
like of the reserve banks will under the terms of this section be the 
same as those of the national institutions. There is no reason why 
any important distinction as to type of organization should be drawn 
or exist between the typical reserve bank and the typical national 
bank. This is worthy of special note because of the claim that 
Federal reserve agents, whose functions will presently be described, 
would practically be the active managers of the reserve banks. They 
would in fact be chairmen of the boards of directors, but as in the case 
of national banks such a chairmanship might be more or less active, 
according as the bank itself chose to determine. 

The first clause of section 4 provides that a “sufficient number” of 
banks having made and filed with the comptroller a certificate, etc., 
shall thereupon be organized. As was provided in section 2, the 
minimum capital of a reserve bank is to be $5,000,000, so that the 
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sufficient number referred to would mean in practice banks having a 
joint capitalization of at least $50,000,000. The sections of the national 
banking act referred to as defining the powers of the banks in ques- 
tion are those which state generally the limitations upon the func- 
tions of national banks and the rights and authority vested in them. 
The final provision of the first paragraph of the section giving to 
the Federal reserve bank a charter life of 20 years is the same as 
the corresponding provision of the national bank act. The power of 
Congress to dissolve the bank at an earlier date if desired is likewise 
identical with the power reserved to Congress in national banks. 

In dealing with the organization of the reserve banks the bill pro- 
posed by the committee has sought in section 4 to furnish a demo- 
cratic representation of the several institutions which. are members 
and stockholders of a reserve bank. To this end, the directorate is 
‘divided into three classes, each consisting of three members, while the 
stockholder banks are similarly divided into three groups or classes. 
The bill provides that the election of one member of class A and one 
member of class B shall be intrusted to each one of the groups into 
which the stockholding banks are subdivided. As it is required that 
each of the banking groups thus created shall contain approximately 
one-third of the number of banks in the district, it is clear that the 
banks comprising one-third of such capitalization would have a rep- 
resentative of their own in class A and also in class B. It might well 
be that the one-third in any given district would include a very 
small number of banks and that the director in question would thus 
be the representative of but few institutions. This, however, is 
deemed far better than to permit of the general choice of directors by 
all banks voting indiscriminately, it being the belief of the committee 
that by the method proposed each group of banks will preserve its 
autonomy and secure due hearing on the board of directors. 


SECTION 5 


Section 5 deals entirely with the method of increasing and decreas- 
ing the capital stock of Federal reserve banks and the effect thereon 
of corresponding changes in the stock of member banks. The gen- 
eral purpose is to require member banks to pay additional pro rata 
subscriptions as they increase their capital stock and to permit them to 
withdraw capital subscriptions in the same manner as they reduce their 
capital; or, in case they go out of business entirely through failure or 
liquidation to permit them to withdraw the cash paid in, assuming, of 
course, that there has been no loss sufficient to impair the capital of 
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the reserve bank. Should such a loss occur the reserve bank would 
presumably have called sufficient of the unpaid subscriptions to restore 
its capital to the original amount, in which case the withdrawal ofa 
sum equal to the original cash paid subscription would simply give the 
bank what it put in in the first place, the loss meanwhile having been 
borne by its contribution made on call. The prohibition upon the 
transfer or hypothecation of shares in a Federal reserve bank, is of 
course, necessary in order to prevent the reserve bank from ceasing to 
be a democratic organization composed of members contributing in a 
like pro rata proportion of their actual available cash resources. Any 
other plan might result in the concentration of share ownership in a 
few hands. The intent of the bill is to have all banks vote alike at 
clections and as a preliminary requirement to enforce the retention of 
equal percentage of capital by each in the business of Federal reserve 
banks. 


SECTION 6 


Section 6 is complementary to section 5 and merely provides for the 
treatment of the stock of Federal reserve banks belonging to member 
banks which become insolvent. The fundamental idea in it is that of 
intrusting the Federal reserve bank with the function in the case of 
failure of deducting from the original amount of the failed bank’s 
subscriptions any debts or claims due from said insolvent bank to the 
reserve bank and paying the rest to the receiver of the failed bank. 
This, in effect, gives the reserve bank a prior lien upon the assets of a 
failed member bank up to the amount of its cash-paid subscription, 
which of course is a carrying out of the principle involved in requiring 
the member banks to subscribe 20 per cent, although they pay up but 
10 per cent of their cash capital as a contribution to the stock of the 
Federal reserve bank of which they are members. 


SECTION 7 


In section 7 it is provided that the division of earnings of Federal 
reserve banks shall be such as to give to the Government a due share 
of the proceeds of the banking operation after what is considered a 
fair remuneration for Federal reserve banks themselves has been pro- 
vided. It is also sought to devote the share of earnings going to the 
Government to the reduction of the public debt. In general the process 
of dividing the earnings is divisible into three stages under this section : 

(a) The first step in the process of dividing the proceeds of the 
banking operation is that of giving to the subscribing banks which 
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own the stock of the Federal reserve banks a due return for the use of 
their funds. This, after due consideration, has been fixed at 5 per 
cent—a rate of dividend which, however, is to be cumulative. This 
should not be confused, as has been done by some critics of the pro- 
posed bill, with a rate of 5 per cent from the capital of the banks. 
The banks, of course, will not set aside a part of their capital for this 
subscription but will devote a part of their current funds to it. The 
real question then is whether the rate of 5 per cent represents about 
the normal rate of return from current bank investments. Consider- 
ing the high character of the security offered we are of the opinion 
that it does do so. 

(b) The second step in disposing of the earnings is that of the 
accumulation of the surplus. While it is not supposed that the Federal 
reserve banks will incur severe losses, on account of their conservative 
nature and the auspices under which they are to be carried on, it is 
believed that the accumulation of a surplus to furnish an increased 
source of banking capital for the reserve banks, and so far as practi- 
cable to obviate any necessity of calling for any of the unpaid balances 
of the original capital subscriptions is highly desirable. One half of 
all net earnings after attending to the claims of the 5 per cent cumula- 
tive dividend is therefore to be devoted to the surplus until the said 
surplus amounts to 20 per cent of the capital of the bank. The remain- 
ing one-half is to be divided in the proportion of three-fifths to the 
Government and two-fifths to the bank’s stockholders in the ratio of 
their average balances with the Federal reserve bank for the preceding 
year. It will be observed that this introduces a new principle of dis- 
tribution of earnings not based upon relative ownership of capital 
stock. More will be said of this point very shortly. 

(c) The third and final step in disposing of the earnings relates to 
the distribution after surplus has been fully provided for. Section 7 
would give three-fifths of all earnings after the surplus is taken care 
of to the Government and two-fifths to the member banks in propor- 
tion to their annual average balances as before. 

It is worth while to consider with some care what this plan of dis- 
tribution would signify. Assume for the sake of argument that the 
rate of earning of the Federal reserve banks is about identical with 
that reported by the comptroller for the national banks of the coun- 
try, or, roughly, 9 per cent. Taking 9 per cent as the figure, this would. 
mean that with a total capital of $100,000,000 the earnings for the first 
year would be $9,000,000. Of this sum, $5,000,000 would be required 
for the dividend requirements. This would leave $4,000,000, of which 
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$2,000,000 would be carried to surplus and the remaining $2,000,000 
would be divided as aforesaid in the proportion of $1,200,000 for the 
Government and $800,000 for the stockholding banks. It is, of course, 
impossible to state exactly how the division between the stockholding 
banks would finally turn out, since it can not be definitely stated what 
balances they would carry with the reserve banks. 


THE GOVERNMENT'S SHARE 


It has frequently been asked why the Government should be allowed 
to share in the earnings of Federal reserve banks at all. There are 
two reasons of conspicuous and obvious character why it should do 
so: (1) It vests the Federal reserve banks with the sole and exclusive 
function of note lending, from which all other banks are debarred; 
(2) it places the public funds with the Federal reserve banks to an 
amount certainly vastly larger than that of any other depositor and 
equal to the combined deposits of large groups of banks. The dis- 
tribution of earnings upon the basis of deposit balances would give 
to the Government a large share of the profits in any case and when 
the present national-bank notes shall have been replaced by Federal 
reserve notes it is obvious that the function of note issue will result in 
a large volume of earnings which the Federal reserve banks could not 
enjoy were they to share this power with other banking institutions. 
To a substantial share in this earning, leaving for the reserve banks 
only a fair compensation for their services in taking out the notes, the 
public is evidently entitled. 

The provision that the earnings of Federal reserve banks in so far 
as paid to the Government shall be regularly devoted to the reduction 
of the bonded indebtedness of the United States is manifestly a proper 
use of the income in view of the fact that the Government has incurred 
an additional interest charge upon its outstanding bonds for the pur- 
pose of persuading the banks to surrender their twos from time to 
time or at the end of 20 years for the purpose of converting the twos. 
By gradually applying the earnings received by the Government to the 
reduction of the outstanding bonds, selecting those that are available 
for circulation, it will be possible to maintain a moderate market de- 
mand for the bonds and at the same time to effect a gradual reduction 
of the outstanding indebtedness as well as, of course, a corresponding 
reduction of interest charges thereon. 

Attention should also be given to the provision exempting Federal 
reserve banks and the stock held therein by member banks from all 
classes of taxation, save such taxation as may be imposed upon the 
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real estate held by these banks. In view of the increasing burden of 
taxation and of the Federal income-tax law, which now furnishes an 
additional draft upon net earnings, this exemption is likely to prove 
of material importance, since it amounts to an exemption of a cor- 
responding proportion of the funds of member banks from the pay- 
ment of taxes to which they would otherwise be subjected. 


SEcrion 8 


The essential features of section 8 are: 

1. The grant of a year’s time within which existing national banks 
may make up their minds whether or not to take out stock in Federal 
reserve banks under the provisions of the proposed bill; and 

2. The provision that in the event of an adverse decision on this 
subject such national banks as may reach a decision of that character 
shall be dissolved the remedies now provided by law against such a 
dissolved bank shall not be impaired. 

This in effect means that every national bank now in existence 
must within a year either (a) take out stock in a Federal reserve 
bank, (b) become a State bank under State laws, or (c) leave the 
business entirely. It is evident that any measure of legislation which 
imposes substantial responsibilities and burdens upon banks will be 
opposed by some of them, and that unless they are required to assume 
their duties to the community, they will if they are permitted to make 
a voluntary choice between their present condition and that proposed 
for them, elect to continue as at present. No matter how advan- 
tageous a plan proposed by Congress might be, many banks would 
refuse to go into it out of sheer inertia. This was the condition of 
affairs found by experience to exist at the time when the national 
banking act was first adopted, and it will be repeated to-day if the 
whole matter of assuming the new responsibilities prescribed by law 
is left optional with the banks. In view of the fact that the banks 
have their own remedy in their own hands, in that they may recharter 
under State laws if they desire, the measure recommended in section 8 
is deemed entirely proper, not to say indispensable. The committee 
does not believe that it is the province of Congress to bribe or induce 
the banks to enter the new system, but rather to lay down equitable 
conditions and then to require their acceptance, 


QUESTION OF “COMPULSION” 


Much has been said by opponents of the proposed bill with reference 
to the question of what they call “compulsion.” By this is meant 
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the requirement of the bill that national banks shall subscribe to the 
stock of the Federal reserve banks of the districts in which they are 
situated, or if they do not choose to do so shall leave the national 
banking system by surrendering their charters. A few persons have 
been disposed to contend that there was some illegality or “uncon- 
stitutionality” in this section of the measure—a claim which is readily 
dispelled by referring to existing legislation bearing upon the power 
of Congress regarding the amendment or repeal of corporate char- 
ters. Those who complain of this provision, however, need not be 
dealt with simply upon technical legal grounds, as the subject has 
a very much broader bearing, and we believe that there is no one 
who would wish to visit any hardship or injustice to the banks sim- 
ply because Congress was within its legal rights in so doing. The 
general considerations which make it entirely warrantable for Con- 
gress to impose certain burdens upon banking institutions as condi- 
tions precedent to the grant of national charters to such institutions 
are quite evident. They appear in all of the various more or less 
stringent and onerous conditions laid down in the national-bank act 
for the guidance of the conduct of banking associations. They are also 
seen in the restrictions imposed by practically all foreign Governments 
upon the conduct of the banking institutions under their jurisdiction. 
The Government, in granting to such banks the power and privilege 
to operate under the protection and with the prestige of charters ema- 
nating from itself, naturally is authorized to make these privileges 
contingent upon the acceptance of such conditions as it may deem best. 
Nor is the argument solely to be rested upon these considerations. 
The proposed bill will ultimately place the banks of the country upon 
a far more liberal basis than that accorded to them by existing law. 
This may be demonstrated, among other methods, in the following 
way: By the terms of the national banking act banks must, in order 
to become national banks, purchase and deposit with the Treasurer of 
the United States Government bonds as security for circulation. This 
requirement is nominally 25 per cent of capitalization for banks’ up 
to $150,000 capital and $50,000 for all above that level. In reality 
the requirement is much stronger than this, inasmuch as no notes 
can be taken out without a deposit of Government bonds behind them. 
Inasmuch as the supplying of notes is absolutely necessary if the banks 
are to meet the needs of their customers even in a moderate degree, the 
proper measure of the burden imposed on them by this requirement is 
the volume of the bonds that they have purchased. As ‘is shown else- 
where in the present report, this volume of bonds is now something like 
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$750,000,000, or very nearly three-quarters of the capital stock of the 
banks. The proposed bill arranges for releasing the banks from this 
required investment and substitutes in lieu of it a required investment 
equal to 10 per cent of their capital (paid up), or not to exceed $105,- 
000,000. This is one-seventh of the amount now invested in bonds. 
Inasmuch as the proposed bill allows the conversion of existing 2 per 
cent bonds into threes at the rate of 5 per cent per annum, while it 
gives the banks a year within which to enter the proposed reserve 
banks as stockholders, it is evident that within one year from the latest 
date set for the subscriptions to the capital stock a bank owning bonds 
equal to capital would have been able to obtain through conversion and 
sale of its securities an amount equal to the required investment in 
capital. 

The answer may be made to this statement that the earnings upon 
the investment in bank stock are unreasonably and unnecessarily small. 
How much they will be is of course a matter of opinion, since no one 
can predict the actual profits of the Federal reserve banks. It is, how- 
ever, worthy of note that even if the earnings were only 5 per cent they 
would be in excess of the estimated earnings derived from national 
bank-note issues, which have been notoriously unprofitable for a good 
while. The banks receive the 2 per cent on their bond investment and 
the current rate of interest on their notes (provided they can keep them 
in circulation), but they are obliged to bear the expenses of engrav- 
ing and printing, redemption, etc., so that it has long been axiomatic 
that the profits on bank-note circulation were very small—so small that 
many banks have taken out few notes, some even holding their required 
minimum of bonds without taking out any currency. From this show- 
ing it is evident that the idea of “compulsion,” instead of being a novelty 
is a very old one, as well as one that is widely accepted among civilized 
countries to-day, while the severity and degree of the compulsion as to 
the use of the bank’s current funds entailed by the proposed bill is very 
much less than that involved in the provisions of the present, national 
bank act. There is in fact no reasonable basis for the complaint 
with regard to compulsion. National banks after the passage of the 
proposed bill will be freer, more able to dispose of their funds as they 
choose, and far less subject to serious interference with their legitimate 
use of resources than they are to-day. 


SECTION 9 


Section 9 is a general permission to any State bank to become a 
national bank and thereby to become eligible upon the same terms 
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as national banks for membership in a Federal reserve bank as a 
stockholder. The provisions follow substantially the lines now laid 
down in the national banking act with reference to the conversion 
of State banks into national institutions and need no considerable 
comment, being repeated here for the sake of making plain the con- 
ditions under which such conversion may occur subsequent to the 
passage of this act, that there may be no reasonable doubt in regard 
to the matter, and that it may be certain under precisely what terms 
and conditions State banks may make the transfer required. 


SECTION 10 


After much examination of the subject, it has been deemed best by 
the committee to permit State banks tc become members, i. e., stock- 
holders in Federal reserve banks, without themselves becoming national 
banks. This concession has been determined upon partly from the 
standpoint of the banks themselves and partly from that of the new 
system. The success of the new system would be very largely in- 
fluenced by its extent and scope. If it becomes practically inclusive 
of all the banks of the country that are in strong condition, its oppor- 
tunity for service will be much greater than it could otherwise be. On 
the other hand, the committee has doubted whether, from the standpoint 
of the banks themselves, it would be acting fairly were it to debar 
them from membership in the new concerns. 

It has been plain, however, that inasmuch as State banks are 
organized under different codes of legislation it would be unfair to 
permit banks to become stockholders in the reserve banks and to 
enjoy the advantages open to national banks which are stockholders 
unless such banks were subject to practically as high a standard of 
banking requirement as the national banks with which they compete. 
It has been felt that the particulars in which greatest care should be 
exercised on this score are (a) capital and (b) reserves. The funda- 
mental idea of section 10 is to require compliance with the terms 
of the bill and of the national banking act as a condition antecedent to 
the holding stock in a reserve bank by any State bank. This does not 
altogether place the State banks upon the same basis as the national, 
inasmuch as they are not thus subjected to the same regulations with 
respect to investments and general business. It is believed, however, 
that the principal requirements will thus be met and that the provisions 
of the section are about as far as the measure can reasonably go with 
certainty of being held legal and at the same time of proving feasible 
and available in practice. As a necessary power in connection with 
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this question of membership section to confers upon the Federal reserve 
board the power to establish by-laws for the general government of its 
conduct in acting upon applications made by State institutions, while it 
intrusts to the board the power to approve applications when proper or 
to suspend banking associations from membership when the provisions 
of the act are violated, and to secure the cancellation and retirement of 
their stock, returning the value thereof to the banks so suspended, 


SECTION II 


In this section provision has been made for the creation of a general 
board of control acting on behalf of the National Government for 
the purpose of overseeing the reserve banks and of adjusting the 
banking transactions of one portion of the country, as well as the 
Government deposits therein, to those of other portions. The num- 
ber of members of this board has been fixed at seven, after careful 
consideration of other possible memberships, and it has been deter- 
mined that the board as thus made up should consist of two distinct 
elements, the one including three regular officers of the National Goy- 
ernment, the other four specially appointed officers whose duty it should 
be to devote their whole time to the management of the affairs of the 
reserve banks and the performance of the duties assigned them under 
the present bill. The three officers chosen from the existing staff of 
the Federal Government are to be the Secretary of the Treasury, the 
Secretary of Agriculture, and the Comptroller of the Currency. It is 
evident that the Treasury Department not only is, but will continue to 
be. a fundamentally important factor in the financial organization of 
the country, while the Comptroller of the Currency, in charge as he is 
of the national banking system, will be a necessary adjunct in the 
management of the reserve bank system proposed in this bill. The 
causes for the selection of the two officers thus named are therefore 
self-evident. The Secretary of Agriculture had been added because of 
the belief that conditions in the producing regions of the country 
would deserve special consideration at the hands of the Federal reserve 
board, the Secretary of Agriculture being the natural representative 
of the interests of these sections, while it is further thought that the 
presence of a member on this board whose direct concerns are not 
primarily those of technical business or banking will be beneficial and 
will give the deliberations of the board a broader character than they 
would otherwise possess. 

The four members chosen by the President for special service on 
the Federal reserve board will necessarily be intrusted with the heavier 
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and routine duties pertaining to this board, the regular officers of the 
Government being naturally engaged in large degree in the discharge 
of their ordinary functions. It is therefore important to provide for 
the proper choice of the four officers thus called for. The committee 
has thought it wise that they should be assigned a tolevably long 
tenure, and has accordingly fixed that tenure at eight years, providing, 
however, that the first appointees shall be so distributed with respect 
to tenure of office as to bring about a rotation, so that all members of 
the board shall not change at any one time. In the second place, it 
has been deemed wise to provide that not more than two of these four 
members shall belong to the same political party. It can not be too 
emphatically stated that the committee regards the Federal reserve 
board as a distinctly nonpartisan organization whose functions are to 
be wholly divorced from politics. In order, however, to guard abso- 
lutely against any suspicion of political bias or one-sidedness, it has 
been deemed expedient to provide in Los law against a preponderance 
of members of one party. 

The provision that the President in making his selections shall so 
far as possible select them in order to represent the different geo- 
graphical regions of the country has been inserted in very general 
language in order that, while it might not be minutely mandatory, 
it should be the expressed wish of the Congress that no undue pre- 
ponderance should be allowed to any one portion of the Nation at 
the expense of other portions. The provision, however, does not bind 
the President to any slavish recognition of given geographical sections. 

Finally, it has been thought wise to insert a provision that at least 
one of the four persons so chosen by the President shall be an expe- 
rienced banker. ‘This, of course, does not mean that other members 
of the board would be inexperienced in or ignorant of banking. On 
the contrary, the assumption is that they would not be chosen unless 
at least tolerably informed in the banking field, and that in all prob- 
ability they would be not only experienced in banking but men of 
broad business knowledge and culture. This, however, is a matter 
that must necessarily be left to the appointive power, which not only 
should but must, in order to give good results, be vested with discre- 
tionary authority sufficient to enable it to make careful choice from 
among all of the best material available for such a board. It might 
easily be that a man of high business caliber, thoroughly desirable as 
a member of the board, would not have had a technical banking experi- 
ence, notwithstanding that he might be well equipped for the work. 
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The Comptrollers of the Currency in times past have not always been 
bankers in the technical sense, and some of the most efficient among 
them have had least technical experience in banking at the time when 
they assumed office. It is therefore believed safe to vest this whole 
matter in the hands of the President with large authority, believing 
that he will be able to use the same care and discrimination that he 
employs in choosing the Supreme Court of the United States. For 
obvious reasons it is considered wise that every member of the Federal 
reserve board designated by the President shall surrender any banking 
connections he may have had at the time of his nomination, and for 
equally obvious reasons it is deemed best that the board shall annually 
report to the House of Representatives, thereby establishing a direct 
relationship between the board and the Congress. The President is 
authorized to designate one of the four appointees as manager of the 
Federal reserve board and one as vice manager, this being deemed 
wiser than to throw upon so small a board the duty of selecting execu- 
tive officers from among its own membership. In designating the 
Secretary of the Treasury as ex officio chairman of the Federal reserve 
board the bill aims to preserve the general concept of official respon- 
sibility and duty which is fundamental to the conception of this board. 
In ordinary times the Secretary of the Treasury’s relation to the board 
would be largely formal. In times of stress or sudden danger he 
might become an active and effective working member of the board. 
The final paragraph of section 11 is intended to make the Comp- 
troller of the Currency in all respects answerable to the Federal reserve 
board, thereby giving this board the practical connection it needs with 
the national banks of the country which are under the direct super- 
vision of the Comptroller of the Currency. This is believed to be 
desirable, inasmuch as the Comptroller of the Currency, although a 
member of the Federal reserve board by virtue of the earlier pro- 
visions of this section, might otherwise not be held to be answerable 
to the board in his official capacity as the chief of the national banking 
system. The paragraph referred to now makes him responsible to the 
“Secretary of the Treasury acting as the chairman of the Federal 
reserve board,” which implies that the board would have power to 
instruct the comptroller upon all necessary matters, preferably through 
the chairman, whenever action affecting the national banks in those 
respects in which they are subject to the oversight of the comptroller 
was called for. The proviso at the end of the paragraph in question, 
however, makes it evident that’ there is nothing in this grant of 
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authority or in this imposition of responsibility to reduce the func- 
tions of the comptroller as at present understood or to render him less 
amenable than he now is to the Secretary of the Treasury, who is his 
chief under existing circumstances. 


SECTION I2 


In this section are set forth the basic functions bestowed upon the 
Federal reserve board. These are not all the powers given to the 
board, it having been necessary to distribute various other minor 
grants of authority throughout the bill in the connection to which such 
grants of authority specifically relate. The provisions of section 12, 
however, cover sufficiently the fundamental authorities bestowed upon 
the reserve board. These may now be taken up in order: 

(a) In paragraph (a) is given the authority to examine the affairs 
of each Federal reserve bank, to require statements and reports, and 
to publish a weekly showing of condition. This is substantially the 
same kind of authority which is to-day exercised by the Comptroller 
of the Currency with respect to national banks, except that it is more 
constant, close, and intimate as the different nature of the case requires. 
The powers thus bestowed are identical with those granted to the 
supervising boards in control of the central banks of Europe. 

(b) In paragraph (b) is given to the board the authority (1) to 
permit or (2) to require one Federal reserve bank to rediscount the 
discounted prime paper of other reserve banks. Much has been said 
of this grant of authority and it therefore deserves careful analysis. 
In the first place, it is evident that this power is not different in nature 
from that which is exerted by the head office of a central bank pos- 
sessing several branches. Such an office can transfer funds from one 
to another, and withdraw the service of one for the service of the 
others. It can, moreover, employ the resources of one portion of the 
country for the advantage of other portions or for the purpose of safe- 
guarding them at critical times if its managers deem such actions to 
be wisest. Those, therefore, who favor the idea of a central bank 
with a single head office, favor it because it grants just this power 
to dispose of the resources of the one section for the benefit of 
another, and must in consequence find themselves logically driven to a 
recognition of the view that such authority to transfer funds and to 
mass them at points where weakness has been indicated is properly 
to be exerted in the interest of the public. In the proposed bill, the 
exercise of such a power is subjected to restrictions which would 
manifestly and unquestionably make its use sporadic and exceptional, 
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in so far as it resulted from the exercise of a power to compel the 
rediscounting of paper by one Federal reserve bank for another. 
Section 12, in specific terms, explains that the power is to be exerted 
only “in time of emergency” and by a unanimous vote of the reserve 
board. It, moreover, imposes a penalty charge of from 1 to 3 per cent 
upon the grant of such an accommodation. The power is clearly much 
less than that which has been advocated by friends of the central 
bank idea, inasmuch as it suggests an exceptional or occasional resort 
to an expedient which would be the staple of everyday business under 
a central banking plan, such as that proposed by the National Mone- 
tary Commission. The other side of the function—that of permitting 
Federal reserve banks to rediscount for one another—has also been 
objected to on the ground that such banks should be allowed to deal 
with one another freely if they choose. The committee does not 
concede this view, but believes that the banks should not thus be 
allowed to deal with one another except under oversight, in view of 
their distinct character as reserve holders. 

(c) Paragraph (c) grants the Federal reserve board the power to 
suspend the reserve requirements of the act for designated periods 
if in its judgment such action may be deemed wise. There is nothing 
unusual or revolutionary in this requirement, it being-in practice 
somewhat akin to the power granted the Comptroller of the Currency 
in section 5191, Revised Statutes, where he is practically able to per- 
mit national banks to go below their reserve for 30 days. In practice 
this power is constantly exercised by him subject to his judgment. 
The power is suggested by the process of “suspending the bank act” 
in England, and is a desirable administrative function in every case 
where a fixed reserve requirement is employed. 

(d) The power to supervise and regulate the retirement of Federal 
reserve notes granted in this paragraph is of course a necessary 
concomitant to Government control of note issues, a matter to be 
discussed in detail in connection with the provisions for note issue. 

(e) In paragraphs (e), (f), (g), (4), and (12) are conveyed 
powers which are largely self-explanatory and about which there can 
be little or no question, granting the general idea of effective Gov- 
ernment oversight through a Federal reserve board or some similar 
organization. 

In view of the fact that the Federal reserve board is vested with 
functions other than those formally enumerated in section 12, it may 
be worth while to list the chief powers conferred upon the board by 


the act as follows: 
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' POWERS OF THE FEDERAL RESERVE BOARD 

To readjust districts created by the organization committee and create 
new ones, acting upon a joint application made by 10 of the national banks 
within an existing district. 

To regulate the establishment of branches of Federal reserve banks 
within Federal reserve district in which bank is located. 

To designate three (class C) of the nine members of the board of 
directors of each Federal reserve bank, one of these to be chairman of the 
board with the title of ‘Federal reserve agent.” 

The Federal reserve agent to maintain a local office of the Federal 
reserve board on the premises of the Federal reserve bank. He shall make 
regular reports to Federal reserve board and be its official representative. 

To remove any director of class B (business men) if it should appear 
that he does not fairly represent the commercial, agricultural, or industrial 
interests of his district. 

To remove chairman of Federal reserve bank without notice. 

To establish by-laws governing applications from State banks and trust 
companies. 

“Of the four persons * * * appointed (by the President), one shall 
be designated manager and one vice manager of the Federal reserve board.” 
The manager, subject to supervision of the Secretary of the Treasury and 
board, shall be the active managing officer of the Federal reserve board. 

To levy a semiannual assessment upon the Federal reserve banks for 
estimated expenses for succeeding six months, together with deficit carried 
forward. : 

To examine at its discretion the accounts, books, and affairs of each 
Federal reserve bank and to require such statements and reports as it may 
deem necessary. 

To require, or on application to permit, a Federal reserve bank to 
rediscount the paper of any other Federal reserve bank. 

To suspend, for a period not exceeding 30 days (and to renew such 
suspension for periods not to exceed 15 days), any and every reserve 
requirement specified in this act. 

To supervise and regulate the issue and retirement of Treasury notes 
to Federal reserve banks. 

To add to the number of cities classified as reserve and central reserve 
cities under existing law in which national banking associations are subject 
to the reserve requirements set forth in section 21 of this act, or to reclassify 
existing reserve or central reserve cities and to designate the banks therein 
situated as country banks, at its discretion. 

To require the removal of officials of Federal reserve banks for incom- 
petency, dereliction of duty, fraud, or deceit. 

To require the writing off of doubtful or worthless assets upon the 
books and balance sheets of Federal reserve banks. 

To suspend the further operations of any Federal reserve bank and 
appoint a receiver therefor. 

_To perform the duties, functions, or services specified or implied in 
this act. 

_ To determine or define (subject to: stipulations) the character of paper 
eligible for discount for member banks. 

To prescribe regulations for purchase and sale by Federal reserve banks 
of bankers’ bills, ete. 

To review and determine the minimum rate of discount established by 
Federal reserve banks. ( 

To authorize establishment of branches of Federal reserve banks in 
foreign countries. 


\ 
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To authorize the issue of Federal reserve Treasury notes. 

To receive, through the local Federal reserve agent, applications from 
Federal reserve banks for notes, such applications to be accompanied by 
rediscounted notes for deposit as collateral security. 

To require Federal reserve bank to maintain deposit in money of 5 per 
cent of notes issued. 

To grant in whole or in part or to reject entirely the application from 
Federal reserve bank for notes. 

To establish rate of interest on notes issued. 

To prescribe regulations for substitution of collateral. 

To make and promulgate regulations governing the transfer of funds 
at par among Federal reserve banks. 

To act, if desired, as clearing house for Federal reserve banks. 

To require, in its discretion, Federal reserve banks to act as clearing 
houses for shareholding banks. 

To prescribe regulations for the recall and redemption of all national- 
bank notes outstanding after 2c years. 

To require extra examinations of national banks when deemed necessary. 

To determine and report annually to Congress fixed salaries of all bank 
examiners. 

To assess upon banks in proportion to assets or resources the expenses 
of examinations. To fix a date for such assessment. 

To arrange for special or periodical examinations of member banks for 
account of Federal reserve banks. 

To receive from Federal reserve banks information concerning the con- 
dition of any national bank in its district. 

To order examinations of national banks in reserve cities as often as 
necessary, not less than four times a year. 

To add to the list of cities in which national banks shall not be permitted 
to loan on real estate as described. 

To receive applications from national banks having $1,000,000 or more 
capital for the establishment of branches in foreign countries, to reject or 
accept such applications, and to prescribe conditions under which such 
branches may be opened. 

To require examinations of foreign branches as it may deem best. 

To regulate savings departments of national banks and to prescribe their 
investments. 


SECTION I3 


Section 13 provides for the creation of a Federal advisory council 
which is to consist of as many members as there are Federal reserve 
districts, each such district electing through the board of directors of 
its Federal reserve bank a representative of that bank. The functions 
of this board are wholly advisory and it would amount merely to a 
means of expressing banking opinion, informing the reserve board 
of conditions of credit in the several districts, and serving as a source 
of information upon which the board may draw in case of necessity. 
The desirability of such a body as a source of information and counsel 
is obvious, and it is believed that it gives to the banking interests of 
the several districts ample power to make their views known, and, 
so far as they deserve acceptance, to secure such acceptance. 
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SECTION 14 


In section 14 is set forth the fundamental business purpose of the 
bill in providing for rediscount operations. The Federal reserve banks 
are at the outset authorized to receive current deposits from their 
stockholders or from the Government or from other Federal reserve 
banks in so far as the latter may need to keep funds with them for 
exchange purposes. 

The fundamental requirement throughout all of the discount sec- 
tion of the proposed bill is that antecedent to the performance of a 
service by a Federal reserve bank for a member bank which applies 
therefor the member bank shall indorse or guarantee the obligations 
which it offers for rediscount. Subject to this requirement, the pro- 
posed bill first of all provides that notes and bills having>a maturity 
of not over go days and drawn for agricultural, industrial, or com- 
mercial purposes or the proceeds of which have been used for such 
purposes shall be admitted to rediscount. The meaning of this pro- 
vision is briefly that any paper drawn for a legitimate business purpose 
of any kind may be rediscounted when within 90 days of maturity. 
It does not mean that the paper thus rediscounted shall have been 
originally made for 90 days, but that it shall have at the time of being 
rediscounted 90 days more to run. Thus a paper drawn for 120 days 
originally could be rediscounted when it was 30 days old. In view 
of the great difficulty of defining “commercial paper,’ the actual 
definition of the same has been left to the Federal reserve board in 
order that it may adjust the definition to the practices prevailing in 
different parts of the country in regard to the transaction of business 
and the making of paper. For obvious reasons it is forbidden that any 
such paper shall be admitted to rediscount if made for the purpose 
of carrying stocks or bonds. 

It was felt that in some parts of the country the permission to 

-rediscount paper having a maturity of 90 days might not fulfill all 
of the requirements imposed by the business practice of those regions, 
and therefore it is provided in the third paragraph of section 14 that, 
whenever the reserve of any Federal reserve bank is reasonably above 
its required minimum (such excess margin to be determined by the 
Federal reserve board), the reserve bank may rediscount commercial 
paper having a maturity of not more than 120 days, provided that 
not more than one-half of it shall have a maturity exceeding 90 days. 
This is intended to fulfill the requirements of portions of the country 
with an extremely long term of credit, but it is clear that no reserve 
bank should be allowed to put its funds into a form in which they 
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will be “tied up” to such an extent, unless such a bank has a reserve 
perfectly adequate to take care of any necessities that are likely to 
present themselves in the meantime. 

The fourth paragraph of section 14 grants permission to reserve 
banks to rediscount acceptances of member banks which are based 
on the exportation or importation of goods, run not more than six 
months, and bear the signature of one member bank in addition to 
that of the acceptor, the total of such rediscounts not to exceed one- 
half the capital of the bank for which the rediscounts are made. In 
the sixth paragraph, national banks are authorized to accept drafts 
or bills of exchange drawn upon it to an amount not exceeding one- 
half its capital. The acceptance business, which it is thus proposed 
to authorize, is a new form of business heretofore forbidden to national 
banks, by reason of the provisions and interpretations of the national- 
banking act, which have forbidden them to lend their credit or to 
incur contingent liabilities thereby. The acceptance form of loan 
is, however, very common in Europe, and has been found exceedingly 
serviceable. It is the opinion of expert bankers that it could be 
applied in the United States to excellent advantage. The following 
extract from a discussion of acceptances by Lawrence Merton Jacobs 
explains the method and purpose of the acceptance business: 

“The fundamental difference between European and American 
banking has its origin in the dissimilarity between the evidences of 
indebtedness which lie behind the item of loans and discounts. It is 
most strikingly evidenced in the fact that time bills of exchange form 
a considerable proportion of the resources of the great banks of 
London, Paris, and Berlin, whereas the assets of leading New York 
banks are largely based on stocks and bonds. 

“Of the bills of exchange in which are employed, either through 
loans or discounts, the funds of European banks, an essential part 
consists of what are known as bankers’ bills—that is, bills drawn on 
bankers and accepted by them on behalf of customers in accordance 
with arrangements previously made. They are bills in exchange for 
which, by sale to a broker or by discounting at a bank, bankers’ 
customers or those to whom they are indebted may secure immediate 
credit. In some instances it is arranged that the customers themselves 
shall draw the bills and in others that the bills shall be drawn by 
third parties for their account. In granting the accommodation the 
obligation that the bankers take upon themselves is that they will 
accept the bills upon presentation. This acceptance consists in the 
bankers writing across the face of the drafts the word ‘Accepted,’ 
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adding their signature and the date. It is in the nature of a certifi- 
cation that the bills will be paid at maturity—that is, a specified 
number of days or months from the date appearing in the acceptance, 
or three days later if grace is allowed, as in England. When a banker 
grants accommodation to a customer by means of an acceptance he 
may secure himself in various ways. Ordinarily a banker accepts a 
customer’s draft merely upon his general responsibility, the banker's 
risk being much the same as if he had discounted the customer’s note 
running a certain length of time. Where the customer is an importer 
the banker ordinarily accepts the drafts upon the delivery to him of 
the documents covering the shipment, which documents he then turns 
over to his customer against a trust receipt. When a credit of this 
kind is opened the usual practice is for the banker to require the 
signature of a form containing an agreement to hold him harmless 
for accepting the bills, to place him in funds sufficient to pay off the 
bills three days prior to their maturity, and to pay him a commission 
on the transaction, this commission varying according to the length 
of time the bills are to run and the financial standing of the customer. 
The cost of the accommodation to the customer is this commission 
plus the prevailing rate of discount for bankers’ bills. 

“Tn the United States the national-bank act does not permit banks 
to accept time bills drawn on them. Although the act does not specifi- 
cally prohibit such acceptances, the courts have decided that national 
banks have no power to make them. This restriction has had a 
very considerable influerice upon the development of banking in this 
country. For some time after the passage of the national-bank act, 
merchants and manufacturers provided themselves with funds by 
discounting their promissory notes with their local banker. Grad- 
ually, however, many concerns, finding that their needs were out- 
stripping the banking accommodation which they could secure in 
their immediate vicinity, came to place their notes in the hands of 
brokers who in turn disposed of them to such bankers as possessed 
greater surpluses than they could satisfactorily invest at home. It 
is this method of borrowing which is now largely employed. In other 
words, the prohibition of bank acceptances has led to the creation of 
a vast amount of promissory notes instead of time bills of exchange. 
The difference between these two classes of instruments accounts to 
a great extent for the difference between European and American 
banking. In the case of time bills of exchange drawn on and accepted 
by prime banks and bankers there is practical uniformity of security. 
In the case of our promissory notes or commercial paper there is no 
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such uniformity, the strength of the paper depending on the standing 
of miscellaneous mercantile and industrial concerns. 

“Tt is this uniformity of security on the one hand which makes 
possible a public discount market; it is the lack of it in single-name 
paper which makes such a market impossible. As a result, we have 
great discount markets in London, Paris, and Berlin, and none in New 
York. In European centers the discount rate is the rate upon which 
the eyes of the financial community are fixed. In New York it is the 
rate for day-to-day loans on the stock exchange. The advantage in 
character of the one rate over the other clearly indicates an important 
advantage of European banking systems over our own. In the first 
place, the European discount rate bears a very direct relation to trade 
conditions. Its fluctuations depend primarily on the demand for and 
supply of bills which owe their origin to trade transactions, as balanced 
against the demand for and supply of money. If trade is active, the 
supply of bills becomes large, rapidly absorbing the loanable funds of 
the banks. As these surplus funds become less and less banks are 
unwilling to discount except at advanced rates. If trade is slack, 
less accommodation from bankers in the way of acceptances is required, 
bills become fewer in number, the competition for them in the discount 
market more keen, and the rate of discount declines. Low rates are 
an incentive to business and advancing rates act as a natural check. 
The New York call-loan rate, on the other hand, bears only an indirect 
relation to trade conditions. Its day-to-day fluctuations register mainly 
the speculative and investment demand for stocks. Low rates, instead 
of being an incentive to the revival of trade, are rather made the basis 
for speculative operations in securities. 

“The striking difference, however, between European discount 
rates and the New York call-loan rates is that the former are com- 
paratively stable and the latter subject to most violent oscillations. 
Foreign discount rates as bank reserves become depleted advance by 
fractions of 1 per cent. In New York the money rate advances on 
occasion 10 per cent at a time, mounting by leaps and bounds from 
20 per cent to 100 per cent in times of stress.” 


AMOUNT OF REDISCOUNTS 


There has been extensive conjecture as to the probable amount of 
business which: could be done by the Federal reserve banks under 
the foregoing provisions and regarding the amount of paper likely to 
be presented by the banks for rediscount. Such conjecture is more 
or less profitless, for two reasons: 
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1. The rediscount business done in the United States heretofore 
has been small, partly because of the limitations of the national-bank 
act and partly because of the prejudice against borrowing by banks, 
which has more or less artificially sprung up. 

2. The purpose of the new act is to develop a commercial paper 
market, and if successful in this endeavor the legislation will entirely 
transform the conditions under which paper is bought and sold, loans 
contracted between banks, and funds transferred from one part of the 
country to another. 

While it is thus true that the facts as to existing conditions do not 
throw much light upon what is to be expected and that conjectures 
based upon them are futile, it is worth while to call attention to the 
following table, taken from the last annual report of the Comptroller 
of the Currency, which gives a compact survey of the classes of paper 
which might theoretically be available for rediscount under the pro- 
visions of the act as already explained: 


I 2 3 4 5 6 7 8 
On On time, 
mn On time, secured by 
demand, | demand, On time, single- stocks, 
paper secured paper name bonds, and 
Num- | with one | by stocks, | with two paper other per- 
Date ber of | or more bonds, or more (one per- | sonal secu- Total 
banks indi- and individual son or rities, or on 
vidual other or firm firm) mortgages 
or firm personal names without or other 
names securities other real estate 
security security 


Millions | Millions Millions Millions Millions Millions 


Sept. 15, 19002| 4,601 $237.3 $706.9 | $1,176.4 $517.1 $642.4 |$3,280.1 
Sept. 9, 1903.. (5,042 283.1 717.3 D,207.5 558.1 655.4 | 3,481.4 
Sept. 6, 1904.)'5,412 279.8 818.9 ByST6S7, 611.0 609.7 | 3,726.2 
Aug. 25, 1005.| 5,757 320.1 854.1 1,382.2 6890.1 753-0 | 3,908.5 
Sept. 4, 19006..| 6,137 374.7 828.0 1,502.0 770.1 818.1 | 4,209.0 
Aug. 22, 1907.| 6,544 428.2 832.9 1,648.7 800.5 860.2 | 4,678.5 
Sept. 23, 19008 | 6,853 395.9 922.7 1,582.4 852.1 997-5 | 4,750.6 
Sept. 1, 1900..| 6,977 441.5 957.3 1,608.4 971.5 1,060.1 | 5,128.8 
Sept. 1, 1910..| 7,173 524.3 939.1 1,842.5 1,068.3 1,093.0 | 5,467.2 
June 7, 1911..| 7,277 529.7 953.8 1,885.1 1,124.7 1,117.5 | 5,010.8 
June 14, 1912.| 7,372 571.3 085.4 1,973.4 1,108.5 iy 2251S | 5953-9 


The columns numbered 3, 5, and 6 are those which represent paper 
potentially available under the act. 

The fifth paragraph of section 14 forbids the rediscounting for any 
one bank of an aggregate of notes and bills bearing the signature or 
indorsement of any one person or concern, this being a repetition of 
the prohibition of similar kind which is contained in the national 
banking act. A new feature is, however, found in the last sentence 
of the paragraph in question, which reads as follows: “But this 


PROVISIONS OF FEDERAL -RESERVE ACT 331 


restriction shall not apply to the discount of bills of exchange drawn 
in good faith against actually existing values.” This exception or 
exemption has long been asked for in the interest of legitimate busi- 
ness transactions. Obviously when a bill of exchange is secured by 
bills of lading and other documents accompanying it, it is primarily 
dependent for liquidation upon this unquestionably marketable wealth. 
There is therefore no reason for limiting the amount of the discount 
to be granted by any reference to the resources of the person applying 
for the accommodation or by the capital and surplus of the bank 
granting the discount, that being merely a question of banking judg- 
ment, while the bill itself is salable and will presumably be protected 
at the point where it is presented. 

Summing up the terms of section 14, therefore, it may be said that 
the section simply applies to the Federal reserve banks the same 
general grants of authority and limitations thereon carried in the 
national-bank act with respect to the national banks, except that it 
more carefully limits the length of the paper to be rediscounted and 
the purpose for which it is drawn, while it opens the acceptance 
business to national banks and permits the rediscount of acceptance 
paper. The latter class of paper is limited to export and import 
operations in order to prevent any possibility of undue use of the 
provision at first by banks not thoroughly conversant with the working 
of the idea owing to lack of experience with this type of credit. 


SECTION 15 


It will have been observed that the transactions authorized in sec- 
tion 14 were entirely of a nature originating with member banks and 
involving a rediscount operation. It is clearly necessary to extend 
the permitted transactions of the Federal reserve banks beyond this’ 
very narrow scope for two reasons: 

1. The desirability of enabling Federal reserve banks to make their 
rate of discount effective in the general market at those times and 
under those conditions when rediscounts were slack and when there- 
fore there might have been accumulation of funds in the reserve banks 
without any motive on the part of member banks to apply for redis- 
counts or perhaps with a strong motive on their part not to do so. 

2. The desirability of opening an outlet through which the funds 
of Federal reserve banks might be profitably used at times when it 
was sought to facilitate transactions in foreign exchange or to regulate 


gold movements. 
In order to attain these ends it is deemed wise to allow a reserve 
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bank, first of all, to buy and sell from anyone whom it chooses the 
classes of bills which it is authorized to rediscount. The reserve 
bank evidently would not do this unless it should be in a position 
which, as already stated, furnished a strong motive for so doing. 
Outright purchases in the open market would of course require the 
payment of the face of the paper less discount, whereas rediscount 
operations would require simply the holding of a reserve of 33% per 
cent behind the notes issued or deposit accounts created in the course 
of the rediscount operation. Apart from this fundamental permission, 
it was deemed wise to allow the banks to buy.coin and bullion and 
borrow or loan thereon and to deal in Government bonds. The power 
granted in subsection (d) to fix a rate of discount is an obvious 
incident to the existence of the reserve banks, but the power has been 
vested in the Federal reserve board to review this rate of discount 
when fixed by the local reserve bank at its discretion. This is intended 
to provide against the possibility that the local bank might be estab- 
lishing a dangerously low rate of interest, which the reserve board, 
familiar as it would be with credit conditions throughout the country, 
would deem best to raise. 

The final power to open and maintain banking accounts in for- 
eign countries for the purpose of dealing in exchange and of buying 
foreign bills is necessary in order to enable a reserve bank to exercise 
its full power in controlling gold movements and in facilitating pay- 
ments and collections abroad. 


SECTION 16 


Section 16 provides for the transfer of all moneys now held in the 
general fund of the Treasury to the reserve banks, disbursements to 
be thereafter made by check upon such banks. The general philos- 
ophy of this proposed change and the conditions which imperatively 
demand it have been sufficiently sketched at an earlier point in this 
report, and it is only necessary here to examine the actual working of 
the provision. Twelve months are allowed to effect the transfer, this 
being deemed a sufficient time in view of the comparatively low state 
of the Government’s deposits in banks today. The apportionment of 
the funds between banks is required to be made as equitably as pos- 
sible between the different sections of the country, this proviso being 
practically a repetition of the language found in the national-bank act 
today. The Federal reserve board and the Secretary of the Treasury 
are left with full power to fix a rate of interest from month to month 
on the deposits, this to be not less than one-half of 1 per cent. 
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How large a transfer of funds would be effected under the terms 
of this provision, and how such a transfer would affect the Treasury 
itself, will depend upon the condition of the Treasury at the time of 
the passage of the act, but an approximate idea may be formed from 
the daily Treasury statement, a copy of which is hereto appended. 


SECTION 17 


The subject of note issue has occasioned the committee no little 
concern, but after due and full consideration it has determined that 
the proper mode of note issue to be provided for in the proposed act 
is that of an issue of government Treasury notes, obligations of the 
United States and receivable for all taxes, customs, and other public 
dues. Recognizing that the country is now definitely committed to the 
immediate redemption of all existing paper currency in lawful money, 
upon demand, the proposed measure requires the redemption of such 
notes both at the Treasury and at each of the Federal reserve banks at 
par when requested. 

Recognizing, moreover, that the regulation of the volume of cur- 
rency in circulation—as distinct from the underlying money of ulti- 
mate redemption—is a delicate function requiring to be adjusted in 
accordance with the commercial, agricultural, and industrial needs of 
the country, the power of getting out the notes by making applica- 
tion for them is by the bill given to Federal reserve banks, they being 
required to furnish the local Federal reserve agent with collateral 
security consisting of rediscounted notes and bills to a sum equal to the 
amount of the notes issued to the Federal reserve bank in question. 
These operations, connected with the issue and retirement of reserve 
notes, are to be carried on through the local Federal reserve agent, 
who is daily to notify the reserve board of issues and withdrawals. 
Such reserve notes are required to be protected by a specially segre- 
gated reserve fund of 33% per cent in lawful money. 

The mode of protecting the notes is an essential and fundamental 
element in this section of the bill. A first lien on all assets and a 
Government guaranty of the goodness of the notes obtained by making 
them liabilities of the United States render the security behind the 
issue absolute, both as to immediate and as to ultimate conditions. It 
may thus be fairly said that the protection of the notes as distinct from 
their redemption is as follows: (1) Government promise to receive 
them and to be ultimately responsible for them; (2) first lien on all 
the assets of the bank issuing them; (3) direct lien on 100 per cent of 
prime paper specially selected and segregated for their protection; 
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(4) claim on 33% per cent of money drawn from the general funds of 
the bank and re-created as fast as notes are redeemed, that there may 
always be a special fund for the inimediate protection of the issues. 

While the notes are, under the new section, allowed to carry on 
their faces a letter and serial number distinguishing them from others, 
they are not suffered to bear the name of the bank through which they 
are issued, and the fundamental feature of this peculiar “Govern- 
ment” character is that they are required to be redeemed at the counter 
of every Federal reserve bank, no matter whether such bank has issued 
any notes, and no matter how many notes it may have issued. This 
signifies that every Federal reserve bank is a redemption agency for 
the whole of the issue, and the question at once arises, Out of what 
will such reserve bank redeem the notes should a great quantity be 
thrown‘in upon it? The section provides that such a bank may, if it 
chooses, (1) pay the notes out of the 33% per cent fund of lawful 
money or gold held by it for the redemption of its own notes, re-creat- 
ing such fund at once from any other funds held by it for its other 
liabilities, (2) charge the notes off against Government deposits held 
by it (and against which, of course, there is a reserve of 33% per 
cent of lawful money), which would mean that such bank would at 
once send the redeemed notes to the Treasury and get back an equal 
amount of fresh Government deposits, or (3) present the notes pre- 
sented to it for redemption, although issued by some other Federal 
reserve bank, to the Treasury for redemption. In either of these latter 
cases, of course, the result would be to throw on the Treasury the 
work of getting back the amount of the redeemed notes by sending 
them to the bank, through which they were originally issued. In addi- 
tion to these provisions, of course, it is required in other sections of 
the bill that every bank in the system shall receive the notes on deposit 
at par, and that they shall be payable to the Government for taxes, 
dues, and other public requirements. 

All this shows how the notes are protected,and how they can easily 
be redeemed by a man who is desirous of getting lawful money for his 
notes without any cost to himself. There is little doubt that his inter- 
ests under the provisions of the measure are quite thoroughly safe- 
guarded. But there remains the general question whether the public 
requirement of elasticity has been met and provided for. Elasticity 
must be considered from two standpoints—that of expansion and that 
of contraction. As to expansion, the regulatory mechanism is the 
Federal reserve board, which is given the power to veto applications 
for notes. The board, however, can not issue notes unless they are 
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applied for and accompanied by a tender of proper commercial paper. 
This at least seems to assure that they will not be hastily or rashly 
overissued. The contraction feature is more difficult. In attempting 
to guard against the danger that the notes might remain in circulation 
after the need for them had passed, the bill makes the following pro- 
visions: (1) The notes can not be used in bank reserves; (2) the 
notes are not to be legal tender; (3) the notes can not be paid out by 
any Federal reserve bank (when not at first issued by it) under penalty 
of a tax of 10 per cent on their face value; (4) every Federal reserve 
bank is directed, upon receiving the note of another reserve bank, to 
(a) either send it direct to the bank that issued it, (b) to send it to 
the Treasury, charging it off against deposits, or (c) to present it to 
the Treasury for redemption in lawful money. On the other hand, the 
Treasury is directed when it gets such notes in ordinary receipts to 
have them redeemed out of a 5 per cent fund kept with the department 
for that purpose, and then to send them home for ultimate redemption. 
The belief is freely expressed that these provisions will maintain the 
notes at par everywhere and will also prevent them from expanding or 
remaining out after the need for them has gone by. 

There is a final paragraph in section 17 relating to the collection 
at par and without charge for exchange of certain classes of checks. 
The provision is that every Federal reserve bank shall receive on 
deposit at par the following classes of items: 

1. Checks and drafts drawn upon any of its depositors. 

2. Checks and drafts drawn by any of its depositors upon any other 
depositor. 

3. Checks and drafts drawn by any depositor in any other Federal 
reserve bank upon ‘funds to its credit in such reserve bank. 

The object of these provisions is twofold: 

1. To establish par transfers of funds among the banks in each 
Federal reserve district. 

2. To establish par transfers of funds between Federal reserve 
districts. } 

Precisely how much difficulty and cost will be incurred by the Fed- 
eral reserve banks in carrying out the provisions of this section can 
not be precisely calculated. It can, however, be positively stated that 
such expenditures will be very much less than those incurred by banks 
at the present day in carrying through their exchanges, The proposed 
provision will eliminate the numerous and well-founded complaints of 
unjust charges for exchange; and, while it will prevent certain banks 
from profiting as they now do by exchange transactions, it will cor- 
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respondingly benefit the community. The committee is well aware that 
the operation of this section will undoubtedly relieve some members of 
the community of greater burdens than others. It does not, however, 
consider the fact that some persons have been suffering an unnecessary 
burden under existing circumstances, a good reason for refusing or 
failing to provide for an important public function. 

That this function of exchange may be effectively carried out, and 
that other duties connected with relations between the several banks 
of the system may be wisely, promptly, and effectively carried through, 
the proposed bill confers upon the Federal reserve board the power to 
require each Federal reserve bank to perform the functions of a clear- 
ing house, and at its discretion to require some one of them to act as a 
clearing house for all the others or at its own discretion to act as a 
clearing house in this way itself. 


SEcTIONS 18 AND 19 


Sections 18 and 19 may best be treated together, as they jointly 
provide for the disposal of existing national-bank notes and for the 
refunding of the bonds now held by the banks behind these notes. 
The general views entertained by the committee with respect to bank- 
note issue in general and the treatment of existing national-bank notes 
in particular have been sufficiently set forth at an earlier point in this 
report. It remains here to outline the exact steps that have been 
recommended to attain the desired end, and to indicate the probable 
cost and incidental problems connected with each step in the process. 

1. Provision has been made for paying at the end of 20 years the 
existing outstanding 2 per cent bonds. This is a manifest matter of 
justice. 

2. Meantime banks have been permitted at their discretion to pre- 
sent one-twentieth of their bond holdings each year for conversion 
into 3 per cent bonds, and in the event they do not so present them the 
Secretary of the Treasury is authorized to reassign the quotas of bonds 
not taken up to other banks which are authorized to in that case secure 
a corresponding amount of additional conversions. 

3. During the 20-year period any bank may increase or decrease 
its circulation at pleasure, subject to the maximum limitation pre- 
scribed by law. 

4. However, from the date of the passage of the act no national 
bank is to be required to hold any United States bonds as security for 
circulation if it chooses to retire such circulation—in other words, the 
compulsory bond-purchase requirement of existing law is repealed. 
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It will be seen that the only interference with the existing demand 
for bonds provided under these sections is the withdrawal of the com- 
pulsory bond purchase now required. Precisely how great a limita- 
tion of the bond demand this would furnish can not be precisely stated. 
For the last year for which full report was made by the Comptroller 
of the Currency (1912) the net amount of bonds purchased by national 
banks to protect circulation was about $16,000,000. This, however, 
was far in excess of the amount of bonds necessarily to be purchased 
under the compulsory-purchase requirement, inasmuch as many banks 
bought more bonds than they were obliged to secure under the terms 
of the national-bank act. There is no reason why this demand for 
bonds should not continue, as in fact it undoubtedly will. The capital- 
ization of banks organized in the year in question was $16,080,000, 
while the amount of bonds purchased was about the same. If the 
amount of bonds required to be purchased be assumed to have been 
25 per cent of the face of the capital of the newly organized banks it 
would have been $4,000,000, and this may be taken as considerably 
above the amount of compulsory demand for bonds for which there 
will no longer bé legal basis should the present bill be enacted into 
law. As against this the Government stands ready to redeem in the 
form of 3 per cent bonds, roughly speaking, $37,000,000 per annum, 
and it is only reasonable to suppose that under the most unfavorable 
conditions the quantity of 2 per cent bonds which will be converted 
into threes in this way will be far in excess of the amount of the com- 
pulsory demand for twos which is now cut off. 

The future of the 3 per cent bonds, should the conversions go on at 
the rate of 5 per cent per annum, may be open to some question. The 
committee has, however, consulted able expert opinion upon this sub- 
ject and has found a practical unanimity of view to the effect that at 
least $50,000,000 per annum in 3 per cent bonds can and will be 
absorbed in the United States at par. Should such prove not to be the 
case, the banks have only to retain their present bonds and continue 
the issue of circulation thereon, but it is confidently believed that no 
such situation will occur. The committee looks forward with assur- 
ance to the conversion of a very considerable percentage, if not all, of 
the permitted 5 per cent in each successive year during the earlier part 
at least of the 20-year period. As the 20-year period draws toward a 
close it is quite likely that some bondholders will prefer to hold their 
bonds for redemption, but in the meantime there will have been a 
sufficient retirement of national-bank notes to impart to the new cur- 
rency to be put out through the Federal reserve banks the desired 
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quality of elasticity. In order to improve the market for the 3 per 
cent bonds, séction 19 provides that they are to be free from all taxa- 
tion both as to income and principal. It will be remembered that the 
status of the bonds is further helped in some measure by the provision 
made in the earning section (sec. 7) for devoting the Government 
share of reserve bank earnings to the redemption of bonds. As a 
corollary of the bond-refunding plan and of the note section the com- 
mittee has deemed it wise to insert in section 19 a prohibition upon the 
further use of the extra-legal substitutes for circulating notes which 
have heretofore done duty in times of panic under the form of clear- 
ing-house certificates, cashiers’ checks, and various substitutes for 
actual money which have been illegally paid out by banks to their 
creditors in lieu of the payment in the usual forms of currency em- 
ployed by them during normal times. No such expedients would have 
been permitted save under severe stress, and with a suitable provision 
for an elastic note issue based upon commercial paper they should not 
longer be suffered to continue in use. 

The amount of 2 per cent and other bonds now held behind cir- 
culation and affected by the provisions of sections r8 and 19 may be 
recapitulated as follows: 


SECTION 20 


Section 20 seeks to readjust the reserve requirements now provided 
by the national banking act in such a way as to make them conform to 
the dictates of scientific banking, and to adjust them to the provisions 
of the proposed bill. The following main objects have been had in 
mind: 

1. To abolish entirely the present system of redeposited or “pyra- 
mided” reserves. 

2. To establish a moderate required reserve actually to be held in 
cash in the vaults of the banks. 

3. To prescribe a secondary reserve to take the form of a credit 
with the Federal reserve banks. 

Several serious problems at once suggest themselves as the result 
of any effort to attain these objects. In the first place, the present 
conditions have grown up over a period of 50 years, and it is not 
desirable, even if it were safe, to disturb them roughly. Secondly, 
it is considered that, existing reserve requirements being based upon 
the state of affairs in which many independent banks were working 
without coordination, it is possible to reduce the actual amount of 
reserves to be held. Finally, it is noted that in making the change 
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suggested careful account must be taken of the total sums in cash as 
distinct from those in balances required to be held by existing law, 
and that they should be contrasted with the sums in cash and balances 
prescribed under the proposed bill. In surverying the situation a 
beginning may be made by considering with care the reserve require- 
ments of the national bank act. These are as follows: 


RESERVE CITIES AND RESERVE REQUIREMENTS 


120. SEc. 5191. Every national banking association in either of the fol- 
lowing cities, Albany, Baltimore, Boston, Cincinnati, Chicago, Cleveland, 
Detroit, Louisville, Milwaukee, New Orleans, New York, Philadelphia, 
Pittsburgh, St. Louis, San Francisco, and Washington, shall at all times 
have on hand, in lawful money of the United States, an amount equal to 
at least twenty-five per centum of the aggregate amount of [its notes in 
circulation and] its deposits; and every other association shall at all times 
have on hand, in lawful money of the United States, an amount equal to at 
least fifteen per centum of the aggregate amount [of its notes in circulation 
and] of its deposits. Whenever the lawful money of any association in 
any of the cities named shall be below the amount of twenty-five per centum 
of its [circulation and] deposits, and whenever the lawful money of any 
other association shall be below fifteen per centum of its [circulation and] 
deposits, such association shall not increase its liabilities by making any 
new loans or discounts otherwise than by discounting or purchasing bills 
of exchange payable at sight, nor make any dividends of i‘s profits until 
the required proportion, between the aggregate amount of its Loutstanding 
notes of circulation and] deposits and its lawful money of the United 
States, has been restored. And the Comptroller of the Currency may 
notify any association whose lawful money reserve shall be below the 
amount above required to be kept on hand to make good such reserve; 
and if such association shall fail for thirty days thereafter so to make 
good its reserve of lawful money, the comptroller may, with the concur- 
rence of the Secretary of the Treasury, appoint a receiver to wind up the 
business of the association, as provided in section fifty-two hundred and 
thirty-four. 

Nore.—This section is amended by the act of June 20, 1874, section 2, 
which provides that no reserve need be held against circulation. Said act 
follows section 5192. Act of March 3, 1903, amending act of March 3, 
1887, providing for additional reserve cities, follows section 5192. Pro- 
visions relating to redemption of circulating notes, acts June 20, 1874, March 
3, 1875, and July 14, 1890, follow Revised Statutes, 5192. Provisions 
relating to redemption of old notes of banks extending their corporate 
existence, act July 12, 1882, follows Revised Statutes, 5136. Leavenworth, 
Kansas, was included as a reserve city in the original act, but was struck 
out March 1, 1872, Words “lawful money” construed by Attorney General 
as including all that is legal tender. (Opin. Atty. Gen., 17; 123.) 


WHAT MAY BE COUNTED AS A RESERVE 


121. Sec. 5192. Three-fifths of the reserve of fifteen per centum required 
by the preceding section to be kept may consist of balances due to an 
association, available for the redemption of its circulating notes, from 
associations approved by the Comptroller of the Currency, organized under 
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the act of June three, eighteen hundred and sixty-four, or under this title, 
and doing business in the cities of Albany, Baltimore, Boston, Charleston, 
Chicago, Cincinnati, Cleveland, Detroit, Louisville, Milwaukee, New Or- 
leans, New York, Philadelphia, Pittsburg, Richmond, Saint Louis, San 
Francisco, and Washington. Clearing-house certificates, representing specie 
or lawful money specially deposited for the purpose, of any clearing-house 
association, shall also be deemed to be lawful money in the possession of 
any association belonging to such clearing house, holding and owning stich 
certificate, within the preceding section. 


Nortre.—Leavenworth, Kansas, was included as a reserve city in the origina! act 
but was struck out March 1, 1872. Charleston and Richmond not being included in 
the list of reserve cities enumerated in section 5191, the banks of which are required 
to hold a reserve of twenty-five per centum of their net deposits, the Comptroller of the 
Currency has never approved any banks in said cities as reserve agents. 


LAWFUL MONEY RESERVE TO BE DETERMINED BY DEPOSITS. ACT JUNE 
20, 1874 


122. SEc. 2. That section thirty-one of “the national-bank act’ be so 
amended that the several associations therein provided for shall not here- 
after be required to keep on hand any amount of money whatever, by 
reason of the amount of their respective circulations; but the moneys 
required by said section to be kept at all times on hand shall be determined 
by the amount of deposits in all respects, as provided for in the said section. 


Nore.—Section 31 of “‘the national-bank act’’ is incorporated in sections 5191, 5192, 
Revised Statutes. Section 1 of act June 20, 1874, precedes section 5133, Revised 
Statutes. 


NO RESERVE NEED BE HELD AGAINST DEPOSITS OF PUBLIC MONEY. ACT 
MAY 30, 1908 


123. Sec. 14. That the provisions of section fifty-one hundred and ninety- 
one of the Revised Statutes, with reference to the reserves of national bank- 
ing associations, shall not apply to deposits of public moneys by the United 
States in designated depositaries. 


PROVISION FOR REDEEMING CIRCULATION—FIVE PER CENT REDEMPTION 
FUND. ACT JUNE 20, 1874 


124. Src. 3. That every. association organized or to be organized under 
the provisions of the said act and of the several acts amendatory thereof 
shall at all times keep and have on deposit in the Treasury of the United 
States, in lawful money of the United States, a sum equal to five per 
centum of its circulation, to be held and used for the redemption of such 
circulation; which sum shall be counted as a part of its lawful reserve, as 
provided in section two of this act; and when the circulating notes of any 
such associations, assorted or unassorted, shall be presented for redemption, 
in sums of one thousand dollars, or any multiple thereof, to the Treasurer 
of the United States, the same shall be redeemed in [United States notes]. 
All notes so redeemed shall be charged by the Treasurer of the United 
States to the respective associations issuing the same, and he shall notify 
them severally on the first day of each month, or oftener, at his discretion, 
of the amount of such redemptions; and whenever such redemptions for 
any association shall amount to the sum of five hundred dollars, such 
association so notified shall forthwith deposit with the Treasurer of the 
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United States a sum in United States notes equal to the amount of its 
circulating notes so redeemed. And all notes cf national banks worn, 
defaced, mutilated, or otherwise unfit for circulation shall, when received 
by any assistant treasurer, or at any designated depository of the United 
States be forwarded to the Treasurer of the United States for redemp- 
tion as provided herein. And when such redemptions have been so reim- 
, bursed, the circulating notes so redeemed shall be forwarded to the respective 
associations by which they were issued; but if any of such notes are worn, 
mutilated, defaced, or rendered otherwise unfit for use, they shall be for- 
warded to the Comptroller of the Currency and destroyed and replaced as 
now provided by law: Provided, That each of said associations shall 
reimburse to the Treasury the charges for transportation and the costs for 
assorting such notes; and the associations hereafter organized shall also 
severally reimburse to the Treasury the cost of engraving such plates as 
shall be ordered by each association respectively; and the amount assessed 
upon each association shall be in proportion to the circulation redeemed, 
and be charged to the fund on deposit with the Treasurer: And provided 
further, That so much of section thirty-two of said national-bank act 
requiring or permitting the redemption of its circulating notes elsewhere 
than at its own counter, except as provided for in this section, is hereby 
repealed. 


Norre.—Section 12 of act of May 30, 1908, provides that notes of national banking 
associations shall be redeemed in lawful money of the United States. (See said 
section 12, page 49, ante.) 

Section 32 of national-bank act is section 5195, Revised Statutes. 


We may now contrast with the requirements which are thus -laid 
down by existing national-bank legislation those which are established 
in the proposed legislation. In the following tabular view is given 
for each class of national banks—central reserve city, reserve city, 
and country—the provisions which it is proposed to create under the 
new legislation: 


Reserve requirements 


Country BANKS 


14 


Up to 14| months | After 36 
months. to 36 months. 
months. 
, Per cent | Per cent | Per cent 
otal Seserve ECU «nm spac sie tes os/ee nine ieen ic sem cere & 12 12 12 
Cash in) Ownivatltsins. curiue ifs etentes-o Ae ds ely abr 5 5 5 
On deposit with Federal reserve bank, required............ 3 5 5 
On deposit in reserve or central reserve city or in Federal 
reserve bank or in cash, optional with bank. ............ 4 21D SEN ITA 
In cash or on deposit in Federal reserve bank, optional with 
DI ahi coypuelsn kastsgy este losouegal e GLAST gioYaL® > Misi aien el ste voles nene il a sateen ecre | eeeees ste 2 
Total reserves. £25 Peds Pee Rat... etiam ide deine 12 12 12 


Date——‘From and after the date set by the Secretary of the Treasury 
and officially announced by him as hereinbefore provided.” 

Refers to—‘That within 60 days from and after the date when the 
Secretary of the Treasury shall have officially announced, * * * the fact 
that a Federal reserve bank has been established.” 
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RESERVE City BANKS 


60 days 
60 days to 14 After 36 
months. | months. 


Per cent | Per cent | Per cent 


Total reserve required. #20... fb). Wie. ee. cee te ot 20 18 18 
Cashiinsowil vaultssc.t 302 tee sae tents Te: oe 10 9 9 
On deposit with Federal reserve bank, required............|........- 3 5 
n deposit in central reserve city, optional with bank. May 
be cash or on deposit with Federal reserve bank......... ro Oy ahs tyaeicks 
On deposit with Federal reserve bank or in cash, optional 
witbhbanica(see-mote) a eier syste anathema - eas Seok oj Eell streets Ge smo srobeee 4 
Total'reservelr. nec cis. i0 OU sete Mots al SER Oe 20 18 18 


Date——“From and after the date set by the Secretary of the Treasury 
for the incorporation of the Federal reserve bank.” 

Again.—‘For 60 days from the date set by the Secretary for the 
organization of the reserve bank.” 


BANKs IN CENTRAL RESERVE CITIES 


60 days 
60 days. to 14 After 14 
months. | months. 
PLOCalereServieITed liredinwicew M ahebse ames mae Ares anciuis a arece 20 18 18 
Cashvinjownevatlt,, sbeamne pe eit pital gy terse Dalen aeoPe iia Bo) 9 9 
On deposit with Federal reserve bank: 
Optionally. errr weer. Pitre bite ee ae se resketels cilia eleter tiie kel asec ye || pisiotolesee: 
INGE omic aban cb otomlely we abe Odeons opiGaral nds cand 3 5 
On deposit with Federal reserve bank or in cash, optional I 
Vy bine Dats ewer senate eT atau c tycctta te ita atetactocer nen mi eerse 10 6 4 
otal reser vei see artnet eyais aks coer chc Peueusase eee ions oe 20 18 18 


Two questions present themselves in connection with these reserve 
requirements—the first, How far would the banks be able to comply 
with them without sacrifice; and the second, How far would this 
change seem to be desirable? These may be dealt with in the reverse 
order. 

In outlining the general philosophy of the proposed banking bill it 
was pointed out that the existing system of redeposited reserves gives 
rise to cheap money for stock-exchange speculation in the centers 
while’ it fails to provide in times of panic a reserve upon which the 
country can draw with assurance, because at such times stock- 
exchange securities can not be easily liquidated, so that call loans 
are unavailable as a resource, and the city banks in self-defense have 
deemed themselves warranted in suspending specie payments. It is 
contended, however, that these difficulties and irregularities of the 
existing system are mere blemishes upon the surface of an otherwise 
desirable state of affairs, and that there is good and sufficient economic 
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reason for maintaining the present system of redeposited reserves at 
least in part. This claim may be reduced to a series of propositions, 
as follows: 

1. The redeposited reserves are placed with the city banks not tor 
stock speculation, but in large measure at least to supply exchange 
funds upon which the depositing banks may draw. 

2. The redeposited balances must be kept with the banks which 
now hold them, because the country banks look to these city banks 
for accommodation and the latter gauge the amount of accommodation 
to be granted them by the size of the balances. 

3. The country banks, and in general all banks making the rede- 
posits get a rate of interest thereon. They are thus able to make use 
of a reserve which would otherwise be “dead,” and which when held 
in cash or in the Federal reserve banks will yield them no revenue, 
the latter banks being forbidden by the terms of the bill to pay interest 
on deposits. These contentions are worthy of careful study, because 
they are widely urged. 

Regarding the first point—the question of exchange funds—it will 
be noted that the proposed bill has met the requirement for such 
funds by specifically directing Federal reserve banks to receive speci- 
fied classes of checks at par. It has thus largely wiped out the neces- 
sity for any such balance as now held. It may be noted, however, 
that there is in the bill nothing whatever to prevent the banks from 
maintaining any amount of such balances with city banks as they 
desire. Clearly if the balances with the city banks are exchange 
balances they are not reserves and there is no reason for regarding 
them as such. 

The second point already noted has even less force than the first. 
Not only does the proposed bill provide more extensive facilities for 
rediscount than have ever been known, but even if it did not do so, 
and even if, as alleged, there are many kinds and classes of security 
not eligible for rediscount under the bill which country banks can 
use as a basis for accommodation only with city banks, it would still 
remain true that this does not afford any warrant for demanding the 
maintenance of the existing situation. The refusal to grant accom- 
modation except in proportion to the amount of balance held by the 
would-be borrower is purely a matter of business practice. If a con- 
dition should be created under the proposed bill such that banks 
could not maintain the present reserve city deposits, it is hardly to 
be expected that the reserve city banks would immediately injure 
themselves and destroy their own source of business profits by refusing 
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to buy good marketable paper or to extend loans upon sound security 
merely because conditions had altered and the large balances of former 
days were no longer kept with them. 

As for the third contention—the loss of interest to depositing banks 
due to the sacrifice of their 2 per cent on reserve balances—the argu- 
ment against the proposed change almost degenerates into absurdity. 
The measure so greatly broadens the scope of banking business as to 
open many new avenues of profitable investment, while the sacrifice 
of the 2 per cent now customarily paid is not only no loss to the com- 
munity but represents the abolition of a long-standing evil which has 
drawn funds to places where they were not needed and away from 
those where they were. 

In the ultimate analysis, the whole question simmers down to an 
issue whether the amount of reserve prescribed under the proposed 
bill is or is not excessive, and whether it can or can not be readily 
furnished by banks under the terms of the suggested legislation. The 
existing system is not backed either by the custom of other countries, 
by abstract logic, by the dictates of past experience, or by any other 
considerations. The only problem in the case is that of determining 
the correct amount of reserves to be required by the banks, and then 
of making the transition to the new basis under proper conditions. 

The next step in the study of the proposed requirements is there- 
fore an analysis of the ability of the banks to make the transition. 
The following computations may first be examined: 

1. The bill provides in section 20 for a revision of the existing 
reserves of national banking associations. 

2. The present reserve system recognizes three classes of banks: 
(a) Country banks, (0) reserve city banks, (c) central reserve city 
banks. Country banks are required to hold 6 per cent of their deposit 
liabilities in lawful money and may hold g per cent in balances with 
other banks. Reserve city banks are required to hold 12% per cent of 
their deposits in lawful money and may hold 12% per cent in balances 
with other banks in central reserve cities. Central reserve city banks 
are required to hold 25 per cent of their deposits (including those of 
other banks with them) in lawful money in their own vaults. 

3. The bill aims to transfer these reserves away from banks other 
than those to which they belong, so that ultimately bank reserves 
will be held partly (a) in the vaults of the banks to which they 
belong and (0b) partly in the reserve banks to be created under it, 
the reserve banks thus created taking the place of existing reserve 
city and central reserve city banks in their relation to others. 
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4. In carrying out this plan, the bill contemplates that ultimately 
reserves shall be as follows: (a) Five per cent of the outstanding 
deposits of all banks to be carried in the new reserve banks; (b) 5 per 
cent of the deposits of present country banks to be carried in cash 
in their own vaults; (c) 2 per cent of the deposits of present country 
banks to be carried either in cash in their own vaults or as a balance 
with new reserve banks; (d) 9 per cent of the deposits of present 
reserve city and central reserve city banks to be carried in cash in 
their own vaults; (e) 4 per cent of the deposits of present reserve 
city and central reserve city banks to be carried either in cash in their 
own vaults or as balances with the new reserve banks. 

5. It is of course evident that the “balances” spoken of can be 
obtained by rediscounting paper with the new reserve banks. 

6. From the foregoing it is clear that as some discretion is left to 
the banks about their reserves, the exact position of those reserves 
at any given time can not be predicted. Maximum and minimum 
limits can, however, be fixed. This is done as follows: 

7. At the date of June 4, 1913 (comptroller’s last report), the 
present bank reserve in central reserve cities was $409,601,424, held 
in cash. 

At the same date the reserve which would have been required under 
the new plan as above sketched would have been 9 per cent of net 
deposits then subject to reserve requirements in cash and 9 per cent 
as a maximum in balances with the new reserve banks, as follows: 


‘To be helditn Cash.i1s 3, «st ae ee erokac ke eee ee $141, 127,835 
To: be held’as*balances’s. oe atom ornate Ree ie cies eae eer 141,127,835 
Totals. lssthen.tad. sods yee. eager «fd. Jade. 282,255,670 


From this it is clear that if the balances under the new plan were 
established by taking actual money and putting it in the reserve banks 
the actual release of cash as compared with the present plan would 
be the difference between the total new reserve and the present reserve, 
while if the reserve balances were created by rediscounting the cash 
released under the new plan would be the difference between the cash 
required to be held under the new plan and the cash now actually 
held. That would signify: 


Maximum release ofjicash ats afi alta ke. ee Ee ... $268,473, 580 
Minimum pelease of (CaShi. giant tiene eee a ee 127,345,754 


8. At the same date mentioned above the banking reserve in reserve 
cities as held by the banks was: 
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Held intcasht4. 45. 166, Sie. dine oh bald: Laken $250, 383,926 
Efeldintinalances remem eet ce eee eee ot ee eee se Z me) ; ere 
ROC AMES tyes Sia Gey te R eds ty Slansite sig MS ER Lad dR 483, 183, 605 


- Under the new plan these banks would have to hold in cash 9 per 
cent of their net deposits subject to reserve requirements and a like 
amount in balances (maximum), which would be for the reserve cities 
as a group: 


pLogbepeldtintcashtrs at ea anaece th teers Met ete cre ee $175,128, 701 
AolbesheldgimebalancesWrnen sek tie ene. cen eee: 175,128,701 
BO tall ease tas Ry Cate. aero Sean, eerie Sent ec 350,257,402 


Comparing these figures with the present requirements, as already 
given, it is seen that the new plan might mean either a 


IVa wraa caer eleasesOl vCas il emma een en ere ean $75,255,225 
Oratmaximum contractioniof cash passe). 2s. Se. 99, 873,476 


-9. At the same date mentioned above the banking reserve in 
country banks was held as follows: 


LE US lo lotal (CNS E a ao NR ceeoo oe OOF SOR Oe mmnS oD tao acl ek rerne Goce $289, 392,177 
El eldbing balan Ces ea wae rete tmase igs ou “rp Meron Cie eee 310, 689, 129 
Total JAtewart’ se igcliees oaieteek Se see eet. 600, O81 , 306 


Under the new plan the cash required would be 5 per cent of their 
net deposits subject to reserve requirements and 7 per cent in balances 
(2 of this at the bank’s discretion). This would mean: 


Monbezheldsinvcash et. taser lbepas: eclsed ve eh wees wheel: $180, 533,642 
ehosbewnel dyin balancesusy meme airy nena sa wea apy AEE en heats 252,747, 100 
otal Senger WS ETOP CE | Es, SE ee 433,280, 742 


On the same principles as before this would mean a maximum 
release or contraction as follows: 


Nfaximumreléasew units. ales esha cual. hocclen ewe $108, 858, 535 
Maximum contraction........... 66-6 s eee eee eee eee 143, 888,565 


10. Thus it appears that there would be a possible maximum con- 
traction as follows: 


i PCRERS Cilang [Oe NOU SE 65 5. chetrs BQO UIOR OO-0S GO DEO O50 ODMNOEOO I $99,973,476 
(Copeinhigs Mog MUI AS 6 Gna bio GO Se po OU ODO OC Den Sonoran Seam oredr 143, 888, 565 

ERO Galllseeeeerepees ey OCP cae cts aes talie © Mishel dishe'tov! atctettar cant lav» tens 243, 862,041 
Beduet central reservecity release... .)..3 1... =. 3. ee ie 127, 345,754 


Net contraction: 27.2... thks aie on MRO i 6S oA 116,516, 287 
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It is also evident that the result might work out as follows: 


Released by central reserve city banks.:...............+-.-- $268 , 473,589 
Released. by; seserve city banks... 5. .......-5.22s28-02-s0-= 75,255,225 
Released. by country, an Sewer ite tee eee eee ees 108, 858,535 

Totalos isthe oeanaihs ena eae nee eb entalr Pee 452,587,349 


11. Which of these results would probably be reached? Assume 
that the first (contraction) was the net result owing to banks fulfilling 
their reserve requirements by depositing cash in every instance. The 
Government balances which are now to be poured into trade channels 
through the new reserve banks will run from $200,000,000 to $250,- 
000,000. Bearing in mind the fact that the capital of the new banks 
has to be raised in cash, it will be seen that allowing for $100,000,000 
of this capital the monetary situation would be left about the same 
as it is to-day except that the new reserve banks would be in position 
to add their loaning power to that of the older banks. If we now 
assume that the transfer of reserves resulted in the extreme limit of 
expansion already referred to, it would be noted that the cash is 
released only on the assumption that the new reserve banks have to 
hold one-third in lawful money in order to make these discounts, it is 
clear that only two-thirds of $452,587.349, or about $300,000,000, will 
be released. Of this sum a certain part would be needed in bringing 
the reserves of State banks which may become members of the new 
associations up to the level which is required of them. How much 
this would be can not be positively asserted. 

12. If it be asserted that this process will lead to inflation, the 
answer to be made is that whether it will or not is a matter in the 
hands of the reserve banks which have it in their power by fixing 
their rate of discount suitably to prevent the banks from creating 
with them, by rediscounting, reserve balances in excess of the required 
5 per cent. If the reserve banks should do this, it would be found 
that the required 5 per cent referred to would be about $356,000,000 
while the amount which the banks at their option might or might 
not obtain in this way would be about $213,000,000, the actual cash 
required to be held by them under the new plan as already sketched, 
being as follows: 


Gantralsresenve' city: banks santana rcnint seni eee iciae eee $141, 127,835 
Resenve.cityybanks saab accom mvaarea tae cst i tiie enone 175,128,701 
Gountrys banks. <2. yie  eicleOn ee eer ect enae 180, 533,642 

6 ALN ene ae osc toca eee Teer bee 496,790,178 


Add to this the amount which the reserve banks can at their option 
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make it worth while for the other banks to hold in cash or to deposit 
with them in cash, and we have a total of about $710,000,000. The 
actual cash held to-day by the banks at home and in the redemption 
fund is about $950,000,000. Something like $240,000,000 would thus 
be released under the probable working out of the system, and this 
would be drawn upon for the other purposes already referred to. 


IMMEDIATE SHIFTING OF FuNDs 


This review of the reserve requirements of the proposed bill is, 
however, based entirely upon a comparison of the situation as to 
reserves at the present time contrasted with the situation which will 
exist at the end of three years after the measure has gone completely 
into operation. It was deemed wise to allow this length of time, as 
has already been elsewhere noted, for the reason that there will 
necessarily be some readjustment of loans, and if the change were to 
be suddenly made it might result in temporary embarrassment for 
some banks. The committee has made very careful inquiry into the 
length of time that should be allowed for shifting reserve require- 
ments in the way indicated, and the maximum period that has been 
asserted to be necessary was found to be three years. It is probable 
that the change could be effected in a very much shorter time than 
this, if it were necessary to bring it about more quickly, but the com- 
mittee has deemed it best to allow the full period that was thought 
desirable by the most conservative reasoners whom it consulted. This 
three-year period was the maximum mentioned either in the public 
hearings or in communications sent to the committee by experts with 
reference to the subject. 

There is, however, another phase of the question of transfer which 
has not yet been dealt with. A review of the reserve section will make 
it clear that a period of 60 days after the creation of the reserve banks 
is fixed, during which conditions are allowed to remain as they are if 
desired by city banks, but by the end of which it is required that a cer- 
tain transfer of reserves shall have been made to the reserve banks. 
Inasmuch as it was thought that this transfer might -be difficult for 
the banks unless they were granted relief to a corresponding extent, 
the bill provides for the reduction of the reserve requirements in 
reserve and central reserve cities from 25 to 18 per cent at the end of 
the 60-day period in question. An examination of the latest returns 
for banking condition made public by the comptroller as of June 4, 
1913, and reproduced in the appendix of this report shows that the 
total net deposits subject to reserve requirements may be taken for 
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purposes of discussion at $7,200,000,000. Three per cent of this 
amount is $216,000,000. This might be supplied either through actual 
transfer of cash from the banks which now hold it, or through the 
obtaining of rediscounts, or partly in one way or partly in the other. 
The committee, however, has endeavored to adjust the requirements of 
the bill so that the transfer could be made, as already stated, in actual 
cash without any inconvenience. The reserve banks of the central 
reserve cities have normally on hand about $400,000,000 of reserve 
money. Of this. seven twenty-fifths would be released under the pro- 
vision for reduction of reserves from 25 per cent to 18 per cent. Banks 
in reserve cities have normally about $250,000,000 in cash, and about 
an equal amount in balances with central reserve cities. The reduction 
of reserve requirements from 25 to 18 per cent would release seven 
twenty-fifths out of this amount, or 3% per cent in balances and 3% 
per cent in cash—roughly speaking, $70,000,000 in each form. 

Now, let it be assumed that the banks undertake to comply with the 
requirement of a transfer of 3 per cent of their liabilities from existing 
reserve city and central reserve city banks to the new reserve banks. 
As an extreme illustration we may suppose that the country banks will 
draw for the amount in question on the reserve city banks. As the 
deposit liabilities of the country banks are about $3,600,000,000, it may 
be supposed that the call will require about $108,000,000. How would 
the reserve city banks supply this amount—assuming that the call was 
made upon them and not directly upon central reserve city banks? 
Presumably they would draw upon their New York correspondents, 
and upon other central reserve cities, unless by so doing they cut down 
the balances there below the figure necessary for them to hold in order 
to comply with reserve requirements. We have seen that they could 
spare only about 3% per cent of their own outstanding deposits. It 
must be remembered, however, that they will themselves find it neces- 
sary to shift 3 per cent of their outstanding deposits to the reserve 
banks. In addition, then, to the total draft of $108,000,000 made upon 
them by the country banks, they will have to provide in order to meet 
their own requirements 3 per cent of about $2,000,000,000 or roughly 
speaking $60,000,000—a total requirement therefore of $168,000,000. 
Of this it is fair to suppose that 3% per cent of their present deposits 
or fully $70,000,000 can be directly transferred in cash without damag- 
ing their position. Another $70,000,000 can be clipped from their 
balances with central reserve cities without unduly reducing the latter. 
There would thus be needed $28,000,000 to meet all demands in cash. 

In connection with the foregoing computation, it should, however, 
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be borne in mind that 1 per cent of cash has been released in the 
country banks by the reduction of the vault cash requirements from 
6 to 5 per cent. Inasmuch as the total reserve requirements of country 
banks is cut to 12 per cent, it may perhaps be fair to suppose that this 
margin of cash could be drawn upon at the very outset in order to 
supply cash requirements. It would certainly before long furnish a 
means of extending discounts and would be available as a cash resource 
for the combined banks obviating the necessity of applying to the new 
reserve banks for rediscount accommodation. 

It must, moreover, be borne in mind in the foregoing computations 
that by the process of withdrawing funds already referred to there 
has been a corresponding reduction of deposit liabilities, with a cor- 
responding reduction of reserve requirements against them. For 
example, if the assumption that country banks draw upon reserve city 
banks for the full amount of their transfers to the new Federal reserve 
banks be correct, the effect would be to eliminate about $100,000,000 
of deposits formerly held by reserve city banks against which reserves 
had to be carried but which having been paid off are no longer sub- 
ject to reserve requirements. This would be a release under the new 
reserve provisions of $20,000,000 of reserve money in the reserve 
cities. The reserve thus released might be either in cash or balances 
and it is fair to assume would be about evenly divided between the 
two. In central reserve cities if a draft for $70,000,000 were made 
by reserve city banks the result would be a release of reserve against 
deposits to a corresponding extent, thereby enabling banks to reduce 
their necessary cash holdings by one-fifth of that amount, $14,000,000, 
at the outset and by a further 2 per cent additional later on. 

Summing up these compensating or offsetting factors of the situa- 
tion it is a fair conclusion that the draft upon the banks during the 
first 60 days’ life of the new undertaking would be much less, so far 
as reserve requirements are concerned, than the demands made by 
present reserve requirements. 

What has been said applies entirely to the first year under the new 
measure. At the end of that time an additional transfer of 2 per cent 
of deposit liabilities must be made by the member banks. Assuming 
that their deposits remain stationary during the year on the basis of 
‘the report of June 4, last, the amount needed to be transferred would 
be 2 per cent of about $6,900,000,000, or about $138,000,000. If the 
banks had not accumulated cash during the year or retained the sur- 
plus cash set free at the outset, this requirement might, so far as it con- 
sisted of an actual draft upon reserve and central reserve cities, have 
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to be met by rediscounting. There is, however, no probability that any 
such situation would develop. On the contrary, the year’s opera- 
tions would have been marked by a far greater ease in the loan trans- 
actions of the banks than any previously experienced, due to the fact 
that the new reserve system was in operation. It is fair to suppose 
that the amount of deposits would have increased considerably and 
that the amount of reserve to be transferred would have correspond- 
ingly increased. That in the meantime the habit of resorting to the 
reserve banks for rediscounts would have grown up can not be ques- 
tioned. At the end of the year, therefore, the banks would simply be 
obliged to strengthen their balances with the reserve banks to the 
extent of $138,000,000, and they would do this through ordinary com- 
mercial processes involving no inconvenience or sacrifice whatever. 
If the extreme supposition that the banks did not enlarge their deposits 
during the year, and that the cash originally held against them 
remained stationary, should be accepted, the fact would remain that 
the reserve banks would during that period have received some 
$200,000,000 from the Government in cash deposits and would have 
paid out more or less of it, into circulation, inevitably resulting in 
increasing the flow of cash into the vaults of the member banks while 
they would still have a comfortable margin left from the first release. 
lf the volume of loans were the same at the end of the year as at the 
beginning it would be practically inevitable that they should be very 
much stronger in cash than they are at present. 

In closing this discussion of the relative strength of the banks 
before and after the transfer of reserves, it is well to emphasize once 
more the fact that the new requirements, far from causing constric- 
tion, will cause relaxation and that the danger of the situation from 
the banking standpoint will not be in the limitation of loans but rather 
in the inflating of them—a process which, however, will remain well 
under the control of the reserve banks to be organized, by reason of 
their regulation of the rate of rediscount. 

Throughout the foregoing computations, it should be understood, 
reference has been had to the most unfavorable conditions that could 
be supposed to exist and no effort has been made to put the situation 
in a light that would present the transition to the new system as unduly 
easy. There are two broad classes of considerations which, however: 
should be taken into account in studying the situation which would 
exist after the adoption of the proposed bill. These are as follows: 

1. Many banks do not keep their permitted balances with banks in 
reserve cities, but with banks in central reserve cities. The result is 
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that the total amount of drafts to be made upon reserve city banks will, 
in fact, be less than that which has already been computed and there 
will be less necessary shifting of balances under the operation of the 
bill in question. 

2. It is not true that all banks would as assumed come into the new 
system within 60 days. The act is founded upon the provision that 
(a) within 90 days after the adoption of the act the organization com- 
mittee shall designate places for the organization of reserve banks, and 
that (b) within 60 days after the date when the organization of a 
bank has been announced, there shall be a shift of a certain per cent in 
the reserves required. This would be a total of 150 days after the pas- 
sage of the act which would be likely to elapse before the new reserve 
requirements would become effective. More important still, the new 
reserve banks can be organized in any district as soon as a capital of 
$5,000,000 each is assured. This would be $60,000,000 in all, so’ that 
even if reserve banks were simultaneously organized in all districts it 
would not be necessary for more than three-fifths of the banks to have 
signified an intention to enter the system. The banks are given a year 
within which to settle for themselves whether they will enter the sys- 
tem or not. It is thus entirely possible, although we think not prob- 
able, that the organization of some of the reserve banks might be 
deferred until several months after the adoption of the act. If this 
should be the case the call for new reserves would be even slower and 
it is fair to assume that the movement of banks into the system. will 
practically be distributed throughout the year so that the draft on 
reserve funds will not fall suddenly as has been assumed in the com- 
putations made above, but will be diffused over a very considerable 
period. This would give ample opportunity for the acquiring of 
reserve money through any one of the channels through which it is 
ordinarily obtained—importation, production of gold, the gathering in 
of cash in circulation, or as a substitute the gradual extension of redis- 
counts by Federal reserve banks which count for reserve purposes the 
same as actual cash, up to the specified limit permitted by the act. 
There need therefore be no anxiety whatever with reference to a 
sudden stringency due to an excessive demand for currency conse- 
quent upon a rush of banks into the new system immediately after the 
enactment of the proposed legislation. On the contrary, the reasonable 
expectation would point in the opposite direction—toward a somewhat 
extensive relaxation of cash requirements due to the fact that banks 
will see a profit in getting rediscounts from the Federal reserve banks 
instead of fulfilling their reserve requirements by transferring actual 
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reserve money to such banks. This is quite opposed, we are aware, to 
the current view on this subject, but it is far more in harmony with 
the facts of the case. 


SECTION 21 


In this section provision is made for the repeal of portions of exist- 
ing law which require that the 5 per cent fund deposited with the 
Treasurer of the United States by national banking associations for 
the purpose of note redemption shall be counted as part of the lawful 
reserve. There is no good reason for treating the 5 per cent fund in 
this way and there never has been any. The existing requirements of 
legislation practically withdraw the amounts kept with the Treasury 
for the purpose of current redemption of national bank notes from 
the actual uses of the bank and put them out of reach. It is believed 
that if the national banks are to continue to issue notes, and so long 
as they do, they should be required to provide for the redemption of 
their notes on an independent basis, and that the fiction of counting 
as reserve something which is not reserve and never can serve that 
purpose ought not to be maintained. As the national-bank notes are 
retired, through the presentation of 2 per cent bonds for conversion 
into threes, the amount of the fund kept on deposit with the Treasury 
for the current redemption of national-bank notes will be of less and 
less importance, so that such burden as is thrown upon the banks by 
the provisions of section 21 will disappear as the banks at their own 
option convert their bonds. The section is therefore a further work- 
ing out of the ideas carried by section 20, which are in substance that 
reserve should be either actual cash at home or a balance with a 
cooperative institution which is organized for the purpose of main- 
taining and safeguarding the solvency of the country and which can 
be relied upon to hold its balances subject to call in case of necessity. 


SECTION 22 


Section 22 establishes a reserve of 33% per cent of the outstanding 
demand liabilities of each Federal reserve bank, such reserve to be 
held in gold or lawful money. Ina general way the committee believes 
that requirement of a fixed reserve is not a wise or desirable thing as 
viewed in the light of scientific banking principle. It believes, how- 
ever, that in a country accustomed to fixed reserve requirements the 
prescription of a minimum reserve may have a beneficial effect, and it 
therefore has determined upon 33% per cent. This it regards as a 
minimum requirement and it firmly believes that the reserve banks will 
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of their own accord keep as a usual practice considerably more than 
the amount required. It will be remembered that in an earlier section 
(sec. 12) the Federal reserve board was given power to suspend 
reserve requirements for 30 days if it saw fit. And in the present 
section, with that in mind, it is provided that if, upon notice of 30 
days after being directed by the Federal reserve board to make good 
its required reserve so as to bring it up to 334 per cent, any Federal 
reserve bank fails to comply with directions, the Federal reserve board 
shall have power to close the bank and appoint a receiver therefor. 


SECTION 23 


In section 23 it is sought to improve upon‘and strengthen existing 
bank examination requirements, in the belief that the latter are not 
now sufficiently effective and that existing authorities have not the 
power to carry through such examinations either with the thorough- 
ness or the frequency that the circumstances demand. Section 23 
therefore provides for a change in the method of compensating bank 
examiners and alters in various details the methods now employed in 
carrying out the examinations. 

In view of the close and intimate relationships which are to be 
maintained between Federal reserve banks and their member banks, 
and in view of the fact that the Federal reserve banks are authorized 
to act as clearing houses for such member banks, the power is be- 
stowed upon the Federal reserve banks subject to the oversight of the 
Federal reserve board to carry on examinations of member banks as 
it may deem best. These examinations would be similar to those now 
conducted by clearing-house associations. 

Paragraph 3 of the section authorizes the Federal reserve board to 
make an examination not less frequently than four times a year of 
national banks in reserve cities. This is in view of the fact that the 
reserve cities, if they continue to be such, will have the power of hold- 
ing bank funds and of conducting all of the functions they now per- 
form. It has been found in the past that the condition of city banks 
changed much more rapidly than did that of country banks, and it is 
therefore thought to be desirable that specially close oversight should 
be maintained with. regard to this class of banks. 

It has been complained that under this section national banks in 
reserve cities would be under examination nearly all the time. No 
charge of the sort can be sustained. The Federal reserve board’s 
examinations of banks in reserve cities, which are to be made four 
times a year, are not additional to the two examinations of every 
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national banking association described in the first paragraph, but 
include them. In other words, banks ranked as country banks are to 
be examined at least twice and all others at least four times a year by 
the Federal reserve board, while, if desired, the reserve bank of each 
district may have a system of its own for keeping advised of the affairs 
of member banks—a plan employed by clearing-house associations 
to-day. The specifications with reference to the items to be shown in 
the reports of examination of national banks in reserve cities cover 
items that have been, it is thought, neglected under past legislation. 

In general the purpose of this section is to convey all reasonable 
and necessary power of bank examination, to place it where it can be 
most effectively used, and to assume that the power is to be used for 
the purpose of strengthening, protecting, but certainly not of annoy- 
ing or crippling the banks to which it is applied. 


SECTION 24 


In this section it is sought to correct a bad practice, all too preva- 
lent, of paying fees to bank examiners in order that they may make 
a favorable report upon the condition of a bank; and further to end 
the illegitimate practice whereby officers of national banks have here- 
tofore profited at the expense of borrowers by charging a commission 
or brokerage for the obtaining of loans. The extent of these prac- 
tices can not be stated, but that they prevail is certain; and it is equally 
clear that they are opposed to public welfare and to sound banking, 
besides being wholly at variance with honorable personal conduct. 


SECTION 25 


In this section it is endeavored to overcome the practice which has 
sprung up on the part of dishonest or cowardly national bank stock- 
holders of evading the double liability provision when they have been 
informed of the failure of a bank in which they hold shares, by trans- 
ferring such shares to some “dummy” who is immune from recovery 
under the double-liability provision. It is believed that by making 
stockholders who have transferred their shares 60 days before a bank 
failure equally as liable as if they had not made such transfer, the 
needs of the situation will be met. Some have alleged that the require- 
ments should be that stockholders be liable whenever and so long as it 
could be proven that they had knowledge of the impending bank failure, 
but that they should not be liable if in good faith they transferred 
their shares within 60 days before a failure. This sounds plausible 
but is at variance with the facts of experience. The process of prov- 
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ing that a stockholder had knowledge is difficult and expensive, if not 
impossible in many cases, and it is believed that the 60-day provision 
is entirely equitable and far more workable. 


SECTION 26 


Loans on improved farm lands are provided for in this section 
under strict limitations as to the value of the security and the amount 
of the loan as compared with the face of the bank’s capital. The loans 
are limited to a period of twelve months, and are permitted only in the 
case of country banks. . This provision has not been made, as seems to 
be supposed in some quarters, for the purpose of furnishing a means 
of supplying farmers with working capital. It has been made upon 
the advice of practical bankers, in recognition of the fact that in many 
parts of the country the principal or almost the sole business of 
national banks is found in making loans to farmers, and that while 
these loans are in every sense commercial in that they are to be paid 
back out of the proceeds of a business process then going on—the 
raising and marketing of a crop—the only actual security the farmer 
can offer is a lien upon his land and its products. To allow the bank 
to take this lien enables it to do frankly and truthfully, with due pro- 
tection to itself, business that it will probably do in some way, even if 
not thus authorized, inasmuch as the well-being of the community and 
the transaction of its business calls for the extension of loans to 
farmers who are engaged in the process of growing and marketing 
consumable articles and who need working capital in order to facilitate 
their operations. The total amount of such loans which could be made 
under the provisions of this section might run as high as $150,000,000, 
but is not likely to approximate that sum. 


SECTION 27 


Permission to national banks to open departments specifically 
designed for the reception of savings deposits and conducted with a 
view to the separate investment and protection of such savings deposits 
is granted in section 27. For a long time national banks have found 
their business encroached upon by the growth of savings banks and 
trust companies, and in several hundred instances they are now found 
evading the law by the organization of allied concerns which are car- 
ried on as trust companies or savings banks under technically separate 
organization, but really under an identical control. The committee, 
while strongly believing in the principle of a corps of commercial 
closely restricted banks as. the basic element in the country’s credit 
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system, believes that with the added strength afforded by the new 
Federal reserve banks, Congress may reasonably relax some of the 
restrictions now surrounding the business of national banks and allow 
to national institutions the savings bank and limited trustee functions 
recognized in this section without unduly straining the essential struc- 
ture of the national banking system, provided that savings depart- 
ments if organized shall be conducted upon an entirely separate basis 
from the commercial departments of the national banks creating them, 
with segregated reserves and strictly segregated assets. Some further 
restrictions have been laid down in the section which are largely self- 
explanatory. 


SECTION 28 


There has long been a demand for an extension of the powers of 
national banks which would permit them to facilitate foreign trade 
and do business abroad. The plan upon which the committee has 
determined after much consideration and comparison of various com- 
peting propositions calls for permission to national banks having a 
capital of $1,000,000 or over to establish branch banks in foreign coun- 
tries whenever they may deem best, subject to regulations to be pre- 
scribed by the Federal reserve board. It is, however, required that 
due application shall be made to the reserve board for permission to 
establish such branches and that in establishing them the bank in ques- 
tion shall set aside a specified amount of its capital for use at the said 
branches and shall submit to suitable examination of the affairs of the 
branches. A separate accounting system is ordered to be maintained 
at each branch in order that it may be known exactly how successfully 
each such independent institution is being carried on, and in order to 
prevent unsuccessful operations engaged in at one point from being 
covered up in the affairs of the institution as a whole. Inasmuch as 
the requirements concerning the creation of these branches are neces- 
sarily general in terms, section 28 naturally specifies that a power of 
further regulation from the administrative standpoint shall be lodged 
with the Federal reserve board in order that the said board may exer- 
cise a suitable control over the doings of the banks which apply for 
such permission, and of their branches. 


SECTION 29 


Section 29 was merely the usual provision for repeal of inconsistent 
statutory requirements, whatever they may be, that might conflict with 
the terms of the legislation now proposed for adoption. 


CHAPTER XVI 
THE HOUSE DEBATE 


Caucus Discussion 

In ordinary circumstances the next step to be taken in 
advancing the proposed act toward the statute books after 
leaving the Committee on Banking and Currency would have 
‘been that of consideration in the House of Representatives. 
Owing, however, to the fact that during the later years of 
Republican control of Congress there had sprung up what 
was considered an obnoxious system of autocratic power in 
the lower chamber, exerted by the Speaker supported by a 
small group of leaders organized as the Rules Committee, 
Democrats had adopted the plan of acting in party caucus upon 
all measures of major importance. The purpose of this plan 
of action was that of insuring a general consideration of pend- 
ing measures with all members of the party present or at all 
events entitled to be so. The plan had its merits but was also 
vitiated by certain obvious objections. Among these was the 
danger that demagogic members might, during the considera- 
tion of a complex or technical bill, mislead their colleagues 
into mistaken positions. This danger was conspicuously pres- 
ent in connection with a measure as complex as the Federal 
Reserve Act. 

In accordance with the existing custom, the proposed bill 
was taken up by party caucus of the Democratic members of 
the House on September 11 and 12, the discussion lasting two 
days. Although no published record of the proceedings has 
been issued, the various motions and ballots taken during 
debate were recorded in a journal report and are accessible. 
In a general way, the caucus developed the existence of three 
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principal points of view among the members of the Democratic 
party. In advocacy of the bill there appeared, under the 
leadership of Chairman Glass and the administration group 
of Democrats, a strong body of members who desired to give 
the measure a pro forma ratification, thereby placing the party 
squarely behind it and transferring the discussion to the floor 
of the House of Representatives, although in that case with a 
tacit obligation resting upon the members of the caucus to 
support it. A second group in the party included the southern 
and western elements formerly grouped under the leadership of 
W. J. Bryan. They were not opposed to legislation as such, 
but believed that this particular bill had been drafted for the 
express purpose of depriving, or at all events in such a manner 
as indirectly to deprive, the farmer of banking assistance. It 
was their desire to obtain modifications of the bill which should 
result in concessions to the farmer and should accordingly 
modify the measure in the direction of popular interest. A 
third group of members was on the whole opposed to legisla- 
tion of any kind either because they suspected that they might 
thereby be used as catspaws for the “financial interests,’’ or 
because they doubted the wisdom of any measure at the 
moment. 


Lines of Division 


With the division lines thus drawn it was to be expected 
that the principal elements of controversy would appear in 
arguments from the Conservatives on the one side and the 
Bryan Democrats on the other, the third or doubtful element 
remaining practically silent and ready to throw its vote to 
one or the other of the two groups already described, accord- 
ing as circumstances might make it desirable to do so. Not- 
withstanding that there had been repeated efforts to arouse 
the jealousy and suspicion of Mr. Bryan during the period 
of deliberation in committee, these efforts had been notoriously 
unsuccessful, the Secretary of State after his understanding 
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with the administration confining himself to generalities or, 
in so far as he used his influence at all, applying it strictly 
within the inner circles of the party. The term “Bryan Demo- 
crats” in so far as employed in the congressional debate was 
therefore an historical appellation, having no reference to the 
contemporary leadership of the group. Such leadership had, 
in fact, vested largely in Representative Henry of Texas, a 
disciple of the early Bryan school of currency thought, who 
was convinced that the Secretary of State did not mean what 
he said in his indorsement of the new banking measure. 


Argument of Radicals 

The principal burden of Mr. Henry’s argument and of that 
presented by others who supported him was that the Federal 
Reserve Act was essentially a disguised form of the Aldrich 
bill, and that it would play into the hands of the money power 
by enabling the bankers of the city to obtain the use of funds 
belonging to country bankers which the latter ought for the 
welfare of the people to keep at home and to employ in local 
loans. Failing, however, in the effort to induce the party to 
return the bill to the Committee or to modify it so extensively 
as to transform its character, Mr. Henry was disposed to cen- 
ter his attack upon the conditions under which rediscounting 
was done for member banks. His effort was to broaden the 
underlying eligibility requirements of paper in such a way as 
to secure greater length of maturity and more liberality for 
the notes and bills to be presented by member banks for dis- 
count. The term “corn tassel currency” jocosely applied to 
Mr. Henry’s proposed modifications grew out of the fact that 
had his suggestions been adopted they would have permitted 
the issue of federal reserve notes (which were to be govern- 
ment obligations) upon a basis which might have amounted to 
little more than that furnished by stored agricultural products. 
In general the argument of those who supported the Henry 
plan was largely directed to showing that, owing to the pecu- 
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liarity of his industrial requirements, the farmer was in no 
position to provide the kind of paper which was designated 
as eligible for rediscount at the reserve institutions. 


Real Provisions of Act as to Notes 

This argument of course entirely ignored the fact that 
under federal reserve machinery it was not expected to be 
necessary that specific classes of paper should be eligible for 
discount in order that their owners might obtain accommoda- 
tion at reserve banks. On the contrary it had been kept in 
view all through the discussion of the act that what was needed 
was to provide a satisfactory basis of liquid paper which should 
be eligible for discount, thereby enabling member banks to get 
accommodation which they in turn could dispense to their cus- 
tomers, although not necessarily through the rediscounting of 
the particular items of paper offered by the latter. The later 
working of the federal reserve system amply bore out this in- 
tent or plan, making it clear that in many cases member banks 
find it more convenient to borrow upon items of paper which 
they are holding for that specific purpose rather than to in- 
convenience a borrower by compelling him to remould the con- 
ditions of his loan, or its maturity in such a way as to present 
a perfect case of eligibility. Member banks, in short, are not 
middlemen or retailers who dispense credit which they have 
bought at wholesale from reserve banks, nor are they mere 
indorsers placing their names upon the paper of customers in 
order to discount it. They are banks and as such obtain bank- 
ing services from the reserve organization which supplies them 
what they need under given restrictions, while they in turn 
make advances to their customers as the latter need. This, 
however, was perhaps too complex a view for the Democratic 
opposition to consider, even had they been less blinded by 
partisan feeling. They did not therefore hesitate to urge the 
amendment of the bill along lines which would permit a very 
much greater latitude in rediscount. 
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Favorable Caucus Report 

The reporting of the bill by the Democratic caucus, prac- 
tically in the shape in which it had been completed by the 
Banking and Currency Committee, virtually insured an early 
and favorable vote upon it in the House of Representatives. 
So large was the Democratic majority that the possibilities 
of serious opposition or even of lengthy obstruction on the 
floor were very small. The authority of the caucus system 
was still new and powerful so that even those who were un- 
friendly to the measure were disinclined to impair their party 
standing by renewing their opposition upon the floor. There 
was little to be expected therefore in the way of an intraparty 
discussion, that having been practically disposed of during the 
caucus consideration; while the formal discussion between 
members of the two parties was, for the reason just stated, 
certain to lack vitality. 

It shortly appeared that these considerations would insure 
the adoption of the measure exactly as it stood even without 
the use of parliamentary devices to protect it. Interest in the 
debate therefore centered around the attitude to be assumed 
by Republican members; and such interest was itself more vital 
as applying to the future than as affecting current conditions, 
since there was in fact nothing that Republican opponents 
could do. Moreover, one good effect of the banking con- 
troversy during preceding years had been that of eliminating 
or mitigating purely partisan or interparty controversies about 
general banking questions. The discussion of the Federal Re- 
serve Act once more demonstrated this condition and made it 
appear that even a measure which had been matured and 
pressed under such exclusively Democratic auspices as had the 
Federal Reserve Act might none the less be expected to get 
support from the more enlightened members of the opposition. 

Such antagonism to the new law as was displayed by the 
Republican party in the House in fact centered to no small 
degree about details. A minority of the Banking and Cur- 
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rency Committee, consisting of the Republican members act- 
ing practically as a unit, had opposed the bill on the ground 
that it produced too high a degree of centralization, granted 
too extensive powers to the Federal Reserve Board, and put 
the government too extensively into the banking business. It 
was a curious fact that among those who were thus inclined 
to harp with somewhat tiresome reiteration upon the great 
powers of the Board was a member who himself later became 
a member of the Federal Reserve Board and as such an urgent 
defender of the powers bestowed upon it over his protest. 


Mr. Lindbergh’s Attitude 

More interesting than the rather forced and formal objec- 
tions to the measure registered by the old line Republican ma- 
jority of the Committee was the objection filed by Represen- 
tative Charles Lindbergh of Minnesota, who at the time had 
become known as a tireless critic of the Money Trust. Mr. 
Lindbergh, although a “Progressive Republican,’ found him- 
self unable to join with his colleagues of the regular wing 
of the party, and whereas they confined themselves to criticism 
upon details, he himself took issue with the entire proposal. 
Mr. Lindbergh was thus in substantial harmony with the ex- 
treme left wing of the Bryan Democrats, although no formal 
junction had been effected by him with that political group. 

The floor debate reflected practically the lines of discus- 
sion which had thus been foreshadowed in committee, and 
produced but little in the way of contribution to banking 
theory or knowledge. A number of speeches more or less 
carefully prepared in advance were successively fired off to 
small audiences in the House, the only ones, however, which 
received serious attention being the elaborate and careful ad- 
dress of Chairman Glass himself, the opposition remarks of 
Representative Henry, and a scattering fire of criticism from 
Mr. Lindbergh and his sympathizers. Nowhere throughout 
this debate could there be found any cross-fire of argument 
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upon points of technique or of general banking theory. Al- 
though the groundwork for such a discussion had been laid 
by Chairman Glass in his opening address, and although 
abundant opportunity was thus afforded for a thoroughgoing 
discussion of the main principles involved, it was evident al- 
most from the outset that the membership of the House was 
not prepared for such work. There was evidence here and 
there of disposition on the part of some member or group to 
voice the views of country bankers opposed to par clearance 
or to support Mr. Henry in his attitude of opposition to the 
rediscount provisions; but in the main the whole discussion 
was parochial and narrow. Perhaps the most striking thing 
about it was the fact that, as clearly appeared from a review 
of the different addresses, the organized banking interests 
opposed to the bill had practically determined to yield the day 
in the House. Indeed, it was well understood that their legis- 
lative advisers had arrived at the conclusion that the House 
organization was too strong for them and that the battle had 
better be waged practically entirely in the upper chamber. 
Banking and other interests therefore which aligned in opposi- 
tion frankly took the position of regarding the action of the 
House of Representatives as a mere prelude to the real con- 
sideration of the legislation. 


Debate on Details 

Detailed discussions of the bill had been begun on Monday, 
September 15. Section after section was taken up in suc- 
cession. Amendments offered by the Committee, practically 
all of a merely technical nature altering the wording, were 
usually accepted ;* while such amendments as were offered by 
the opponents of the bill were almost uniformly rejected. 
These amendments were generally in line with objections 


* The words “subscribing banks,’ ‘Shareholders,’ ‘‘shareholding banks,” and ‘“‘sub- 
scribers,’’ used interchangeably in the original bill, were altered by amendments 
throughout the bill to read ‘‘member banks,” and the word “capital”? was substituted 
for ‘‘capital stock.” 
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raised in previous caucus debate, and were intended to alter the 
fundamental principles of the bill, or deprive it of its essential 
features wherever possible by a change of wording, an addi- 
tional clause, or a “‘striking out’? amendment. 

An essential change of this kind in Section 1 was offered 
by Mr. Lindbergh. In this it was sought to have the subscrip- 
tion of member banks lowered to Io per cent of capital and sur- 
plus. Mr. Lindbergh pointed to the injustice which otherwise 
would be inflicted upon the smaller banks, especially in agricul- 
tural communities, and called for the distribution of the 
assessments, whatever they might be, over a longer period of 
time. Mr. Hayes (Republican) and Mr. Phelan (Democrat) 
defended the viewpoint of the Committee, and the amendment 
was lost. Defeat also met an amendment offered by Mr. 
Morgan, who desired to add a provision allowing individuals 
to subscribe to the stock of the reserve banks. Mr. Madden 
proposed to reduce the number of reserve banks from 12 to 5, 
to permit state banks and trust companies to become members, 
and to eliminate the compulsory character of the measure by 
providing that banks “may” become members instead of being 
compelled to. Vigorous support and proposal of an amend- 
ment by Mr. Mondell did not help Mr. Madden’s proposal.’ 

Mr. Madden sought to alter Section 4 so as to take from 
the Board the power to decide who shall manage the reserve 
banks and its power to remove directors. His amendment 
was lost, as was a proposal offered by Mr. Platt, limiting the 
removal power of the Board so as to require the consent of 
the other directors. Mr. Mondell wanted the whole clause 
pertaining to the removal power struck out, but his substitute 
to that effect as well as the original amendment was lost.® 


2Sundry amendments to Section 3 originated in the Committee and were of a 
merely technical nature, unifying the language throughout the bill in regard to the 
words “‘subscriber,’’ etc. 

* When the discussion on these points was interrupted by Mr. Murdock, who drew 
the attention of the House to the fact that not more than about too members were 
attending these sessions whilst a measure of such momentous nature was acted upon, 
an attack on the caucus method ensued, since it, as its critics maintained, made it 


impossible and therefore unnecessary to introduce any alterations against the decisions 
of the majority. 


THE HOUSE DEBATE 367 


Mr. Lindbergh offered an amendment designed to prevent 
interlocking directorates, to which Mr. Glass replied that such 
a provision had been omitted because it was thought that it 
did not pertain to a bill of this kind. The amendment was 
lost. Another proposed amendment to Section 4 related to 
the salary of federal reserve agents which one member thought 
ought to be fixed by an authority other than the body which 
appointed to the office; he therefore desired to provide in the 
bill for a definite compensation. 

Sections 5 and 6 were subjected to merely technical altera- 
tions by amendments of the Committee. The reading of Sec- 
tion 7 was followed by a discussion on the taxation of the 
federal reserve banks, Mr. Temple expressing his apprehension 
that Congress would divest itself of its taxing power by dele- 
gating it to the Federal Reserve Board. When Mr. Morgan’s 
amendment providing that surplus earnings should be spent “in 
constructing and to promote and encourage the improvement 
of public roads ’’* was lost, he offered a substitute, that they 
should be utilized to establish a fund for the guaranteeing of 
bank deposits. This, like the preceding amendments, failed. 

Discussion on Sections 8 and 10 occurred on Tuesday, 
September 15. Mr. Towner offered an amendment to Sec- 
tion 8 providing relief for the dissenting stockholders of a 
national bank who did not desire to enter the new organiza- 
tion. In line with his proposal of the previous day Mr. 
Mondell was for striking out that part of the section which 
pertained to the dissolution of any national bank not comply- 
ing with the provisions of this act within one year. 


Conditions of Membership 

Mr. Young offered an amendment to Section 9 of the 
bill in which he sought to do away with what he considered 
an injustice to a great number of bankers who had not suf- 
ficient capital to entitle them to become members of the sys- 


4Record, 63rd Congress, 1st session, p. 4995. 
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tem but on the other hand must be regarded as the very 
banks which have occasion to use credit. It was lost. 

Section 10 was subjected to much criticism. <A _ large 
amendment was offered by Mr. Murdock, which included the 
banking reform recommendations made by the Democratic 
members of the Pujo Committee. It contained the prohibition 
against consolidation of banks unless such consolidation had 
been approved in the public interest by the Comptroller— 
a prohibition against interlocking stockholdings amongst 
banks and against the creation of a voting trust. In replying 
to Mr. Murdock, Mr. Glass referred simply to the statement 
of Mr. Samuel Untermyer who, in his capacity as attorney 
of the Pujo Committee, had expressed an opinion against the 
linking of legislation on these matters with the proposed bank- 
ing and currency measure. Mr. Helm, who was for the 
adoption of the amendment when voted upon in the caucus, 
considered himself on that account especially qualified to state 
the reasons which had convinced him of the opposite. He 
said : 

I am one of those who, after taking sober second thought, 
have come to the conclusion that it would be unwise to hit the 
country with the tremendous jar that would be inflicted upon 


it if all the legislation that is required to be enacted to put an 
end to this evil were put into this bill. 


Opposition to Government Participation 

Mr. Thompson, by moving to strike out the last three 
words, obtained the floor for the purpose of putting on record 
his dissenting attitude as to some features of the bill. He 
recognized the caucus method for the sole purpose of deter- 
mining a party policy. He was against the fundamental prin- 
ciple of the measure which in his opinion created a partnership 
between the government and the banks. 


If the central reserve bank is a good thing, I submit that 


5 Ibid., p. 5003. 
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the capital stock of the bank should be subscribed entirely by 
the Government, and all the profits should go to the benefit of 
all the people of the United States.* 


After dwelling upon the needs of a rural credit system Mr. 
Thompson finally concluded with a declaration of his belief 
in the principles of the Democratic ‘party. It was not until 
after another argument on merely partisan ground and a 
debate on the rules of procedure, in particular as “to striking 
out the last word,’ that the discussion turned back to the 
original point at issue, Mr. Murdock’s amendment. Mr. 
Buchanan, although a Democrat, did not see himself bound 
by the caucus resolution which voted down the amendment 
as regards interlocking directorates in view of the fact that 
the Democratic platform of 1912 had declared itself in favor 
of a law prohibiting it.® 


Status of State Banks 

Mr. Lindbergh proposed an amendment similar to a pre- 
vious proposal, namely, to omit that part of the section on 
membership which referred to the non-admission of a bank to 
stock ownership when not entitled to become a national bank- 
ing association. His thought was to admit the country banks 
with a capitalization of less than $25,000. Mr. Mondell urged 
an amendment designed to restore the principle of free bank- 
ing, which he thought in danger in view of the fact that it was 
in the discretion of the Board to admit or exclude state banks. 
Both proposals were lost. However, before the debate on 
Section 10 came to a conclusion Mr. Mondell seized another 
opportunity of raising protest against the compulsory feature 
of the bill by reason of which the measure, as he maintained 
against Mr. Glass, differed essentially from the Aldrich bill. 

On reading Section 11 relating to the Federal Reserve 


Board, Mr. Manahan of Minnesota offered an amendment in- 
6 Tbid., p. 5009. 


7 [bid., p. 5013. ’ ; 
8 The vote on the amendment registered 61 noes against 43 ayes. 
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tended to change the section so as to take off the Board the 
Secretary of Agriculture and the Comptroller of the Currency, 
to increase the number of members chosen by the President 
to 6, and to extend the time of the holding of office to 3, 6, 
and 9 years respectively. By this change Mr. Manahan sought 
to eliminate the provision relating to the Board which had 
been the object of so much criticism, the feature namely, that 
the Board might be utilized for the purposes of the party in 
power. Mr. Murray in registering his attitude towards the 
bill in general and his independent stand towards his own 
party, the Democratic, took a ground in regard to Section II 
similar to that of Mr. Manahan, but the amendment was lost. 
So too a proposal offered by Mr. French on the same lines 
was defeated. Mr. Madden offered an amendment to take 
from the President the power to appoint the Comptroller of 
the Currency and the Secretary of Agriculture and to per- 
mit the selection of three of the seven members of the Board 
by the directors of the federal reserve banks. 
Business experience would guide the board in its delibera- 
tions and insure not only the non-partisan character of the 


board but the reasonable assurance of the success of the 
Federal reserve banks.” 


In the course of the discussion of this plan Mr. Glass drew 
a parallel to the power of the Interstate Commerce Commis- 
sion, but Mr. Mann refused to recognize any similarity be- 
tween the two powers used in the illustrations. Mr. Haugen 
of Iowa recorded his dissenting attitude towards the bill in a 
long detailed speech in which he finally stated his preference 
for a renewal of the Vreeland-Aldrich Act with broader pro- 
visions. 

A series of amendments offered in succession and voted 
upon after discussion closed were more or less similar, pur- 
posing to strip the Board of its alleged partisan character, to 
increase or decrease the number of members on the board, to 


® Tbid., p. 5025. 
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leave off or to include the Secretary of Agriculture and the 
Comptroller of the Currency, and to change the number of 
years of tenure of office respectively. All, except two of 
merely formal nature, were lost. , 

Discussion on Section 12 describing the powers of the 
Federal Reserve Board, was limited to 30 minutes. The com- 
mittee amendments accepted, some inquiries were made as to 
certain parts of the language used in the text, and little time 
was left to Messrs. Temple and Mondell to voice protests, 
which they did, without, however, attempting to offer amend- 
ments. 


Rediscount Debated 

An unusual amount of attention was given to debate on 
the section on “rediscounts.’”’ Much explanation was required 
by the Committee amendment offered by Mr. Korbly, which 
proposed to change the first paragraph of the section so as to 
bring it into harmony with the provision in Section 17 pro- 
hibiting a bank from paying out notes issued through another 
under penalty of a tax of 10 per cent upon the face value 
of notes so paid out. The Committee amendment referring 
to Section 5202 of the revised statutes of the United States 
sought to remove the limit on the liabilities which a national 
bank may incur as regards obligations contracted under the 
three sections of this act. It led to apprehension on the part 
of Mr. Wingo that it would be followed by inflation, but was 
finally agreed to. 

Mr. Lindbergh and Mr. Norton offered amendments de- 
signed to benefit the farmer, the former by allowing notes 
secured by “improved and unencumbered farm lands” to be 
rediscounted, the latter by permitting paper to run for a period 
of 120 days instead of 90. Mr. Kelly desired to afford more 
information as to the nature, amount, and maturity of the 
securities. in the reserve banks for the use of member-bank 
stockholders. All these amendments were lost. 
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Section 15 was taken up on September 17. Mr. Lind- 
bergh offered an amendment, striking out the clause authoriz- 
ing the establishment of agencies of federal reserve banks in 
foreign countries for the reason that he thought it sufficient 
that national banks were allowed to do domestic branch bank- 
ing business, asserting it was dangerous to divert funds of the 
reserve banks, which included government furds, to foreign 
countries. Mr. Phelan and others pointed to the necessity of 
developing foreign trade and the amendment was lost. 


Note Issue Provision 

Section 17 on the note issue brought forth amendments 
from all the several critics of the fundamental principles un- 
derlying this provision. Mr. Platt wanted such changes as 
would make the notes distinctly bank notes; so also Mr. Willis, 
who further wished to limit the issue to the amount of 
$500,000,000. Messrs. Towner and Fess were for the re- 
demption of the notes in gold, Mr. Temple pointing, besides, 
to the danger of adding to the reserve not only gold but also 
lawful money, which would make the base for expansion of 
credit much larger than a reserve of gold only. The argu- 
ment led to a long discussion on the question whether the 
provisions of the section would impair the gold standard or 
not. Critics of the provision maintained that in effect it re- 
pealed the Law of 1900 which provided that United States 
obligations should be redeemed in gold. “If they are not in- 
tended to repeal that provision of law,” said Mr. Mondell, 
“why do you use the words ‘lawful money’??? Mr. Hardy 
took the opposite ground, contending that the Law of rg00 
was not repealed but that the section simply permitted banks 
to redeem the notes in lawful money for which (the lawful 
money being kept on parity with gold) gold can be had at 
the Treasury. The words “lawful money” proved to be the 
main stumbling block in the discussion and the opponents re- 


10 Tbid., p. 5075. 
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fused to admit any reason for inserting them if the gold stand- 
ard was to be maintained. Mr. Fess offered an amendment 
for inclusion directly in Section 29 and in which he provided 
that nothing in this act should be construed to repeal the parity 
provision of the Act of March 14, 1900. This the Committee 
promised to take under consideration, since upon it depended 
the acceptability of the whole bill (according to Mr. Fess) 
in the minds of all those who feared an impairment of the 
gold standard under its terms. This amendment bearing upon 
the parity provision contained in the Act of March 14, 1900, 
found some strong opponents amongst the ranks of the Demo- 
crats, who did not want to commit themselves to the gold 
standard. Opposition also came from the side of those who 
did not admit that the present bill was interfering with the 
Act of 1900. But Mr. Phelan pointed out that the amend- 
ment was acceptable for the very reason that it was to clear 
up an implication carried in the bill, and did not represent a 
change. This latter view was eventually maintained by those 
who did not want to be bound by the caucus and was accepted. 

Section 25 was criticized because it modified the liability 
of the stockholder of a national bank, who was, under the old 
law, equally and ratably liable for the amount of his own 
stock, while the existing law would hold one stockholder liable 
for another. 


Farm Loan Provisions 

Some Committee amendments to Section 26 on farm loans 
were accepted. Mr. Burke saw in it a discrimination against 
the real estate owner in favor of the farmer and wanted there- 
fore the word ‘farmland’: replaced by “real estate.” Mr. 
Lindbergh was for extending the loan period to 5 years and 
increasing the loaning power on farm land from 25 to 50 
per cent of capital and surplus. Both amendments were lost. 

On September 18 the bill finally “came to a vote. On 
motion of Mr. Wingo a separate vote was taken on the much 
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disputed amendment to Section 29 relating to the gold stand- 
ard, which was carried by a large majority. The bill itself 
passed ‘the House by 287 yeas against 85 nays.”* 


Letters of Approval 


The passage of the bill in the House was a great personal 
triumph for Mr. Glass. The scope of the victory thus won 
was attested by the following letter written by the Secretary 
of the Treasury. 


THE SECRETARY OF THE TREASURY 
Washington 
September 20, 1913. 
My dear Glass: 

I want to congratulate you sincerely upon your really great achieve- 
ment in the passage by the House of Representatives of the Glass Bill 
to reform the currency system of the country. It is a measure upon 
which you have done so much tedious, intelligent, and effective work 
that I can well understand your gratification now that the worst of 
your labors is over. 

You are, more than any other single man, entitled to the credit for 
this real victory in the cause of the people of this country, and your 
name will always be linked with the first constructive financial measure 
passed by Congress since the enactment of the National Banking Act. 
You have led the fight with singular ability and with a high order of 
statesmanship. I am only too glad to have the opportunity of paying 
this just tribute and of telling you, as well, of the great pleasure and 
satisfaction it has given me to be your earnest, although not always 
effective, colaborer and coadjutor in this needed measure of vital 
reform. 

Always, with warm regards, I am, 

Sincerely yours, 
(Signed) W. G. McAnoo 
Hon. Carter Glass, 

Lynchburg, Va. 

4 A few days after the House had passed the bill, Mr. Howard of Georgia took 
the floor to present a scheme which he had worked out in regard to the refunding of 
2 per cent government bonds, In connection with the postal savings system he pro- 
vided a plan by which the bonds gould be taken up and absorbed by the people at large. 
In issuing them in small denomif™Ations, they could be utilized as evidencing the postal 
savings deposits, so that a man who had a deposit in the postal savings bank would 


thereby become a purchaser of a government bond. ‘The use of a coupon obligation 
as an evidence of deposit would offer to the depositor facilities for collecting both his 
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Colonel House, whose earlier attitude has been elsewhere 

reviewed, telegraphed as follows: 
BEVERLY MASS SEP 18TH 1913 
THE HON CARTER GLASS 
HOUSE OF REPS WASHINGTON DC 

PLEASE ACCEPT MY CONGRATULATIONS AND FELICITATIONS OVER THE 
PASSAGE OF THE CURRENCY BILL IT IS A BRILLIANT ACHIEVEMENT AND 
YOU DESERVE THE THANKS OF YOUR COUNTRYMEN 

E M HOUSE 335P 


A New Aspect of the Issue 


The conclusion of the House debate and the favorable vote, 
involving as it did a substantial element of support from 
among the depleted Republican membership, put a new face 
upon the federal reserve proposal. It made the banking issue 
stand out as a foremost problem of the moment. It gave 
force and point to the expressions already attributed to the 
President and setting forth his determination to get action at 
an early date. It quite changed the alignment of interest in 
the banking world, since there had been many who still be- 
lieved that the work that was being done in the House was 
little more than a piece of political stage play. When the 
President announced that it was his intention to have the new 
measure taken direct to the Senate and acted upon by that 
body at an early date, the fact that the bill had already been 
adopted by one chamber and had won considerable prestige 
assumed a significance that could not be ignored. Not only 
the financial community, but the business world, was now fully 
aroused, and the discussion of the banking question began to 
assume an immediate and practical character which it had 
previously not had. In what has already been said of the at- 
tempt to influence the House Committee, it has appeared that 


interest and principal, which can not be afforded under any other known system. It 
would encourage the great mass of the people to become holders of government securi- 
ties in such amounts as they desired’ (p. 5149). Under this scheme Mr. Howard 
thought it reasonable to expect an accumulation of these funds equal to $500,000,000 
within 2 years and within a short time longer the amount would be far more than the 
$750,000,000 long-term government bonds which were then as well as now held by the 


national banks. 
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the work done during June, July, and August proceeded 
chiefly from the larger interests and from the organizations 
which were directly concerned in getting some action from 
Congress. Thus far there had been small evidence of prac- 
tical interest on the part of the country banks, while the busi- 
ness world at large had been apathetic. Conditions were now 
to change. Thus far the real severity of the contest about 
the bill had been found within the Administration and in 
the inner councils of the Democratic party. The scene of the 
contest was now to be transferred to a much broader stage 
and was to assume active proportions on a national scale. A 
review of some of the principal elements in the struggle is 
therefore necessary. 


APPENDIX TO CHAPTER XVI 


QUESTION AND ANSWER DocUMENT ON FEDERAL RESERVE BILL 


The following document received considerable circulation among 
members of the House during the course of the controversy on the 
pending measure. 


PossIBLE QUESTIONS RAISED By BANKING BILL 


1. Why allow ninety days for the work of the organization com- 
mittee (section 2) ? 

Because elaborate inquiry must be made in order to ascertain the 
direction of bank business at the present time and the groupings of 
banks due to the necessity of business relationships as now organized. 
The banks having close relations with one another should be classified 
in the same districts. There are now no adequate statistics that could 
be used for the purpose of drawing district lines. 

2. Why should there be 12 districts and 12 reserve banks? 

It is desirable to have as many reserve banks as can be strong 
and successful institutions. It is not believed that any reserve banks 
should be organized with inadequate resources. If the probable joint 
capital of the reserve banks is $100,000,000 this would mean an aver- 
age capital of only about $7,500,000. Some banks would be a good 
deal less than this figure. It is believed that 12 will furnish a suffi- 
cient number, but the way has been kept open for others in case of 
necessity. 
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3. Is it necessary to require banks to subscribe to the stock of 
the new institution ? 

Evidently the banks must be induced to come in on some basis if it 
is to be a bank stockholding scheme exclusively. The Aldrich bill 
tried to induce them to come in by holding out important inducements. 
The present bill aims to treat the banks fairly but seeks to end some 
bank abuses. It will therefore be opposed by many banks. They 
ought not to be allowed to defeat the scheme. The requirement that 
they come in is not unfair or onerous but merely means that if they 
want to be known as national banks they must participate fully in the 
national system. 

4. Why is capital only half paid up? 

So that there may be a double liability of stockholders upon the 
same plan provided in the national banking system. 

5. Is it likely that the other half would ever be called? 

Very unlikely. The requirement is hardly to be expected unless 
there should be disastrous losses by a federal reserve bank. These 
are believed to be out of the question. The banks may fail to make 
money but it is not likely that they will lose any considerable amount. 

6. Why should Federal Reserve banks be allowed to establish 
branches when other banks are not? 

Federal Reserve banks are under close Government oversight and 
do a restricted kind of business. They trade only with their stock- 
holders and with the Government. Their branches are not organized 
for the purpose of competing with anyone or of getting new business 
but merely for the convenience of the public. 

7. What powers are given to Federal Reserve banks that are not 
possessed by national banks ? 

Only those of holding Government deposits and issuing federal 
reserve treasury notes. Other powers are identical with those bestowed 
on national banks except in so far as a difference in the kind of 
business to be done necessitates the adoption of a different method of 
managing or overseeing or carrying on such business. 

8. How far would the Board of Directors of a federal reserve 
bank be exclusively a bankers’ board? 

As the bill shows bankers would have three representatives, busi- 
ness interests three, and the public three. There is no reason to doubt 
that the representatives of business interests who are appointed by 
the bankers would be essentially conservative men, familiar more or 
less with the local conditions of credit and with banking methods. 
While Government representatives would probably be more independ- 
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ent there is no reason to expect that in ordinary times there would be 
any more lack of harmony on such a board than on any board of direc- 
tors. The fact that a majority of the members could be removed by 
the Government would, it is believed, prevent the taking up or sug- 
gesting of schemes which otherwise would make their appearance if 
the board were organized upon purely individualistic lines. 

g. Is there danger that the mechanism provided for electing the 
local boards would prove clumsy ? 

Economists, among them Professor Sprague of Harvard, pro- 
nounced the machinery simple and ingenious. Others assert that it is 
far simpler than any other plan of the kind that has been placed before 
the public. There is no reason to expect any serious difficulty in car- 
rying it on. 

10. What would be the functions of the federal reserve agent in 
practice? ; 

While he is designated as chairman of the board of directors of the 
federal reserve bank, it is probable that this function would be hon- 
orary rather than active. The agent would act as a means of com- 
munication between the bank and the reserve board at Washington. 
There is no reason to doubt that he would find his time fully occupied 
with the routine of maintaining the local office of the federal reserve’ 
board, attending to the issue and withdrawal of notes and other similar 
functions. He would have only a supervisory and informing function 
at the bank itself. 

11. Why give the organization committee the powers of the chair- 
man of the Board of Directors at the outset ? 

This is merely to make a beginning and enable the organization 
committee to summon meetings and so forth without repeating the 
specific authorizations given in the act to the reserve agent. 

12. Is it not a hardship to provide that shares in the stock of 
reserve banks shall be nontransferable ? 

The effect is to tie up the member bank’s subscription in a prac- 
tically permanent form but this is thought necessary. The success of 
the scheme will depend largely upon the number and permanence of the 
banks that enter the new system. They should not be allowed to sell 
their shares or alienate them in any way if they are to continue actively 
interested in the success of the reserve banks. 

13. Why should the Government receive any of the earnings of a 
reserve bank ? 

The Government gives the monopoly of note issue to the reserve 
bank and it enlarges the classes of business such bank can do very 


THE HOUSE DEBATE 379 


much beyond the scope allowed them in the national bank act. There 
is every reason why such concessions should be paid for. It is believed 
that by giving the banks first an ordinary rate of interest on their 
investment and then making a division of earnings between them and 
the Government equity is secured as well as the best results in prac- 
tice. To take all the earnings reduces the banks’ incentive to get 
business ; not to take any might lead to undue expansion in the effort 
to enlarge profits while it would allow the Government nothing for the 
exclusive use of the circulation power. 

14. Why is a year granted national banking associations within 
which to decide whether they will take stock in a reserve bank? 

A reasonable time is necessary to enable banks to prepare for the 
transition to the proposed plan. If a bank wishes to leave the system 
it should be granted opportunity to arrange for its transfer to the state 
system. It is true that this postponement may correspondingly delay 
the system in taking effect. It is not likely that it will do so, however, 
at least not to any considerable extent. Many banks will be anxious to 
organize and there is nothing in the act to prevent immediate organiza- 
tion provided that a reserve bank has a capital of $5,000,000 at least. 

15. What is the use of giving national banks the power to reor- 
ganize as is done in section 8? 

This is in order that no doubts may arise as to the charter rights 
of national banks. It is desired to have all if possible recharter, 
thereby making their existence conterminous with that of federal 
reserve banks, and definitely fixing the relations between the national 
banks and such reserve banks. 

16. Why should state banks be allowed to take stock in a reserve 
bank when they can as a matter of fact convert into national banks ? 

Many strong state banks will not care to give up their charters 
but if they comply with all essential provisions of the act there is no 
definite reason why they should not be allowed to do business with 
the Federal Reserve banks. The greater the number of existing banks 
that take stock, the more perfectly will the credit system of the country 
be organized and the more completely will the benefits of organization 
be secured. 

17. Would the federal reserve board be a group of politicians ? 

In the sense that they are appointed by the President these mem- 
bers would be “political.” The Comptroller of the Currency is a 
political appointee in the same way. So. are members of the Supreme 
Court. The same is true of such bodies as the Interstate Commerce 


Commissioz. 
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18. Is there danger in entrusting the management of credit to 
“politicians” ? 

That depends on the politicians just as it would depend on the 
bankers. What opponents mean by this criticism is simply that they 
prefer to trust bankers in preference to public officers. Experience 
has not warranted any such preference and the objection is therefore 
thoroughly hypocritical, unless it is based simply upon a fear that the 
appointees would not be skilled in banking. That is a question to be 
settled by the appointing power, but in order to obviate any danger of 
ignorance, a federal advisory board is provided for. This board would 
be able to give advice on all points relating to banking since it would 
be made up of practical bankers familiar with local credit conditions. 

19. Is it true that no competent man can be employed for $10,000 
a year? 

Experience does not so indicate. Very few bank presidents or 
officers in the United States to-day receive more than that sum. Of 
those who receive more practically all started on very much less and 
have been less efficient since they reached the $10,000 level than they 
were before that. The Government has constantly obtained the best 
ability for the salary mentioned. This is due to the fact that many 
other considerations beside salary control men in the selection of their 
work. 

20. Why is the position of the Comptroller altered by section 11 
(page 19, lines 13-23) ? 

Merely in order to make him directly amenable to the orders of 
the Federal reserve board, in order that that board may have a direct 
means of communicating with national banks. The change is purely . 
administrative. 

21. Is the power of the federal reserve board to compel redis- 
counts between federal reserve banks “socialistic” or “inquisitorial” ? 

These expressions are merely cant words currently used by those 
who do not like a given idea. The power suggested is infinitely less 
than that which would have been bestowed on the Aldrich central 
bank had that been created. Such a bank would have exercised this 
power all the time, by its transfers of funds among the several dis- 
tricts. There would be no doubt of the approval of the bankers of 
the country of this function if it were to be controlled byethemselves. 
The bill however makes it purely an emergency power, and one that is 
not likely to be employed except at long intervals. 


22. Is it not dangerous to allow the federal reserve board to sus- 
pend the reserve requirements ? 
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This is practically what is done by the Comptroller today. Similar 
action is taken in foreign countries upon occasions. The suspension 
of the Bank of England act has similar effects. There is no prob- 
ability that such suspensions would ever be made except on application 
and after due investigation. 

23. Are there any other unusual or far reaching powers? 

None whatever; in fact the federal reserve board performs simply 
administrative functions analogous to those of the Comptroller of the 
Currency. The Comptroller’s powers have been broadened and 
strengthened at some few points as the result of experience. The 
same would be done for the Comptroller himself, if the national bank 
act were today undergoing revision. 

24. Is not the federal advisory council an unnecessary piece of 
machinery ? 

No, it will serve as a natural, useful, and legitimate means of com- 
munication between the federal reserve board and the several federal 
reserve banks. Without it communication would have to be carried 
on with each bank separately. It will serve as a useful means of 
developing public opinion and conversely of influencing it. 

25. Why should it be assumed that the banks of the country will 
want to rediscount paper ? 

True they do not rediscount much today, but that is because of the 
restrictions of the national banking act and the individualized system 
of credit in the United States. Rediscounts will immediately spring 
into existence when countenanced by law. They will open a means of 
at once shifting credit and resources from one part of the country to 
another and of harmonizing rates of interest. At the same time they 
will enable banks to earn more .by making much more extensive loans. 

26: What is meant by notes and bills of exchange growing out of 
commercial transactions ? 

The note is the ordinary promise of an individual to pay, while 
the bill is an instrument drawn by one man upon another directing 
the latter to pay at a specified date and when accepted by the latter 
becomes his obligation. Such notes and bills grow out of commercial 
transactions in the sense that they are incident to or are made for the 
purpose of carrying through such transactions. The restriction is 
necessary in order that such paper may not be admitted to rediscount 
when made purely for the purpose of artificially obtaining a loan or 
of carrying out some speculative operation. Paper of the latter class 
is and should be excluded from rediscount not necessarily because 
there is anything wrong in its creation, but because there being no 
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commercial transaction behind it there is no assurance that it will be 
paid at maturity. 

27. What is meant by an acceptance? 

An acceptance is merely a bill of exchange that has been accepted 
by some one—that is which some one has agreed to pay. The peculiar 
feature about the acceptance mentioned in section 14 is that it is a 
banker’s acceptance. Ordinarily there is no reason why a_ banker 
should accept a draft on him payable otherwise than at sight. It is 
supposed to be his function to meet all claims on demand. The banker, 
however, may be induced by one who desires credit to guarantee the 
latter’s paper, which he does by accepting it—that is, agreeing to pay 
it at maturity. This means that the real borrower undertakes to pro- 
tect the banker at the maturity of the acceptance, while the acceptance 
itself is an accommodation arrangement establishing a contingent lia- 
bility on the part of the bank. The effect of it is to make the market 
for the credit broader, in proportion as the banker who accepts is 
better known than the borrower at whose instance he has accepted 
the paper. 

28. What is the purpose of the so-called market operations in the 
bill? 

These are intended to serve two purposes: (1) that of facilitating 
transfers of funds and (2) that of making a discount rate effective. 
A federal reserve bank might have a considerable amount of fluid 
resources and yet might not be able to get them into circulation by rea- 
son of the fact that the constituent member banks were not borrowing 
freely from it. If it be given the right to buy paper in the open 
market, it is in a position to make its bank rate effective, in a way‘and 
to an extent otherwise not feasible. 

29. Why should Government deposits be made with Federal reserve 
banks exclusively ? 

These banks are in better position to handle the affairs of the Gov- 
ernment than any private banks can be: Moreover the Government 
shares in the profits of the bank after the stockholders have received 
a moderate rate of interest. There is every reason why these banks 
alone should be the depositaries. As for the question of depositing 
at all, it is well settled that the existence of the present Treasury 
system has been a great mistake. No other country has anything 
like it. It withdraws funds from circulation when they are needed 
and is likely to put them back when they are not needed. 

30. Will the note issue provided by this act be elastic? 

Undoubtedly it will. It will be put out as rediscounted paper 
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comes into the federal reserve bank’s vaults and will be diminished as 
such paper is paid off at maturity. Meanwhile there will be an active 
redemption of the notes because they are not available for use as 
bank reserves. 

31. Is this a real Government issue? 

It is in the sense that the Government has full supervision of it 
and can refuse to let it go out at all, except when needed, in the sense 
that the Government has absolute authority over its existence since 
it can tax it out of existence, and since it can take the profits on the 
circulation for itself by insisting upon an adequate rate of interest 
before it will let the notes go out. 

32. Why should provision be made for redemption of checks and 
drafts at par? 

In order to furnish an absolutely uniform and stable credit cur- 
rency all over the country. There is the same reason for this that 
there is for par redemption for bank notes or government notes. It 
is true that such redemption will “save money” to some persons to a 
greater extent than to others. But it will save the public so much 
annoyance and inconvenience and unreasonable expense that the action 
is most important. 

33. Is it true that the bond sections of the act give the banks a 
“bonus” of I per cent? 

The bond section merely provides for paying the 2 per cents at 
par, when they mature. If in the meantime banks want to give them 
up the Government will exchange them for 3 per cents, to a limited 
extent each year. This is equivalent to a purchase of the circulation 
privilege for 1 per cent. As the Government can get through a rate 
of interest on notes issued or through the increase in the earnings of 
federal reserve banks, very much more than this I per cent, it is safe 
to say that every $1,000 of notes retired through the exchange of bonds 
(thereby making an equivalent void to be filled by new reserve notes) 
will be the most profitable business investment the Government could 
possibly make. 

34. Is it true that the reserve requirements of the bill will cause 
inflation or contraction? 

The reserve requirements have been figured with extreme care and 
will ultimately result in a somewhat less cash requirement than at pres- 
ent. The idea of stringency is ridiculous as.the result of the reserve 
requirements. It is a fact that the reserve sections will release some 
cash—just how much cannot be positively asserted. Full control over 
this cash is, however, placed in the hands of the reserve banks them- 
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selves and a proper discount policy on their part will prevent any 
inflation whatever. 

35. Is the reserve for federal reserve banks sufficient? 

Experience abroad shows that it is probably about right. There 
is every reason to expect, however, that the federal reserve banks 
will be conducted upon a sufficiently large principle to keep very much 
more reserve if circumstances should indicate the desirability of such 
a course. A fixed reserve is serviceable only as a guide to the small 
and relatively weak bank or the bank that is not operated under the 
best management. 

36. What is the truth about the statements that the bill will cause 
severe suffering and may lead to panic? 

These are the statements of bankers in central reserve and reserve 
cities who want to keep the money that has been sent to them under 
federal compulsion in the past for the purpose of stock speculation or 
of enlargement of their own profits. Thus far they have made no well 
grounded or legitimate objections to the general principles of’ the 
measure. Some country banks have been induced to pull the chestnuts 
out of the fire at the instance of these larger bankers or because théy 
are afraid to lose the 2 per cent interest they now get on their deposit 
balances, neglecting the fact that the new bill opens many avenues of 
legitimate profit closed heretofore. 


CHAPTER XVII 
OPPOSITION CAMPAIGN OF THE BANKERS 


Currents of Banking Opinion 


No thorough understanding of the present currency and 
banking situation in the United States is possible without a 
clear definition of the attitude of the American banking public 
toward the subject. This attitude is not clearly understood 
by the majority of citizens. Some are disposed at times to 
regard the banking profession as practically a unit on all sub- 
jects, and to view it as having special interests of its own, 
sometimes referred to as embodied in what is known-as the 
“Money Trust.’’ Analysis shows that the American bank- — 
ing public is by no means harmonious in its interests, except 
in so far as is true of all who are concerned in maintaining the 
stability of prices and values. Nothing has been done by 
united banking action, save occasionally on minor points, and 
at periods when important legislation was under considera- 
tion the financial community has been peculiarly inharmonious 
in its views and opinions. The American Bankers Asso- 
ciation and the state bankers’ associations have in recent years 
done much to bring about a certain amount of prevailing unity 
of feeling and to insure the observance of standards of pro- 
fessional ethics which without them might not have existed. 
At times when controverted issues were under discussion, they 
have applied discipline and brought recalcitrant members “‘into 
line,’ and have thus secured action to an extent that would 
otherwise not have been possible. This work on the part of 
the various bankers’ associations has been in a large measure 
beneficial to the community as a whole, and undoubtedly highly 
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beneficial to the banking community as such. It has not, how- 
ever, always been intelligent and has at times, as is likely 
to be true of the work of all such associations, been vitiated 
by selfishness. 

However, many representatives of bankers’ associations 
have been in the habit of representing them as at all times 
strongly devoted to the cause of “sound money,” “banking 
reform,” and improvement of currency, notwithstanding that 
there have been few occasions in American history when there 
was any general consensus of opinion as to the meaning of 
these vague terms. The years of discussion which produced the 
Federal Reserve Act were no exception to this rule, and while 
it was true that various bankers’ associations at times appeared 
to be strongly united in support of the Aldrich, or Monetary 
Commission bill, whose history has already been reviewed, it 
was probably never the fact that a real consensus of opinion 
even on that subject existed. There were many features of 
the so-called Aldrich bill which antagonized the small bankers 
of the country, and many the wisdom of which some of the 
abler and more conservative bankers doubted. The apparent 
support which was yielded to it by the banking community 
was undoubtedly the result of a general opinion that nothing 
would be done without at least a reasonable showing of har- 
mony, and that the bill in the form in which it had been offered 
would at least constitute a forward step, its demerits, what- 
ever they might prove to be, being left for later correction. 
Due to the fact that this relative measure of harmony had been 
evolved as the result of agitation and discussion during a 
period of years, the Federal Reserve Act found itself con- 
fronted by what appeared to be a very strong and united oppo- 
sition to its progress. 


Inactivity Explained 


The position of the banking community with respect to 
the adoption and operation of the Federal Reserve Act was 
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necessarily recognized from the very beginning as a matter of 
the utmost importance. It has been seen how at an earlier 
date Chairman Glass had attempted to sound conservative 
banking sentiment for the purpose of ascertaining whether it 
was not possible to obtain a consensus of opinion which would 
permit the preparation of a generally satisfactory and ac- 
ceptable measure, and it was noted at that point how unsuc- 
cessful was this endeavor. Ina later chapter it was also shown 
how bankers, when invited before the House Banking and 
Currency Committee had stood firmly for the Aldrich bill and 
had taken the position that they could under no circumstances 
indorse a measure of the kind which, they were given to under- 
stand, was in process of preparation. The close of the session 
of Congress which came to an end on March 4, 1913, un- 
doubtedly marked an era of encouragement on the part of the 
banking community in the belief that nothing was likely to be 
done. They had, it would seem, been advised that in the new 
session there was no plan for anything outside of the tariff 
discussion and they undoubtedly regarded this as deferring any 
further consideration of the matter until the opening of the 
winter session in December, 1913, by which time it was well 
recognized there might be an entirely new aspect to the political 
situation. What they did not count upon was the fact that 
President Wilson, with his usual insight, had grasped the fact 
that a remarkable opportunity for action had offered itself. 
The months of March and April were thus a quiescent period 
in banking discussion, the view being frequently expressed that 
legislation was so far in the future that no heed need be given 
to it. From this point of view there was a sharp change when 
rumors began to reach the financial interests that the President 
really intended to force action upon banking. 


Banking Opposition 
Opposition, too, had been steadily offered from the very 
initiation of the bill by the various organizations and asso- 
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ciations of citizens who were in large measure dominated by 
the greater banking interests. From the opening of the work 
on the Federal Reserve Act it had been recognized by skilled 
legislators that the ability to secure the passage of the measure 
was open to the gravest doubt. Not only the divisions within 
the Democratic party itself, but also the natural differences of 
opinion to which reference has already been made and the 
difficulty of getting a complex financial and economic problem 
before the country in any satisfactory way, offered themselves 
as serious obstacles to advancement in the work. Recognizing 
that such was the case, it had been thought wise by Chairman 
Glass at a comparatively early date to ascertain whether the 
banking and affiliated interests were sufficiently open-minded 
to reconsider the whole question of a banking measure, and 
whether if such a measure could be framed in a way that 
would afford reasonable and proper protection to the legitimate 
banking interests at the same time that it sought to correct 
the evils which then existed, they would support the measure, 
or at least refrain from opposing it. This question was accord- 
ingly placed before representatives of some of the principal 
groups which had been urging banking reform in the autumn 
of 1912. The matter was apparently carefully considered and 
a reply rendered through the president of one of the large 
national banks of New York who had been active in the cause 
of bank reform." This reply was absolutely opposed to any 
support of a new banking measure. It was plainly stated that 
the banking interests and those who were affiliated with them 
had definitely determined upon the Aldrich bill. They were 
willing that this bill should be camouflaged or disguised in any 
way that legislative managers might see fit, but they insisted 
that the contents of the Aldrich bill down to the minutest ele- 
ment should be reproduced in the pending measure. For the 


‘The matter referred to was discussed by the author with the banker in question 


during October, 1912, and effort was made to ascertai i 
t % as rtain what the general attitud 
the financial interests would be toward a new measure. This was done with! a: 


approval of Chairman Glass and the results were duly reported to him. 


OPPOSITION CAMPAIGN OF THE BANKERS 389 


attainment of this object they had already spent large sums of 
money and devoted infinite time ‘and pains, and this they 
believed themselves able to accomplish through the manipula- 
tion of the legislative machinery. 


Views of Currency Commission 

It was not, however, a sufficient investigation of the atti- 
tude of the bankers merely to present inquiries of this sort to 
an unofficial, however influential, person acting and speaking in 
an individual capacity. So soon, therefore, as the Federal 
Reserve Act had been carried to a slightly more advanced 
stage, it was determined to consult with an authorized repre- 
sentative of the banking interests as such, and accordingly a 
discussion of the subject was undertaken with Hon. A. B. 
Hepburn, then chairman of the Chase National Bank of New 
York and himself a former Comptroller of the Currency. 
The reason for selecting Mr. Hepburn was merely that he was 
at the time active in the work of the American Bankers Asso- 
ciation and was the chairman of the Currency Commission of 
that association, a body formed for the purpose of considering 
and, reporting upon all legislative proposals that might be 
offered. Mr. Hepburn was, moreover, a high-minded and 
public-spirited man, largely free from professional and sectional 
bias. At about the beginning of the year 1913, it was accord- 
ingly sought to obtain his opinion relative to the general prob- 
lem of banking legislation, and to him was put somewhat the 
same question that had been framed in the earlier conversations 
already described. Mr. Hepburn was in effect asked: What is it 
that the bankers of the community essentially desire; what is 
the basic idea of their program? In effect the answer of Mr. 
Hepburn to this question was substantially as follows: The 
bankers desire to see a central banking system organized sub- 
stantially along lines indicated by European experience, free of 
politics and conducted in the public interest. As for details, 
Mr. Hepburn was of the opinion that they were to be regarded 
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as details only and that whatever might be done, provided the 
measure contained the principal object in view as already 
stated, would be acceptable. Mr. Hepburn was emphatic in his 
adherence to the Aldrich bill as the most carefully worked out 
and on the whole the most favorable measure presented. 


Careful Analysis by Authorities 

Mr. Hepburn’s expression of opinion was by no means the 
result of an individual or hasty reply. Although the whole 
discussion was carried on in conversation and was never com- 
mitted to writing, he was careful to state that he had consulted 
with other members of the then Currency Commission of the 
American Bankers Association and that he believed that he 
represented their views in what he said. This general answer 
having been made, the question was placed before Mr. Hepburn 
in so many words: If it be true that you desire a European 
central banking system, have you and your associates any 
objection to private (individual) ownership of the stock in 
the new banks, to direct transactions with the public, to the 
establishment of branches receiving deposits and making loans 
in direct trade with individuals and otherwise carrying on a 
banking business in competition with the banks already exist- 
ing throughout the country? This question also was given 
very careful consideration by Mr. Hepburn in consultation 
with some of his associates and his answer was emphatically 
opposed to general trading with the public. The bankers did 
not desire to see anything done that would bring about or -per- 
mit this kind of competition, or, as they expressed it, would 
put the government further into the banking business. That 
being the case, it was necessary for him to modify his general 
statement that what was desired was a central banking system 
organized upon European lines. Such a system in fact was 
by no means what the bankers desired. They were willing to 
see the organization of a central banking system, but only upon 
condition that it should be confined to emergency uses. 
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Development of Opinion 1912-1913 

The discussion of the general question of banking legisla- 
tion continued more or less steadily throughout the winter of 
1912-1913 among the more influential members of the bank- 
ing fraternity throughout the United States, but there was 
probably always a hope that, in some way, it would be possible 
to prevent the undertaking of new lines of work such as had 
been suggested to them. The definite completion, however, of 
the Federal Reserve Act which had become quite generally 
known during the month of March, 1913, as already noted, 
led the bankers to feel that a time had come for some definite 
official action. Brief review of the situation in its political 
aspects has already been made, but more detailed consideration 
is now necessary. A committee of the executive council of the 
association, as already observed, called upon Chairman Glass 
in Washington just prior to the spring meeting at Briarcliff 
and on the following day held a consultation in New York at 
which the main outlines of the bill, so far as then developed, 
were stated to them.” Their attitude toward the Federal 
Reserve Act as then drafted was one of opposition—an oppo- 
sition which took form in an ad interim report presented at 
Briarcliff and stating that the committee had obtained knowl- 
edge of the general outlines of the bill and had found it highly 
dangerous. 

The attitude of the bankers with respect to the pending 
bill was not, however, very clearly defined up to about the 
time that the text of the first draft actually became public.® 


2 By the author, at the request of Chairman Glass. 

3 That the Briarcliff meeting was followed by an organized though private effort 
on the part of the American Bankers Association or its leaders to check or antagonize 
the further progress of the Federal Reserve Act, seems highly probable, but there was 
no success in the matter and the first official step that became known was the meeting 
of the Currency Commission at Atlantic City early in June, at which time the whole 
subject was taken under advisement. The outcome of the Atlantic City meeting as - 
described in the text was a further announcement in vigorous opposition to the adoption 
of the bill as framed in the form which had become known to bankers. Soon after 
this Atlantic City meeting the official introduction of the measure in the House and 
Senate occurred, and copies were at once widely distributed, while the press of the 
country found the measure a never-ending theme of discussion. Immediate action on 
the part of local associations and groups of bankers ensued and members of Congress 
were steadily subjected to bombardment practically throughout the summer with 
arguments originating in banking’ quarters and designed to show the dangers of the 


proposed measure. 
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With the publication of the first draft a serious change 
occurred. The earliest newspaper publication of an authorita- 
tive sort on the subject took place, as already noted, on June 
18. On that very day the Currency Commission of the Ameri- 
can Bankers Association was holding a session in Atlantic 
City, having been called to that place by the chairman, Mr. 
A. B. Hepburn, for the purpose of considering the proper 
policy to be pursued by the organization with respect to the 
pending legislation. It has been seen that while no copies of 
the bill had been distributed to bankers, no secret had been 
made of the main elements of its provisions, but they had been 
freely discussed with all who had a serious interest in knowing 
how they were likely to be affected by the new measures. This 
kind of information was, however, limited to a comparatively 
small number of representative men, others waiting for the 
publication of the bill. The Atlantic City conference of the 
Currency Commission was held in executive session, but there 
was a general understanding that it had devoted itself to a 
consideration of the regional reserve plan in broad outlines. 
Each member of the commission had before him a copy of a 
list: of questions relating to banking which had: been sent out 
by the Senate Banking Committee and it was thought that the 
commission might best record its views on the whole subject 
by sending in an official set of answers to these questions. A 
set of replies, practically voicing the ideas of the Commission, 
was therefore transmitted to the Senate Banking Committee. 


Committee of Bankers Visits Washington 


Very much more important than these formal replies to 
questions was the determination to send a special committee to 
Washington to consult with President Wilson and Secretary 
“McAdoo of the Treasury Department. It was understood that 
this committee would also consult with Chairman Glass, and 
that an effort would be made to obtain a joint session between 
the committee on the one hand and the President, the Secre- 
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tary, and the chairman of the Banking Committee on the 
other. The committee in question arrived in Washington 
about June 30 and immediately undertook a series of confer- 
ences which culminated in a session at the White House, par- 
ticipated in by the persons already enumerated. | This was 
followed by a series of talks with Chairman Glass in private. 
The bankers in presenting their case to the President first 
sought to protest against government participation to so large 
an extent in the ‘affairs of the proposed. Federal Reserve 
Board. They desired that the bankers should be represented 
adequately upon the Board, even if they did not secure a 
majority of the members of that body. They were also restive 
with respect to the proposed participation of the government 
in the affairs of the local federal reserve banks, and especially 
with the proposed appointment of the federal reserve agent as 
chairman of the board of directors of the banks. They com- 
plained of the Treasury note section of the bill and were more 
than dissatisfied with the ‘section relating to the refunding of 
government bonds. President Wilson in his remarks to the 
bankers confined himself largely to the relation of the govern- 
ment to the banks and made the broad statement that in no. 
country in the world were the bankers allowed representation 
upon a government administrative body appointed to oversee 
the affairs of the institutions engaged in the practical trans- 
action of business. So strongly did Mr. Wilson express this 
point of view that he thoroughly won over Chairman Glass, 
who up to that time had been doubtful about the wisdom of the 
proposed exclusion of the bankers from the Reserve Board. 
The President also by the cogency of ‘his argument made a 
considerable impression upon the minds of the bankers, and 
when he suggested that they should take up the further and 
more detailed discussion of the measure with the Secretary of 
the Treasury and with Chairman Glass, they were much more 
disposed to do so than previously. In the subsequent consider- 
ation of the measure during the stay of the committee in 
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Washington they laid special emphasis upon the improving 
of the Treasury note section and the restoration of the govern- 
ment bond refunding provision. These were both suggestions 
that were in direct line with the views and wishes of Chairman 
Glass. The bankers, however, reiterated their desire for some 
representation in the management of the new system and, 
coming closer to the real question nearest their hearts, cate- 
gorically demanded that a part at least of the existing reserves 
held with correspondent banks should continue to be so held 
under the new bill. They desired in this way to maintain the 
relationships between city and country banks and to insure to 
the former at least some portion of the balances that they were 
holding.* Failing concessions on these points, the bankers told 
Chairman Glass they would fight the bill to the utmost. 


Effort to Find Basis of Agreement 


A day or two of consideration brought about a tentative 
agreement including the following points: 


1. A new section to be included in the bill providing for a 
Federal Advisory Council to consist of bankers and to 
consult with the Reserve Board. 

2. Permission to be inserted in the reserve section whereby 
at the end of the three-year period set for the transfer 
of reserves to the new bank, the Federal Reserve 


4This committee first argued the whole question of reserve deposits with Mr. 
Glass, and finding him determined to retain the provision calling for the definite transfer 
of the reserve balances to the new federal reserve banks, finally compromised with him 
upon the agreement whereby there was to be inserted in the new bill a provision 
leaving the matter of such transfer entirely in the hands of the Federal Reserve Board 
and giving to such Board the power to rescind or revoke it at will. In return for this 
modification they undertook to withdraw opposition to the measure, or perhaps to give 
it a qualified support. It seemed to Chairman Glass that if any such agreement could 
be definitely made with the bankers there would be a possibility of greatly reducing 
the antagonism to the measure, and that the question of some such compromise was 
therefore worthy of consideration. Mr. Glass was firmly of the belief that the transfer 
of reserves would prove itself to be not only entirely free of any injurious effect upon 
the banking community but, on the contrary, highly beneficial, while he was unable to 
conceive of any Federal Reserve Board which would be so lacking in the knowledge of 
general principles of banking as to throw aside what was unquestionably likely to 
prove the most valuable and important change in banking organization that had been 
introduced since the Civil War, He therefore gave the bankers a tentatively favorable 
reply and proceeded to take the matter up with President Wilson. He found the 
latter, however, unexpectedly opposed to it. Nevertheless the President was indisposed 
to deny what Mr. Glass had partially agreed to and he therefore gave a somewhat 
unwilling assent to the proposal. 
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Board might, if so minded, permit 5 per cent of the 
deposits to be held as balance with a correspondent 
bank, such balance to count as reserve. 

3. The bond refunding section to be reintroduced. 


Bankers Agree to Support Bill 


Subject to these modifications, the bankers finally under- 
took to support the Glass measure and, making a virtue of 
necessity, they worked up more than a little artificial enthusi- 
asm with respect to it. President George M. Reynolds of the 
Continental and Commercial Bank of Chicago, just before 
leaving Washington, told Chairman Glass in so many words 
that he and one of his associates on the bankers’ committee, 
Vice-President Solomon Wexler of the Whitney Central 
National Bank of New Orleans, were “enthusiastic” with 
reference to the measure. Mr. Glass prepared to make the 
changes desired in the bill, after obtaining from the President 
a very reluctant consent to this compromise. In fact, a draft 
of the bill containing certain of the changes agreed upon was 
printed. Mr. Glass, therefore, was considerably surprised 
to receive some three days after the departure of Messrs. 
Reynolds and Wexler a letter, dated Chicago, in which these 
two gentlemen repudiated their bargain and announced an 
intention of opposing the bill under all conditions. It is fairly 
to be assumed that after leaving Washington they encountered 
other bankers who encouraged them to believe that they could 
drive a better bargain than that to which they had already 
tentatively pledged themselves.” In this, they announced their 


5It is of no little interest that the bankers who succeeded in making an impression 
upon the minds of members of Congress were representatives of the Chicago and 
middle western element among the national banks. New York bankers had from the 
first been extreme in their opposition and disinclined to discuss their case with Mr. 
Glass. Chicago bankers had in years past often acted as spokesmen for the New 
York interests, besides representing important interests of their own, and no doubt did 
so on this occasion. The fact that during the summer of 1913 they chiefly presented 
two points which they regarded as of fundamental importance showed that they really 
represented reserve city rather than western interests. The first was the modification 
of the provision as to transfer of reserve balances; the second, the status of their gov- 
ernment bonds held to protect circulation. Some of them, in fact, frankly stated that 
if these two points, both of such fundamental importance to the city bank, could be 
properly safeguarded, they would offer no further objection to the enactment of the 
law no matter what it might contain. 
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determination not to assent to the reserve provisions as they 
then stood either in the projected bill or in the compromise 
form which had been worked out. The latter was equivalent 
to the announcement of intent to take their chances of securing 
the elimination of the reserve section on the floor, and was in 
its way therefore tantamount to a declaration of continued war 
upon the legislation. 


Bankers Withdraw from Agreement 

This communication was received with unfeigned relief and 
the resolution not to make any change in the reserve sections 
hardened, thus becoming the cardinal point in the new meas- 
ure. Grave doubt had existed both in the minds of Mr. Glass 
and of all others who were closely conversant with the reserve 
provisions as to the wisdom of making a concession in any 
case, and it had been tentatively promised only after a good 
deal of question and uncertainty. The news that the bankers 
were not willing to stand by the tentative agreement. was, 
therefore, acceptable and both Chairman Glass and the Presi- 
dent regarded it as a happy relief from an undesirable modifi- 
cation of an essential provision in the measure. With the 
departure of this committee of bankers and with the announce- 
ment of their hostile attitude from time to time by bankers’ 
associations and conventions, to which reference has already 
been made, a complete condition of warfare was finally estab- 
lished between the advocates of the Federal Reserve Act in 
Congress and the bankers themselves. A like condition was 
also developed as related to the citizens’ associations so called, 
which had been seeking banking reform. The president of the 
National Citizens’ League, probably the most considerable 
propaganda organization then in existence, had written offer- 
ing in terms to repudiate the bill and the opposition of members 
of his organization continued to be developed in many ways 
throughout the summer and autumn. The New York group 
or element in the National Citizens’ League, which had been 
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previously hostile to anything except the Aldrich bill, from the 
very beginning practically declared open war, its members 
employing all of the usual legislative stratagems and methods 
for the purpose of defeating the Federal Reserve Act in the 
Senate, or at all events of amending it back into conformity 
with the terms of the Aldrich measure. 

Carrying further the campaign against the Federal Reserve 
Act, the Currency Commission of the American Bankers Asso- 
ciation determined to invite representatives of state banking 
associations, clearing house associations, and some others, to 
attend a conference at Chicago, August 22 and 23, “in regard 
to the Federal Reserve Act . . . . pending in the Congress 
of the United States.” The conference was largely attended 
and included a number of men bearing names notable in 
American banking, the proceedings being subsequently pub- 
lished as “unanimously adopted.” In calling the conference 
the Currency Commission recognized the banking measure 
then pending as “evidencing” the earnest wish of the adminis- 
tration to “give a wise Jaw to the country” and represented 
itself as profoundly desiring to “co-operate in every way.” 
Although the pending measure, said the conference, in its final 
report, had “many excellent features and recognizes certain 
principles fundamental in any scientific banking system,” 
nevertheless the application of those principles “might in cer- 
tain respects be made in ways that will more surely avoid a 
credit disturbance.” 


Restoration of Aldrich Bill Desired by State Banks 

The ways which were recommended by’ the convention of 
state banks thus called were essentially nothing more than to 
amend it back into a rather close resemblance to the Aldrich 
bill. Instead of reporting reasons for its position, the con- 
ference merely prepared a redraft of the measure as it then 
stood, indicating in red ink the omissions and additions which 
it proposed. These changes were calculated to bring about: 
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1. Curtailment of powers of the Federal Reserve Board 
and a limitation of its authority over the reserve 
banks. 

2. Restriction of government influence or authority in re- 
serve banks, the federal reserve agent being deprived 
of his chairmanship therein. 

3. The making of national bank membership voluntary 
instead of compulsory. 

4. The withdrawal of the power to compel inter-reserve 
bank discounts. 

5. Withdrawal of power to interfere with existing reserve 
cities. 

6. Elimination of provision for the Federal Advisory 
Council. 

7. Complete elimination of the note issue section and sub- 
stitution of a provision for plain bank note issue. 

8. Elimination of par collection. 

g. Withdrawal of any requirement that member banks 
maintain reserve in federal reserve banks. 

10. Modification of the additional powers conveyed to 
national banks in respect to savings deposits. 


The recommendation of the convention had little or no 
effect. It was a thoroughly selfish proposal which would have 
stripped the reserve system of any real power to accomplish 
results, leaving it as a mere emergency expedient which 
might or might not at times have had some influence. Indeed, 
the conclusions arrived at were apparently intended only to 
satisfy all of the recalcitrant elements in the bankers’ associa- 
tions which were represented, and it is likely that the abler 
men who participated in this meeting would not if individually 
consulted have given their sanction to any such restricted pro- 
posal as this. The action taken therefore is significant merely 
as definitely placing on record the combined banking interests 
of the United States and of making it plain what would have 


been the result had Congress or the administration given heed 
to these counsellors. 
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Country Bankers’ Demands 


The effort of the bankers as embodied in the protest filed 
at the Chicago meeting was not, however, deemed sufficient. 
Its ineffectiveness was soon demonstrated and it was resolved 
to attempt to influence Congress through the country bankers 
of the nation. Accordingly a fresh conference was summoned 
to meet in Boston October 6, 1913, and there the whole ques- 
tion of the Federal Reserve Act, which had meantime been 
passed by the House and was pending before the Senate, was 
considered. The result was the adoption of certain resolutions 
which were transmitted to members of Congress by Hon. W. J. 
Bailey of Kansas, the presiding officer of the session. These 
resolutions were so remarkable and constitute so definite a 
statement of the position assumed by country bankers both 
then and since that they deserve reproduction as follows: 


A banking and currency bill is now pending in the Congress. Its 
speedy passage into law is desirable. Any new financial system ade- 
quate to the needs of the nation must be one that country bankers, 
National and State, can support with justice to themselves as bodies 
corporate, and with justice to their customers. 

Country banks, as distinguished from the banks in the fiscal cen- 
ters, represent in number about 75% of all the banks in the United 
States. They bear the burden of national prosperity in proportion to 
their numbers. Legislation hostile to the welfare of these country 
banks is of necessity also hostile to the welfare of American citizens, 
whether farmers, wage earners or business men. A satisfactory bank- 
ing system has long been needed by the people. Legislation upon this 
subject has already been too long delayed. The efforts of administra- 
tion leaders at Washington to pass this statute at a special session is 
to be commended. Recognizing these facts, and having had no oppor- 
tunity to go on record concerning this legislation, a large number of 
country bankers present at Boston, attending the Convention of the 
American Bankers Association, held a meeting on this sixth day of 
October, 1913, and the following resolutions were presented and 


adopted. 


UnitTep States Bonps 


“1_That government bonds have been purchased by country banks 
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at a price that would be unjustified except for circulation and deposi- 
tory privileges that attach to them. These bonds are now selling 
under par. -The good faith of the nation and its credit must remain 
unimpaired. If national bank notes are to be retired there should be 
exchanged for these bonds a new security that will sell upon its own 
merits at 100 cents on the dollar in the markets of the world, and banks 
desiring to liquidate their circulation should be given the right to have 
their bonds retired at not less than their face value. 


SEGREGATION OF SAVINGS DEPOSITS 


“2-That any unnecessary restrictions placed upon the acceptance 
and investment of savings deposits is unwise. The prosperity of the 
people depends much upon the profitable use of their earnings. Coun- 
try banks have always encouraged thrift on the part of their cus- 
tomers and others resident in their respective localities. Many millions 
of savings deposits have thus been created. In rural communities 
there is no need for separate savings banks. Banks doing a com- 
mercial business are now satisfactorily caring for this business. 
These deposits are safely loaned out at home. There is rarely any 
local market for bonds of any character. To require country banks 
to invest savings deposits in any one class of securities, to forbid 
their use for local farming and business needs, to divert this money 
from local to foreign purposes, will seriously cripple the credit of their 
customers and result in the very disaster which it is the aim of this 
legislation to prevent. Segregation of savings deposits, the setting 
aside of separate capital, the creation of two banks under the same 
management and under one roof, will place a burden upon country 
banks which they cannot bear, and will deny to their patrons facilities 
which they require and now enjoy. 


EXCHANGE 


“3—That section 17 of the bill should be so amended in so far as it 
refers to matters pertaining to exchange. We suggest that section 17, 
page 33, be amended by eliminating the last word on line 15, the first 
five words on line 16, the balance of the section after the 18th line, 
leaving the last paragraph of section 17 to read as follows: 

“It shall be the duty of every federal reserve bank to receive 
on deposit, at par and without charge for exchange or collections, 
checks and drafts drawn by any of its depositors upon any other 
depositor, and checks and drafts drawn by any depositor in any 


other federal reserve bank upon funds to the credit of said 
depositor in said reserve bank last mentioned. 
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“Exchange profits represent a large part of the total net earnings 
of country banks. It is a proper charge for a fair service rendered. 
The bill as now drawn will decrease the net earnings of the average 
country bank by not less than 25 per cent and many of them much 
more. This gain will not go into the pockets of the business men of 
America, but will be enjoyed solely by the banks of the collection cen- 
tres which are now making satisfactory profits. The result of this 
section will be to take income from banks that can least afford the loss 
and give this money to banks already earning satisfactory profits. 

“In addition to the above, the bill provides a radical change in the 
method of handling country items. It provides that they shall be 
cleared and not collected. To accomplish this it would require that 
the small country banks keep in the federal reserve banks an amount 
in excess of their legal reserve sufficient to care for their clearings 
from two to six days, depending entirely upon the distance and time 
they are from the bank acting as such clearing house. 


RESERVES 


“4—That whatever percentage of reserves is agreed upon should 
carry with it the right to keep not less than one-third of such reserve, 
with approved reserve agents in fiscal centres. The reduction of 
reserve from I5 to I2 per cent is no real advantage to the country 
bank. Very few country banks can do business without having a 
larger amount of funds either in vault or with nearby connections. 
These connections must be maintained after the passage of this law. 
The money so held by them should be counted as a part of country 
bank reserve. 


THE BILL IN GENERAL 


“c—-That the above matters include only those features that coun- 
try bankers are specially concerned with. There are others of equal 
importance which concern the larger banks in the fiscal centres. With 
these subjects we do not propose to express an opinion, but we believe 
that unless this bill is amended so as to meet the objection and recom- 
mendations made herein that very few country banks, either State or 
national, can afford to become members of the new federal system. 
This means that the great majority of country national banks must 
surrender their charters or retire from business. 

“The exchange and savings sections of the bill so reduce our earn- 
ings that most country banks will show net operating losses, instead of 
the reasonable profits we now enjoy. We desire to do our full duty 
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to the country, but our duty to stockholders and customers must not be 
disregarded. We desire to become members of the federal system and 
assist in making it the success it ought to be and can be made. We 
earnestly call upon the Congress to consider this resolution as a formal 
expression of opinion on the part of country bankers, who realize 
the seriousness of the situation that now confronts them. And, finally, 
we ask for the committee that will present these resolutions to the Hon. 
Robert L. Owen, chairman, and the committee on banking and cur- 
rency of the United States Senate, for an opportunity to be fully 
heard in the premises.” 


Bankers Association Acts 


A more noteworthy meeting which clearly showed the 
position of the bankers was the regular annual session of the 
American Bankers Association at Boston which received and 
adopted a report from its Currency Commission, the substance 
of which was an attack upon the Federal Reserve Act and a 
demand for its amendment. The salient features of the report 
as thus presented were these: 


The proposed legislation is still pending in Congress. The bill in 
its present form imposes unwise hardships upon the banks, and equally 
unwise hardships upon the general public. The interests of the bank- 
ers and commercial public are coincident; no injury can be inflicted 
upon the one without the other also suffering. When business is 
active and prosperous, the banker shares in the benefit; when it is 
languishing, he feels the ill effects. The chief function of the banker 
is to loan his capital and other resources to his customers so that they 
may increase the activity and extent of their business. Any with- 
drawal of the bank’s capital from these legitimate channels of trade 
not only entails a loss to the banker, but also to the business public. 

The banks are required to subscribe to the Federal reserve banks 
an amount equal to 20 per cent. of their capital, one-half of which 
must be paid in at once, the other one-half being subject to call. 
This is to be taken over and placed under the management of a cor- 
poration in which the banks have not only a minority representation, 
but a very limited voice indeed. In return for the capital thus appro- 
priated the banks receive a certificate, which cannot be sold, assigned 
or hypothecated, over which none of the usual rights of property can 
be exercised. The banks are obliged to make this subscription, or be 
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dissolved. Charters have ever been regarded in the nature of a con- 
tract, and it is doubtful if, under our constitution, Congress can take 
away the charter of a bank in this summary manner, not because the 
terms of the charter have been violated by the banks, but because the 
bank management might refuse to make a coerced investment such as 
the pending measure provides. 

There is no provision whereby a bank which subscribes money to 
the capital of the Federal reserve bank can recover the same, except 
by liquidation, either voluntary or enforced. A bank is given a maxi- 
mum return of 5 per cent. upon capital subscribed—if earned. If the 
Government can appropriate one-tenth of a bank’s capital in the man- 
ner provided by this bill, they may appropriate one-tenth next year, 
and so on until the capital is all transferred to the Government bank. 
If they can fix the compensation at 5 per cent. this year, they may 
make it 4 per cent. next year, and 3 per cent., 2 per cent., I per cent. 
or nothing—a very simple and easy process whereby the entire capital 
of the banks may be transferred to the Government. 

‘There are a great many different kinds of socialism; but, however 
the various theories differentiate, they all agree upon the fundamental 
proposition that the Government, that is the community as a whole, 
should own all the real estate, all manufacturing enterprises, all banks, 
all transportation companies—in short, all money-making utilities. 
This proposition of the Government to take the bank’s capital in the 
manner provided, carried to the extreme, would easily accomplish, so 
far as the National banks are concerned, this contention on the part of 
the socialists. For those who do not believe in socialism it is very 
hard to accept and ratify this proposed action on the part of the Gov- 
ernment. 

There are other provisions of the bill equally important and far 
reaching in their effect. 

We have recounted the condition which confronts us as to that 
provision of the pending measure, in order to impress upon the banks 
the fact that we have reached a point where we must act in our own 
interests and for our own protection. Individually we must reach 
our conclusions in the premises, and if we are not satisfied with the 
provisions of the bill we ought to acquaint our respective representa- 
tives in Congress of the fact, and clearly point out and impress upon 
them the changes which we think ought to be made. 

It has been proclaimed in Congress and in the public prints that 
many features of the pending measure are exactly like or similar to 
provisions of the bill reported by the National Monetary Commission, 
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and which the bankers in convention approved. The question is asked, 
“Why, if the bankers approved such provisions in the so-called Aldrich 
bill, do they oppose similar provisions in the so-called Glass-Owen 
bill?” This is the reason: ; 

(a) Investment in the stock of the Central Reserve Association cre- 
ated by the bill of the National Monetary Commission was permissive, 
not compulsory; banks might invest in the same if they chose, or they 
might decline the opportunity, in accordance with the dictates of their 
business judgment. 

(b) Under the terms of the bill of the National Monetary Commis- 
sion, the bankers controlled the management of the Central Reserve 
Association. It follows that an investment in the stock of the Asso- 
ciation was an investment under their own control and management. 
On the contrary, investment in the stock of the Federal Reserve Banks 
of the Glass-Owen bill is compulsory. The individual banks have a 
minority representation in the management of these Federal Reserve 
Banks and have no voice whatever in the selection of the Federal 
Reserve Board, which dominates the Federal Reserve Banks, and the 
proposed measure only provides that one of the seven members must 
have banking experience. 

The fact that the bankers controlled the Central Reserve Associa- 
tion was a guarantee against political control, and it was equally a 
guarantee against incompetent management—two important respects 
wherein the pending measure is lacking. 


Protest to Congress 


The outgrowth of this American Bankers Association 
meeting was a detailed protest to Congress and the President, 
coupled with proposed amendments designed to eliminate the 
features of the law that were chiefly objectionable to the 
bankers. According to the Bankers Association, the points 
that were most obnoxious included the provision for the trans- 
fer of reserve balances to federal reserve banks, the compulsory 
subscription to capital stock, and the close supervision and 
examination to be exercised by the reserve institutions. The 
country banks, on the other hand, were chiefly concerned with 
regard to the proposal to collect checks at par and thus to elimi- 
nate exchange charges, as well as with various phases of the 
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law which, they believed, might reduce their independence of 
action or might tend to cut their profits. 

But few of these efforts to bring about changes in the law 
were worthy of more than passing attention, save in so far as 
they merely voiced the general dissatisfaction with the pro- 
posal. Indeed, the bankers themselves indicated so limited a 
knowledge of the general principles of central banking that it 
soon became evident that there was but small service to be 
gained from a study of their proposals. As on former occa- 
sions, it soon clearly appeared that a very few outstanding 
figures in the banking community were practically able to con- 
trol opinion, and that they represented influential elements who 
were primarily to be reckoned with. The great rank and file 
of the, small banks of the country had neither thought suffi- 
ciently clearly about the pending legislation to protect them- 
selves from absurdity in their statements concerning it, nor 
were they sufficiently agreed on the points which they sup- 
ported or opposed to offer effective antagonism. This situa- 
tion, in fact, was clearly revealed at the meetings of country 
and city bankers to which reference has been made. While it 
was true that the interests of the country and city banks were, 
as already explained, somewhat divergent, there was a sufficient 
degree of harmony between them to bring about “compli- 
mentary’? adoption of resolutions by country banks favoring 
the retention of the city reserve agent deposit system in such 
drafts as were adopted at the meetings of country bankers. 
On the other hand, reserve city banks usually showed their 
appreciation of the country institutions by taking issue with 
the exchange provisions of the Federal Reserve Act. It 
remained true that what the city banks were chiefly concerned 
to prevent was the elimination of the reserve agent deposit 
system, while the country banks were chiefly concerned to pre- 
vent the introduction of any general system of clearance which 
would diminish or restrain the power to make such charges 
as they saw fit. 
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Reserve City Bankers’ View 


Bankers in the central reserve cities and reserve cities had 
from the very inception of the measure been bitterly opposed 
to it because of the fact that it would take away from them, as 
they supposed, their country bank deposits. They saw in it, 
therefore, a threat directed against the profits of their business 
and they were keenly desirous that if the measure were to pass 
there should be eliminated from it the requirements that the 
reserves carried in the banks of the central reserve and reserve 
cities should be shifted to the new banks, their transfer to 
reserve banks to be made entirely optional. On the other hand, 
country banks found themselves sharply antagonized by the 
provision in Section 13 which called for the collection of 
checks without exchange. It was estimated at the time that 
fully one-third of the earnings of many country banks con- 
sisted of charges for exchange—charges, that is to say, that 
were made for furnishing remittances upon neighboring or 
distant cities and for remitting the proceeds of checks drawn 
upon the bank itself which were forwarded for collection. 
While it was not probable that banks of any considerable size 
were so dependent upon exchange charges, it was probably 
true that in all of the smaller banks the item of exchange was 
one of considerable significance. It was of course also true 
that the proposal contained in the reserve bill for a lessening 
of required reserves would have released so large a volume of 
funds that the banks would have found it profitable in any 
event to accept this in lieu of their exchange charges. That, 
however, involved a considerable readjustment of business, 
whereas the retention of the old system as to exchange charges 
was simple because it already existed, and because the machin- 
ery for applying it had been fully developed. Opposition 
therefore was strong on the part of country banks and grew 
more pronounced as the terms of the measure which the House 
of Representatives had passed became better known. 
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Bringing Issue Before Congress 


The banks, however, were by no means content to leave 
this matter to be disposed of as the result of floor debate or 
even as the result of conclusions that might be reached by 
members of Congress upon the basis of resolutions adopted at 
bankers’ conventions. They were determined to bring the 
matter definitely to the attention of Congress and of the admin- 
istration and to make clear their opposition. In such efforts it 
was, as usual, true that differences of opinion existed with 
respect to the most feasible modes of approach. Reserve city 
bankers came to the conclusion that on the whole it would be 
wisest for them to appear directly before the Senate Committee 
and to see what could be done toward converting it to their way 
of thinking. Country bankers in the main preferred to stir up 
such opposition among the members of the Banking and Cur- 
rency Committee as they could, eventually relying, however, 
upon their sénators to secure presentation of their case,on the 
floor of the Senate. Not a few of them sought to interest 
members of the Cabinet in their case and attempted by that 
means to obtain more attention than they could otherwise 
expect. On the whole, however, it had been believed that the 
best line of defense was very likely to be found in the Senate 
Banking Committee. The bankers of course had never intended 
to stop merely with their effort to convert the chairman of the 
Banking and Currency Committee of the House, although they 
believed that a thorough campaign against the provisions of 
the Federal Reserve Act obnoxious to them should start with 
that as a beginning. During the autumn and early winter 
while the Federal Reserve Act was under consideration in the 
Senate they accordingly endeavored to the utmost to secure 
favorable consideration in the upper chamber. This, however, 
was only after every endeavor with Chairman Glass and the 
administration to secure a revision of the proposed measure 
had failed. 
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Doubt as to Program of Opposition 


The actual nature of the step to be taken in carrying out 
the program of opposition on the part of the bankers was 
uncertain. As just explained, there had been no definite or 
general agreement as to what was to be done up to the time 
when the new bill became public. So prompt was the subse- 
quent work in the House that little could be accomplished 
there. The visit of the bankers’ committee of protest to Wash- 
ington came practically at the moment when the Banking and 
Currency Committee of the Senate was on the point of per- 
fecting its organization. Various senators had unofficially let 
it be known that there was every intention of defeating the 
measure, and that if possible the President’s wishes regarding 
it would be ignored. Many interviews to this effect, some 
authorized, others unauthorized, appeared in the press, and 
undoubtedly had the effect of leading many bankers to believe 
that there was no prospect of any immediate action on the bill 
even in committee. The belief that committee action would 
be postponed was further strengthened by an insistent demand 
for hearings which was put forward by some of the members 
of the Committee and which appeared to threaten indefinite 
postponement. It seems certain that on all accounts there was 
a very strong belief among the bankers of the country from 
about June 15 until towards August 1 or later that they 
might comfortably disregard what they had regarded as the 


danger that the new bill would find its way towards the statute 
books. 


AWTS question whether the bankers would accept the Federal Reserve Act as it 
stood or in a modified form, or would seek to obtain its entire rejection had in fact 
become urgent from the moment of its adoption in the House. It had not been expected 
that any such prompt action would be taken by the House of Representatives, and the 
fact that it had been, coupled with the information which came from the Senate con- 
cerning the probabilities in that body, seemed to make it an urgent necessity that 
those who felt a real interest in the legislation should exert themselves. There was 
undoubtedly a decided division of opinion among the bankers as to the proper course 
to follow. Not a few of them entertained the opinion that the measure contained many 
elements of good, and that if it were not to be defeated it would be a long time before 
as acceptable a plan could be worked out. This view was probably not entertained by 
any active group among the banking community but was merely the passive impression 


of intelligent members of the profession who were not fundamentally affected by the 
legislation in one way or the other. 
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Lines of Attack 


Even prior to the beginning of work in the Senate Commit- 
tee there were not a few bankers in different parts of the coun- 
try, who were accustomed to regard themselves as leaders of 
thought, to whom it appeared that they would act wisely by 
setting on foot an agitation designed to discredit the proposed 
measure in the minds of conservative and careful observers. 
Three main lines of action in this regard were undertaken, 
either as a result of similarity of thought on the part of 
bankers, or as a result of informal agreement among them- 
selves. The first and most obvious plan of attack was that of 
seeking to discredit the bill as drafted on account of its ‘ 
teurishness.’’ This purpose was carried out by the issuance 
of letters, statements, and the like, and through the medium of 
inspired newspaper articles. In all these it was sought to 
show that no adequate study had been given to the subject and 
that the proposed bill was careless in its wording and methods 
of expression. As little or no attention was paid to this form 
of attack by the government authorities or by members of 
Congress, attempts were speedily begun to convince members 
of the Committee that the language used was unsafe. Many 
bankers in each Congressman’s district were induced to write 
personal letters to him, the outline or text of the letter being 
usually supplied by some city bank of which the banker com- 
municating with the Congressman was a correspondent. At 
first the charges made in such letters were vague and included 
indefinite slurs upon the capacity of those (no names being 
mentioned) who had prepared the text of the measure. As 
such letters became numerous, and as a better esprit de corps 
was established among members of the Committee, it was 
agreed by the latter in each such case to write and ask for more 
definite specifications. Such letters were frequently unan- 
swered but a certain number of responses came in. In these 
the attempt was usualiy made to pick out phrases and expres- 
sions that were said to be indefinite or meaningless. In very 


“evar 
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many cases it was found that the phrases to which exception 
was thus taken were those which had been taken verbatim 
from the Aldrich bill and in a large number of instances it was 
possible to call the attention of the critic to the fact that he had 
indorsed the Aldrich bill—in some cases even that he had been 
personally responsible for support of the provisions to which 
he was now taking exception. Seldom, indeed, was a letter 
of this kind responded to by the banker who had at first begun 
the attack and the charge of amateurishness, except in its 
original and vague form, was speedily dropped. 


Charges Against Honesty of Bill 

The second method of criticism consisted of charges 
directed against the intent or effect of the bill in general terms. 
It was sought to show at first that the influence of the measure 
would be to produce a very great contraction of the currency 
and hence a severe panic. In singular contradiction to this 
effort was the attempt to make out a case for an inflationary 
tendency on the part of the bill. Among those who advocated 
the contraction idea was J. B. Forgan of Chicago, while 
George M. Reynolds of the same city urged its inflationary 
tendencies. The inflation charge was re-echoed by many of 
the New York bankers, who also added the prediction that the 
bill would inevitably drive gold abroad in large quantities. 
Correspondent banks of the ““‘country”’ class almost invariably 
attached themselves to the contraction school of thought, 
asserting that they would find it next to impossible to make 
loans under the proposed provisions regarding reserves. The 
doleful predictions and hopelessly pessimistic forecasts thus 
put forward at first had a great effect upon the minds of Com- 
mittee members. But here again the bankers injured their 
own case. As soon as it became evident that there was con- 
tradiction between the inflation and contraction schools of 
thought, members of Congress not unnaturally refused to be 
frightened inasmuch as the argument on one side was as good 
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as it was on the other, so far as the weight of authority was 
concerned. 


Threat to Leave National System 

The third method of attack resorted to consisted in the 
bald assertion that if the bill should be passed banks would 
surrender their national charters. This was simply a threat. 
There was nothing to indicate that such a surrender would be 
profitable or even possible for the banks—certainly nothing 
to suggest that they could easily carry through the undertaking 
should any considerable number of them decide upon it. Actu- 
ally to surrender their charters would have involved an enor- 
mous amount of inconvenience, but in addition, it would also 
have implied the necessity of turning in to the government a 
quantity of lawful money equal to the amount then outstand- 
ing in order to provide for the retirement of the bank notes, 
while it would also have implied the sale of the bonds which 
had been placed by the banks with the Treasury Department 
for the purpose of protecting their issues. Had so great a 
quantity of lawful money been withdrawn from circulation, it 
would have implied the turning over of a considerable part of 
the fluid assets of the banks to the government, while the sale 
of the national bonds would have unquestionably resulted in a 
very great depreciation in the market value of those securities. 
All this was well recognized by members of Congress as the 
fact in the case and the inspiration of the campaign against 
the proposed bill began to be revealed. Consequently, after 
the first week or two during which it was used, the threat to 
surrender national charters had very little influence either in 
the Banking and Currency Committee or on the floor of the 


House itself. , 


Work of Bond Dealers 
Another effort to influence the situation was, however, set 
on foot in New York. Failure to get any hold upon members 
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of Congress and of the administration had been due to the fact 
that most of the early efforts against the bill had been engi- 
neered by these larger institutions and had been shared in only 
to a limited extent by the small banks. It was therefore sought 
to apply some pressure upon the small institutions which would 
induce them to take up arms vigorously in opposition to the 
bill and by bringing pressure to bear upon the members whom 
they could reach to insure its defeat. The plan finally deter- 
mined on was that of arousing alarm about the price of United 
States bonds. As was well known, the United States 2 per 
cents had long been in an unstable condition, owing to the 
changes in the value of money and in the rate of interest. 
The banks had in years past already written off premiums on 
these bonds aggregating some $30,000,000 at the request of 
the Comptroller of the Currency and were not desirous of 
incurring further losses on that score. They were carrying 
the bonds on their books at par value, and it was the effort of 
leading bankers to mask any further tendencies towards a 
decline. Nevertheless sales of 2 per cent bonds were privately 
made during the early months of 1913 at 98 and less. It was 
now argued that the weakness of these United States 2 per 
cent bonds indicated a serious danger to the government credit 
and particularly as showing that the banks which owned bonds 
could not get rid of them except at a very heavy loss. Sales 
of bonds on the New York Stock Exchange began to be made 
at low prices and it was given out in a good many quarters that 
the low valuations were due to fear on the part of the banks 
regarding the effect of the new bill. Investigation showed that 
this alleged fear was in no way responsible for the reduction 
in price, but that a considerable number of bonds had been 
sold short and that in other ways the price had been artificially 
reduced. In fact, when a broker acting in the interests of the 
Treasury attempted to obtain 2 per cent bonds at the quoted’ 
prices, offering to pay the value thus established, he found 
himself unable to get the securities and, as just stated, an 


OPPOSITION. CAMPAIGN OF THE BANKERS 413 


investigation established the fact of the short sale. It is prob- 
able that the wide publicity given by New York interests to 
the fact that prices were tending downwards in the bond mar- 
_ ket did have a considerable influence upon the minds of bankers 
in the interior, but the Treasury immediately announced its 
intention to seek a modification of the bill that would amply 
protect the bonds in every reasonable particular, and the con- 
sequence was an almost immediate subsidence of the anxieties 
that had been expressed by bankers who feared that they 
might not be able to put their bonds on the market at fair 
prices should the existing conditions continue. 


Activity of Business Organizations 

Brief reference has already been made to the attempt to 
discredit the Federal Reserve Act during this preliminary 
period made by various so-called ‘business organizations” 
designed to carry out the bankers’ wishes.‘ Among these the 
National Citizens’ League and the United States Chamber of 
Commerce were prominent: From the time that the outlines 
of ‘the Glass bill had become known, the National Citizens’ 
League ‘had been active in its opposition to its outstanding 
features. The organization had sought to secure in the first 
place the elimination of the new reserve provisions. John V. 
Farwell, the president of the League, in the early spring had 
written a letter already quoted in which he said on this subject : 


As to changing the reserve laws, as to reserve cities and 
central reserve cities—it seems to me that this important 
change should not be made at this time... . . 

Let them take one step at a time, as has been intimated they 
are going to do. Is not that much the safest course? 


So also had the League sharply antagonized the plan for the 
par collection of checks, and the bestowal of clearing house 
functions upon the reserve banks. On this point Mr. Far- 


well wrote: 


7 Supra, p. 10. 
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In regard to obliging country or other banks to give their 
depositors exchange free, within the district in which the bank 
is located; I believe this would be very unwise. 


Earlier the League had advocated the use of domestic 
acceptances, the inclusion of bank notes in reserves of member 
banks, and other objectionable features which had played a 
part in the Aldrich bill. In order to attack the provisions of 
the Glass bill, differing widely as the latter did from those of 
the Aldrich measure, the League found itself obliged to reverse 
its former position on both these points, which it promptly did, 
although without repudiating its earlier advocacy. Members 
of the League occupying influential and official positions in its 
ranks, however, continued to advocate the inclusion of the 
domestic acceptance plan as well as the granting of power to 
count bank notes as reserves. The headquarters of the League 
had determined to advocate the sole use of gold as reserves, in 
order to combat the provision of the Glass bill which required 
only lawful money reserves, and to that end it found itself 
obliged to surrender the bank note proposition of its earlier 
days. Moreover, the League actively attacked various admin- 
ministrative phases of the bill as well as the number of banks 
provided for in it. 

The reserve provisions as well as those relating to par 
clearance were likewise attacked by other organizations which 
did all they could to defeat them—besides criticizing nearly all 
of the salient features of the measure from the administrative 
standpoint.* 


Criticism of Financial Attitude 


The only conclusion which can reasonably be drawn from 
a careful survey of the attitude of the banking public during 
the late summer and early autumn of 1913 must be that the 
earlier professions of desire to see a scientific banking system 
established had been forced into the background while the 


ot ce fetter appearing as Appendix A at the end of this chapter illustrates this 
attitude. 
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special interests of various groups of bankers and financiers 
had come into the foreground. The attack was now entirely 
designed to assure retention of the old reserve deposit plan 
whereby bank reserves were kept in specified cities, the reten- 
tion of the old collection system whereby city banks acted as 
collecting agents to country banks, the avoidance of any more 
extensive government interference with banking, through the 
reconstruction of provisions in the measure relating to the 
operations of the Federal Reserve Board, the boards of direc- 
tors of the federal reserve banks, and to the examination 
system; while the question of government bonds held by: the 
banks and the treatment to be accorded to them which had 
always been foremost in the discussion continued to maintain 
its prominent position with but little alteration save that the 
anxiety to secure protection for the existing values of the 
bonds was more intense. Perhaps there had never been a 
great movement which had so completely and emphatically 
“slumped” from its early professions as that of banking 
reform or which had so unreservedly gone back to a position 
of anti-reform. “We thought we wanted banking reform,” 
said a member of one of the organizations prominent in Wash- 
ington, “but we have concluded that we are getting a little 
more reform than we had reckoned upon.” The view thus 
frankly expressed was unquestionably widely entertained, and 
the fact that it was so rendered the task of those who were to 
attempt the adoption of the new bill in the Senate a doubly 


severe one. 


Some Palliating Circumstances 

All this need in no sense be taken as a criticism upon the 
bankers or financial community. Like other elements in 
American citizenship they had their own private and profes- 
sional ends to serve and these they sought to promote by all 
legitimate methods. The banking struggle had in fact taken 
on a complexion quite similar to the ordinary tariff contro- 
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versy. In thus recognizing the real policy pursued by the 
bankers with respect to the new bill, there is therefore no 
suggestion of illegitimate or unusual opposition to public inter- 
ests. There is, however, the obvious indication that the bankers 
no more than other sections of the community were inclined to 
follow the public interests and that they did their utmost to 
defeat or emasculate a measure which was subsequently con- 
sidered to be conspicuously sound and beneficial. Their oppo- 
sition, moreover, was directed at the characteristic elements 
in the measure and had it been successful would entirely have 
deprived the bill of any effectiveness or merit. This is an 
important fact of financial history, deserving to be carefully 
borne in mind. It effectually unmasked a hypocrisy, which 
had for long years maintained that the bankers of the country 
were seeking only the well-being of the business world or of 
the nation, a view which had been very currently and very 
widely adhered to throughout the country. It was, moreover, 
of utmost importance when the Federal Reserve Act came to 
be put into effect, because at that time the new banks found 
themselves obliged to meet throughout their early history the 
more or less consistent opposition of the banking interests 
which had striven at the outset to secure the modification or 
defeat of the measure. 

The Federal Reserve Act was perhaps the first measure of 
broad international significance which was completed and 
eventually brought to a passage with the direct, consistent, and 
steady opposition of the banking interests which were most 
materially affected by it, and which nevertheless within a com- 
paratively short time proved its utility not merely. to those 
interests but to the nation as a whole. . Indeed, the combined 
bankers of the country maintained a spokesman at Washington 
whose efforts were continuously directed, among other. fea- 
tures, against the reserve provision, and who up to the very 
latest moment of the Conference Committee between the Sen- 
ate and House, which adjourned, long, after midnight on 
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December’ 22, was still standing in the corridors of the Capitol 
urging upon those whom he had opportunity to converse with 
the necessity of omitting the provision requiring transfers of 
reserves to reserve banks, the principal and vital change intro- 
duced by the new measure.° 


APPENDIX A TO CHAPTER XVII 


LETTER ON FEDERAL RESERVE BILL WRITTEN TO CHAIRMAN GLASS BY 
THE PRESIDENT OF THE UNITED STATES CHAMBER OF COMMERCE 


Chamber of Commerce 
of the 
United States of America 
Riggs Building 
Washington, D. C. 
President’s Office 
10 South La Salle Street 


Chicago. 
August 8, 1913. 
Hon. Carter Glass, 
Chairman, Banking & Currency Committee, 
House of Representatives, 
Washington, D. C. 


Dear Sir: 

I am taking the liberty to write this letter to you alone, rather than 
to duplicate it to Senator Owen and to Mr. McAdoo. I feel I should 
rather have your interest in the presentation of any suggestions which 
may appeal to you as the result of this letter than to have the divided 
interest of the other gentlemen of the administration responsible for 


the success of this measure. 

I think in view of the caucus that will be held on Monday on the 
Currency bill you will be interested in a few field notes, the result of a 
trip covering eleven states made by the Directors of the Chamber of 
Commerce of the United States, from July 5th to July 27th. Every 


2 And yet one of the representatives of the bankers’ views in this matter of 
reserves had written a letter as early as June, 1913, emphasizing the mobilization of 
reserves as “the fundamental basis of any sound plan.’’ The letter is reproduced as 
Appendix B to this chapter. 
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opportunity was afforded to us to meet the business men and bankers, 
not alone of the cities in which we stopped, but through the fact that 
delegations boarded our train and travelled with us through several 
of the states, we came into contact with the viewpoint of the business 
interests in the smaller towns rather than being confined to the prin- 
cipal cities. Up to the time that the report of our Committee was 
received by wire in Los Angeles, we could only discuss the adminis- 
tration measure in a general way. Following the receipt of that report, 
we were able to meet with clearing house committees, and in one case 
with the Executive Committee of a State Bankers Association, and 
also to get the viewpoint of business men who were not in any way 
related to the banking profession. 

The consensus of opinion covering the entire territory over which 
we travelled, from the Missouri River west, indicates a strong desire 
on the part of the business interests of the country for the passage of 
a currency measure. There is a deeper interest on the part of the 
business men than I have seen them heretofore exhibit in regard to any 
piece of national legislation. Among the bankers, there is a strong 
desire for larger expert representation on the Federal Reserve Board. 
In the main, however, the suggestions made by the Chamber of Com- 
merce Committee proved entirely satisfactory, and, except in Los 
Angeles, the bankers conferred with were inclined to believe that such 
a Board and Advisory Committee could most acceptably direct finan- 
cial operations under the bill. 

There are two vital points of tremendous interest to the territory 
over which I have travelled and I shall briefly refer to these in the 
light of information received from Professor Scott yesterday covering 
the latest developments as he ascertained them when with the National 
Citizens’ League Committee in Washington on Monday. 

Suppose we take it for granted that this legislation will be difficult 
to pass without the co-operation of the country banker. It is con- 
cerning him that I have the greatest amount of fear. He is insistent 
that the bill should provide an option to deposit some per cent of his 
reserves in reserve city banks and even if the proposal made by Mr. 
Farwell and his committee, to reduce the reserve from fifteen to twelve 
per cent, should ultimately become the law, this to my mind will not 
satisfy the country banker as well as to keep his reserve at fifteen per 
cent and receive the option to carry perhaps a third of his reserve 
money with reserve city depositories, and if the reduction of the 
reserve to twelve per cent was accompanied by the permission to carry 
some fraction of this reserve as heretofore outlined, it would be a 
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strong bait to the country banks to draw their co-operation. I under- 
stand from Professor Scott that it has practically been determined to 
adhere to the original provision requiring after three years that 
reserves be carried either as cash in vault or on deposit with Reserve 
Association. I urge your reconsideration of this matter, not because 
of my own personal preference, but because of the actual experience 
which I have had through a number of states and talking with a very 
large number of men deeply interested in this question. 

The other proposition to which I especially invite your attention 
is the contribution of the country banks to the stock of the Reserve 
Association in order to become member banks. As a common sense 
proposition, have not the country banks the right to demand their con- 
tribution to the stock of the Reserve Association shall be, in some 
measure at least, proportionate to the value which they expect to get 
out of the Reserve Association? Everywhere along the line there is 
a distinct difference conceded as between requirements for country 
banks and for reserve city banks, except only in the proportion of the 
capital stock which must be subscribed to the capital of the Reserve 
Association. Is it not quite as logical, in view of the clear line that 
has been drawn between reserve city banks and the country banks, to 
provide in your bill that the contribution to the capital stock of the 
Reserve Association by the country banks shall be ten per cent of the 
capital stock of the bank, five per cent in cash and five per cent in a 
demand obligation, whereas the reserve city banks be held up to the 
present provisions of the bill? 

It seems to me that here again is an opportunity to show favor to 
the country banks and justly, to give them the right to become mem- 
bers of the Reserve Association upon a contribution to the capital 
stock which will more nearly represent the proportionate good which 
they will get out of the institution. 

Now, Professor Scott tells me that it is favorably considered that 
the method of distributing the profits of the Reserve Association be 
changed so that first, a surplus of twenty per cent is created and there- 
after, the earnings are divided, sixty per cent to the government and 
forty per cent to the member banks. Suppose that this provision could 
be enacted into law by concurrence of House and Senate, and I am 
not ready to admit under present conditions that this would be pos- 
sible, I believe the country banks would prefer to have the right to 
contribute their smaller proportion to the capital stock of Reserve 
Association than to take their chances upon increased earnings making 
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their larger investment as profitable as the basis upon which they 
could otherwise dispose of their available funds. 

. Upon two other points, the banks of the Coast states and the North- 
west desire to be assured, but these points, as I understand, can be made 
quite clear without any amendment beyond that now proposed. One 
has to do with the retirement of national bank notes at the rate of five 
per cent per annum for twenty years. The banks desire to understand 
that nothing can compel them to retire five per cent per annum, ‘per- 
mitting those banks which desire to retain their circulation as long as 
it.is profitable and that where in any year the full five per cent is not 
offered for retirement those banks desiring to retire more than five 
per cent may apply to the federal reserve board for that right! and be 
given the privilege until the full limit of five per cent has been 
exhausted. Their other point has to do with an interpretation of the 
term “commercial paper.” Oregon ships large amounts of natural and 
manufactured commodities to the Atlantic seaboard on time drafts, 
thirty to forty-five days. These drafts with bills of lading attached 
are used at the local banks and the banks desire to be assured that 
this class of paper would be interpreted as commercial paper subject 
to rediscount with the Reserve Association should it become. neces- 
sary for them to reimburse themselves by reason of extraordinary 
demand in their own locality. I have tried wherever we have met 
with business men and bankers to urge them not to demand too close 
an interpretation of such terms as “commercial paper”; that authority 
given to the federal reserve board should be permissive, not mandatory, 
that the effort te clearly interpret what might be termed commercial 
paper would mean in fact a restriction in the operation of the bill 
and that the general term so long as it could be understood to cover 
all paper having to do with the movement of goods and commodities 
would naturally be construed under the term “commercial paper.” 

I hope you will not be worn out with this letter. I have felt that 
as quickly as possible you should get the viewpoint of the . states 
through which we travelled, a viewpoint gathered after seeking. an 
entirely impartial attitude of those persons conferred with, and I. sin- 
cerely hope in the caucus which will be held next week it. may be 
decided to give further consideration to the rights of the country 
banks and the proportionate good which they would get out of the 
operation of the Reserve Association and accord them in an amend- 
ment the right of option to deposit some part of their reserves with 
reserve city banks and especially that their contributions to the capital 
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stock of Reserve Association need not be so large a proportion of 
their capital as may be required from reserve city banks. 
Very sincerely yours, 
(Signed) Harry A. WHEELER 
President. 


APPENDIX B TO CHAPTER XVII 


LETTER TO SECRETARY McApoo Urcinc NeEcEssirty oF PROTECTING 
CountTryY’s Gotp RESERVES 


The New Willard, 
Pennsylvania Avenue, Fourteenth & F Streets 


Washington, D. C., June 26, 1913. 
The Honorable 
The Secretary of the Treasury, 
Washington, D. C. 
Sir :— 

No stenographer was available when I reached the Hotel last eve- 
ning, which will explain why the delay has occurred in sending you 
the enclosed. 

It is difficult to estimate the relative importance of one feature 
where all are so intimately interwoven. In summarizing my views, I 
would say: 

1. No plan can be sound or successful without satisfactory dispo- 
sition of the bond secured currency and necessarily of the bonds upon 
which it is based. 

2. Mobilization of reserves is the fundamental basis of any sound 
plan. The number of regional banks must not be so great as to nullify 
this purpose. : 

3. The primary purpose of note issues is protection of the reserves, 
the mobilization of which is all important. Notes must be of a kind 
which will flow out instead of lawful money and disappear by redemp- 
tion as rapidly as the need for them ceases. 

_ Notes issued upon the plan which we have suggested will attain 
this end (viz., protection of reserves and automatic adjustment of 
volume to business needs) far more effectually than in the plan pro- 
posed in the bill. 

The above are the main economic considerations in our suggestions. 
The matter of reserve is, I take it, rather an actuarial problem. Your 
desire, and ours is, of course, to have the reserve so determined as to 
have it advantageous and not disadvantageous to banks to enter the 
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system and so that the least disturbance will result commercially and 
industrially. 

Touching the matter of control, only the result of trial can deter- 
mine whether the administration’s view is right, that the Federal Board 
should be entirely independent of the banks or whether our conviction 
is right that the banking interests should have representation on that 
Board. If the right is given to the Federal Reserve banks to control 
their own discount rate, subject to review or intervention by the Fed- 
eral Board, that, it seems to me, might be an acceptable compromise. 

Export Tax on Gold: It would seem desirable to incorporate a pro- 
vision giving the Federal Board authority to impose an export duty on 
gold in the manner suggested in the enclosed paper. 

With appreciation of the sincerity of your desire for wise banking 
legislation and of your patience and courtesy in hearing us, I remain, 

Yours respectfully, 
(Signed) JouHN PERRIN 
PERRIN, DRAKE & RILEY, 
210 West 7th St., 
Los Angeles, Calif. 


(Enclosed Paper) 
Export Duty on GoLp 


After careful consideration of the thirty questions propounded by | 
Senator Owen, I find that an essential feature has been entirely ignored 
without which no general banking scheme could be a success. No 
suggestion or intimation is made with reference to the protection of 

_our gold supply. 

It would be fundamentally wrong to place undue restrictions upon 
the flow of gold when used in the settlement of international balances 
but it is perfectly proper to have a brake system to be applied in order 
to prevent the wheels from going too fast and to place a proportionate 
burden on specific commodities rather than upon the entire fabric. 

The methods in vogue abroad are about as follows: 

Bank of England. The redemption of Bank of England notes 
against Sovereigns is absolutely inoperative notwithstanding the claims 
of the British Bankers to the contrary. A mere hint from the Bank’s 
officials that it is not convenient is sufficient to forestall any demands 
in this respect. Smallish amounts of Sovereigns have been picked up 
in the past through bullion dealers, but these were unfit for circula- 
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tion and would have been: turned into the mint for melting purposes 
anyway. 

The Bank of England, however, in normal times parts with its 
holdings of foreign gold but at a price commensurate with the demand. 

In explanation, I may say that the Bank aims at all times to have 
a supply of the principal foreign coins in its vaults, booked at actual 
gold value on the basis of 77/9 per standard ounce. These coins are 
placed in bags 500 ounces each and, in order to make the weight exact 
the coins are. clipped. As the demand increases, the price is raised up 
to a point when the Bank refuses to sell at any price, and the only 
source of supply left is the open market which, as a rule, is absolutely 
bare unless for moderate use in the Arts and’ Industries. There then 
remain the weekly arrivals from South Africa, which are for private 
account and are offered in the open market. The Bank of England, 
however, by courtesy of the Trade, has the right to take over any 
portion of this gold at the highest bid made for same. This is the 
much vaunted free market for gold in England. 

Bank of France. Has the right to redeem its notes either in gold 
or silver in 5 Franc pieces, and, when notes are presented for redemp- 
tion, naturally elects payment in silver. At times the Bank will sell 
gold either in the form of Napoleons or in bars, and the price is in the 
form of a premium ranging from one per mille to two per cent. The 
calculation for gold in France is on the basis of F.3427 per Kilo fine. 
When the Bank of France desires to replenish its supply, it does not 
hesitate to do so even in the face of adverse exchanges and generally 
selects the United States as its victim, as no opposition is ever mani- 
fested towards this course. 

German Reichsbank. Gold is absolutely unobtainable in Germany 
for export at any price. Their basis of calculation is M.2784 per Kilo 
fine. For comparative purposes, France and Germany can be left 
entirely out of consideration; hence, we have England only to deal 
with. With adverse exchanges, predicting an outflow of gold, the first 
step is to put up the prices and the next is raise the bank rate. This 
is the last resort and, while it is done with considerable reluctance, still 
they never hesitate to apply it and it generally has a remedial effect. 
The United States is the only absolutely free market for gold in the 
world, and we have to suffer for our liberality. When South Ameri- 
can exchanges are against Europe, the burden is thrown upon us, and 
this also applies to the exchange relations of France and England, and 
we have no remedy to apply to speak of. A nominal charge is made 
for bars when these are desired for export (40 cents per $1,000). This 
charge was arranged years ago and was supposed to cover the cost of 
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making the bars, but I understand the actual cost is greatly in excess of 
that. Now, gold bars and particularly American gold bars are greatly 
desired abroad on account of the reliable work put into their manufac- 
ture, and besides, there is a slight advantage to the exporter on account 
of our method of assaying—the American method is to assay in quar- 
ters while the European method is in tenths. 

Now, if conditions are normal and exchanges are against us, it 
would not be wise or good business policy to place any restrictions 
upon the export of gold at all, but if we can see that an export would 
still further aggravate a strained condition, it would be perfectly 
proper to apply the brakes, particularly so as recent legislation has 
made it easier to obtain bars than formerly. How to do this is the 
question. We could add a premium to the cost of the bars, but this 
premium could not be placed higher than % of I per cent as that is 
about the difference between bars and coined gold. In explanation of 
this discrepancy, let me say that with coined money there is a legal 
tolerance of % of I per cent, but the work at the mint is very accurate 
and the actual deficiency in new coin is far below that figure, but the 
Treasury in putting up its gold does not distinguish between old and 
new coins; hence, we have to strike an average to bring into account 
abrasion caused by circulation—this average would be about ™% per 
cent and my authority for this figure is the record of the Treasury 
Department, which shows that the average weight of every $5,000 
bag is 5,365 dwts. while the authorized minimum is 5,347% dwts. while 
the maximum is 5,375 dwts. This premium could be made on a sliding 
scale with a maximum of % per cent. This is about the limit of arbi- 
trary action. Of course, all of this is predicated upon a legitimate 
export demand on the basis of exchange rates.. However, if the 
demand is an illegitimate one, such as recently took place in connection 
with gold shipments to Paris, which was nothing less than an act of 
piracy, the President of the United States should be empowered to 
proclaim an export duty of ro per cent on all gold exports unless it 
can be shown that the export is taking place strictly on the basis of 
prevailing exchange rates. 

This is rather a lengthy preamble, but is necessary to bear out the 
following arguments in connection with the proposed Reserve Asso- 
ciation. Should the Association be created, a foreign portfolio would 
be absolutely necessary. This principle has only recently been recog- 
nized by the Bank of France and adopted. This portfolio need not be 
very large, probably ten or fifteen million dollars, and should consist 
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of the very finest paper procurable and each item should bear the ear- 
marks of a legitimate trade transaction. 

This would, on its face, appear that the Association would have to 
go into the foreign exchange business in competition with its member 
banks, which, however, is not necessarily the case, as this portfolio 
could be obtained through the intermediary of its member banks and 
could be replenished through the same source. Inasmuch as the port- 
folio would have to be the pick of names, both as to drawers and 
drawees, the member banks would, in addition thereto, endorse them 
and would charge a premium for so doing; probably % of 1 per cent. 
Thus, in handing over to the Central Association its best paper, the 
member banks would be obtaining a greater profit than if they used 
them in their exchange operations. At times, of course, there is no 
such paper to be obtained in this market, particularly during the first 
six months of the year, but that would not be a deterrent, inasmuch as, 
through a personal representative located say in London, prime Eng- 
lish names could be taken up in that market under ruling discount rates 
and held for the purpose of the Association. 

Under prime paper, it is to be understood that only the paper 
accepted by native banks should be considered. For instance, on Eng- 
land only English bank acceptances, such as would be taken by the 
Bank of England. For example, a draft drawn on a foreign bank 
having an Agency in London would not be taken at all, nor would a 
draft drawn on the Continent payable in London be taken, and the 
same rule would apply to French banking paper as well as German. 
However, for the present a portfolio of prime English bank paper 
would be sufficient for this purpose. This portfolio could be made the 
basis of the note issue along with American commercial paper to a 
certain percentage, similar to that prevailing with the Deutsche Reichs- 
bank. The returns on such a portfolio would not be very great but its 
principal advantage would be to enable the Association to draw gold 
from Europe in case of necessity, or to counteract an undue demand 
for gold from this country. Even as an investment, it would pay and 
the bulk of it could be acquired at the time of the year when most of 
our commodities are sent abroad; that is in the fall when the principal 
movement of cotton and cereals takes place. The exchange would then 
be cheap and, in addition to the interest they would bear, there would 
be a profit in the exchange. These bills maturing in practically three 
months would have to be removed possibly, and when the movement is 
in the opposite direction, say in May or June, with exchange high, 
the holdings could be thrown upon the London market in satisfaction 
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of European claims for imports, thus reducing the demand to just that 
extent and thereby obtaining a fair profit. In the intervening months, 
where exchange is normal, there is a fair return in interest, and any 
loss in exchange which would occur would not be worth considering, 
taking into account the grand principle to be applied in protecting our 
gold holdings. Other than the mere business of taking care of this 
portfolio, it would not be necessary for the Association to engage in 
any other form of foreign banking. 


CHAPTER XVIII 


THE ECONOMISTS AND PUBLICISTS 


Position of Publicists 

Deeply interesting as was the attitude of the banking com- 
munity of the United States on the whole subject of currency 
and banking legislation, the position assumed by the economists 
and publicists of the country was hardly less so. The Federal 
Reserve Act is frequently referred to as the combined out-. 
growth of scientific and professional effort—the bankers of 
the country affording the latter, the economists and publicists 
the former. There is a certain underlying truth about this 
assertion which ought to be fully recognized, but the general 
structure of opinion which is built thereon is wholly false. 
Just as the bankers of the country were unable to unite upon 
anything more than a limited measure which would provide 
emergency relief for themselves in case of stringency, and 
speedily proved their opposition when it was attempted to go 
further and to legislate in the general interests of the com- 
munity, so the economic and scientific figures of the United 
States quite early showed that they too were unable to assume 
a general public-spirited attitude on the subject. The causes 
which led to the assumption of this significant opposition 
among the economists are very complex but are well worthy 
of careful analysis. 


Nucleus of Opposition 

A first nucleus of opposition to the new measure was natu- 
rally to be found among those who had supported and advo- 
cated the Aldrich bill. As has been seen at other points in this 
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volume, there was no necessary opposition between the ideas 
of the Aldrich bill in particular and the principles of a general 
nature which underlay the Federal Reserve Act. Both aimed 
at somewhat the same general object and used somewhat the 
same means for the attainment of that object. The Aldrich 
bill was vitiated by special interest concessions, by inadequacy, 
and by shortsightedness, but there was no reason why one who 
believed in the principles underlying the Aldrich measure 
should not have regarded the Federal Reserve Act as a further 
development and broadening of those same principles. Never- 
theless it was true, from the active opening of the discussion 
of banking in 1912 to 1913, that all those who had supported 
and furthered the Aldrich bill and that many of those who 
had furthered the work of the National Monetary Commission 
intended to oppose the Federal Reserve Act. Logically speak- 
ing, it is not clear, as has just been shown, why any such situ- 
ation should have existed. But without requiring adherence to 
the abstract notions of logic, it is also difficult to see why from 
the merely human standpoint any such opposition should have 
prevailed. The National Monetary Commission had been a 
bipartisan organization, composed of representatives of both 
the Republican and Democratic parties. Those who had 
worked on the scientific side of the National Monetary Com- 
mission report were in few or no cases deeply biased politically. 
The Banking and Currency Committee of the House of Repre- 
sentatives never repudiated the good points in the Aldrich 
measure ; on the contrary, as elsewhere shown, it adopted them. 
It had offered some criticism of the Aldrich movement, in the 
report of the House Committee, but such criticism was cer- 
tainly measured as compared with much that had preceded it. 
Nor had there been any effort either, in or out of the Federal 
Reserve Act, to attack or damage the banking interests; on 
the contrary, their legitimate position had been carefully safe- 
guarded. The antagonism of the Aldrich group was, however, 
evident from the very beginning and came to a climax in the 
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address offered by Senator Aldrich himself before the Ameri- 
can Academy of Political Science in New York in the autumn 
of 1913. At that time Mr. Aldrich said: 


The theory that the United States should issue currency 
in the form of its promises to pay is a populistic doctrine. 
It had no standing as a Democratic party principle until the 
advent of Mr. Bryan as the nominee for the presidency in 
1896. It was injected by Mr. Bryan into the party platform 
in spite of the protests and against the votes of the men who 
had’ been most prominent in the party councils, men who 
advocated loyalty to the policies and princlples to which the 
party had adhered throughout its existence. . . . . If the 
House bill should be enacted into a law, Mr. Bryan will have 
achieved the purpose for which he has been contending for 
a decade. 

The incorporation of the provisions for government note 
issues in the administration bill is certainly a great personal 
triumph for Mr. Bryan, but it is, at the same time, an 
emphatic condemnation of the theories of government and 
the economic teachings of every great Democratic leader 
from Andrew Jackson and Thomas H. Benton to Samuel J. 
Tilden and Grover Cleveland. 

The features of the bill to which I have called attention 
are of such a character that they should not be accepted. I 
have tried to show that the House bill has serious defects. 
It appeals to the populists by adopting their plan of note 
issues; to the socialists by seeking to place the management 
of the most important private business of the country in the 
hands of the government; it seeks the support of bankers in 
great centers by its unexpected discrimination in their favor, 
but its dangerous doctrines and unwise methods do not 
appeal to the sound judgment of the American people. 


Views of A. P. Andrew 

A. Piatt Andrew had been Assistant to the National Mone- 
tary Commission and later Assistant Secretary of the Treasury, 
working closely with former Senator Aldrich and presumably 
with the financial group with which the latter was affiliated. 
His views undoubtedly may be taken as representing those of 
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Mr. Aldrich, although not expressed as the latter would have 
put them. They are of particular interest in view of the sub- 
sequent claim that the Federal Reserve Act had been borrowed 
or “plagiarized from” the Aldrich bill. As soon‘as the Reserve 
Act had been made public, Mr. Andrew issued from. Glouces- 
ter, Massachusetts, on June 25, a lengthy article entitled “The 
Bryanized Banking Bill,” in which he reviewed the measure 
from beginning to end. After stating that the bill had been 
awaited with “open-mindedness and high hope by thoughtful 
people of all parties,” and while noting that the President was 
“himself a distinguished scholar,’’ while the Congressman 
(Mr. Glass) who had introduced the bill was “‘a man of earnest 
and sincere intentions,” Mr. Andrew went on to say that the 
measure as framed was weak and dangerous, placing far too 
much power in the hands of the President, establishing an 
unworkable system of divided reserves, granting a political 
control over banking, very “repugnant to all of the traditional 


theories of the Democratic party,” and unsatisfactorily framed 
Said Mr. Andrew: 


I believe that its note issue provisions are inflationary and 
without contractility; that the reserve regulations suggested 
for the national banks are ineffectively framed; that the 
reserve requirements proposed for the reserve banks are dan- 
gerously inflationary and inelastic; that the proposed reserve 
banks are too numerous to accomplish their desired objects, 
that the proposed endowment of the Federal Board with other 
than supervisory power is altogether unwise, and finally that 
the only result of the adoption of the bill would be the utter 
obliteration of the one great forward step made in banking 
legislation during the nineteenth century, namely the estab- 
lishment of the National Banking System. . . . . It is for- 
tunate and signficant that the bill is only regarded by the 
President as a tentative working basis. 


Just how fortunate and significant this was Mr. Andrew 
was still to learn when it appeared that the President intended 
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to adhere with the utmost rigidity to the essential provisions 
of the Glass bill.* 

Apparently Mr. Andrew did not consider the federal reserve 
measure ‘‘a plagiarism” or copy of the Aldrich measure, framed 
by the Commission to which he had acted as Assistant. 


Criticism of Paul M. Warburg 


Another writer on banking and currency, himself a mem- 
ber of a well-known private banking house of New York and 
later to become a member of the Federal Reserve Board, Mr. 
Paul M. Warburg, was also among those publicists who took 
occasion to devote attention to the theory underlying the Fed- 
eral Reserve Act and to discuss the proposals offered in it. At 
another point it has been seen how Colonel E. M. House had 
selected Mr. Warburg as the representative of the banking 
interests of New York to whom to submit the preliminary 
digest of the measure which he had obtained from President 
Wilson. In that connection reference was made to Mr. War- 
burg’s first criticism upon the bill, which was then in its third 
stage of development. No further reference to this earlier 
portion of the discussion need be made at this point. After 
the bill had become public property copies of it were doubtless 
forwarded to Mr. Warburg, who was then in Europe, where 
he continued during the summer and early autumn. In two 
pamphlets which he sent back for distribution among bankers 
and technical students of the situation, Mr. Warburg devoted 
during the summer very detailed attention to the provisions of 
the measure. He there showed that the plan was practically 
impossible and that, far from remedying the evils from which 
the banking community complained, would aggravate them. 
He took special exception to the number of reserve banks con- 
templated by the proposed law and objected also to the concen- 
tration of reserves which was required by it. The effort to 


1 As in other cases, this attack of Mr. Andrew’s has been later explained in con- 


troversy as directed against peevisiens subsequently eliminated by the Senate. This 
view is fully discussed in Chapter. XX 


432 PASSAGE OF FEDERAL RESERVE ACT 


develop a regional system of banking with a discount rate 
appropriate to each of the various parts of the country in which 
reserve banks were established was, thought Mr. Warburg, 
wholly out of the question. The effect of it would be to pre- 
vent the evolution of a satisfactory American discount market 
and thus in a sense to defeat the entire object which was 
sought. In fact, there were few portions of the bill which Mr. 
Warburg considered at all satisfactory and he strongly urged 
extensive modification of the measure along the lines already 
referred to. 

This attitude was continued by Mr. Warburg after his 
return to the United States. He was constantly communicating 
his views to Chairman Glass during the autumn while the 
measure was passing through the Senate Banking and Cur- 
rency Committee and afterwards through the Senate itself; 
and having finally become convinced that the bill was to be 
passed, he sought to obtain either the flat reduction of the num- 
ber of banks called for by its terms, or, at all events, the 
arrangement of these banks into some three or four groups in 
each of which there would be a central control or oversight 
over the other units in that section.” Had this plan succeeded, 
it would have in effect established some three or four bank- 
ing centers for the country as a whole, although each of these 
centers, or nuclei, might have consisted of three or four bank- 
ing units. The plan as proposed, although thus repeatedly 
put before Chairman Glass, met with no approval, but effort 
to demonstrate its availability continued almost to the close of 
the work of the Conference Committee of the two houses. A 
proposal of the same sort was made after the Federal Reserve 
Board was established a year or more later, but the nearest 
approach the plan ever made to success was seen in the admin- 
istrative grouping of the banks which occurred during the 
year 1921 and was intended for convenience of interbank con- 


“No “decent men,”” said Mr. Warburg the day before adoption of the measure, 
would accept membership on the Federal Reserve Board as then provided for, 
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sultation and uniformity of practice. Mr. Warburg, in fact, 
as the Committee steadily declined to introduce this final modi- 
fication, definitely expressed the opinion that the measure could 
never succeed. 


Other Banking Criticism 

Not a few of the bankers and business men of the country 
also “took to print” and either in newspaper and magazine 
articles, or in pamphlets which they issued and circulated at 
their own expense, plainly showed that the new measure was 
destined to be an utter failure. In the main they were joined 
by the general rank and file of economists of the country, 
who were almost unanimously of the opinion (so far as public 
expression of their views could be obtained) that the measure 
was unsound and must fail of success. Early in the work of 
the Banking and Currency Committee during January and 
February, 1913, it had been determined to ascertain the views 
of some representative economists if possible, and with that 
in mind a questionnaire had been sent to a select list of those 
who in the past had written upon banking and currency, or 
who were known to have made that subject a specialty. While 
there were many who did not answer the questions put to 
them, a sufficient number returned replies to afford a fairly 
good review of prevailing opinion among the economic com- 
munity. This on the whole was unfavorable, the majority 
of those who responded favoring the establishment of a cen- 
tral bank and giving the familiar reasons for the belief that 
nothing short of such a bank could be expected to remedy the 
defects of the financial system as then organized. As time 
went on, and especially after the bill became public, not a few 
of the economists joined the bankers in open denunciation of 
the measure and in pointing out its defects. This would have 
been a useful service had it not been for the fact that the dis- 
cussion assumed form almost wholly as a destructive attack 
upon the proposed measure and in few cases offered anything 
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in the way of constructive or fresh suggestion. The central 
bank idea had undoubtedly become very firmly implanted in 
the economic community, while it was also evident that to 
some extent political prejudice had helped to color the views 
of these critics.® 


Views of Mr. Aldrich 


The discussion of the bill’ on the part of the scientific com- 
munity was perhaps more clearly focused at the meetings of 
the Academy of Political Science in New York during October, 
1912, than at any other time. During these meetings many 
points of view on the subject of banking and currency in gen- 
eral and of the proposed Federal Reserve Act in particular 
were brought to the front. The general idea of the regional 
organization of the banking system was sharply condemned 
by several, while the same argument relative to the impos- 
sibility of establishing local discount markets at various 
points throughout the country was once more urged. It was 
at this meeting that Senator Nelson W. Aldrich presented the 
lengthy denunciation of the entire proposal which has been 
frequently referred to and in which he pointed out the total 
dissimilarity which existed, according to him, between the act 
that had popularly been designated as his and the Federal 
Reserve Act. 


Hostility of the Press 


Nor was the criticism of the Federal Reserve Act by any 
means confined to professional and expert writers on banking 
and finance. The press in general was significantly hostile to 
the bill from its very inception. It was true that during the 
months preceding June, 1913, the only accounts of the measure 
which had been allowed to get into print had been based upon 
hearsay and rumor, and that their authors could not have been 


* Some representative examples of the opinion thus drawn forth are reprinted in 
the Appendix to this chapter. 
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expected to verify them from any authentic source. In fact, 
the contents of the proposed law were so well protected that, 
except for the action of Colonel House already referred to, 
and perhaps that of one or two others in distributing outlines 
of the bill to outsiders, the general terms of what was planned 
had never been seen by anyone during the entire course of 
their preparation beyond the small circle of those who were 
immediately concerned in preparing the.measure or in pass- 
ing upon it. True, as has already been explained, Chairman 
Glass had not hesitated to state, or to authorize others to state, 
to any serious inquirers, the main purport of what his Com- 
mittee was endeavoring to do. But this, of course, was far 
from being the same as the issuance of an authorized and 
authentic statement in writing or in print. So in fairness the 
criticism of the press must naturally be studied only from 
about the middle of June, 1913, onward, and must be con- 
sidered to date from the moment when the bill in its first 
finished form was actually given to the public. 

The mind of the press had, however, been thoroughly 
poisoned against the whole proposal. Its Democratic origin, 
the fact that the banking community was so generally opposed 
to it, the weighty testimony of many economists to the con- 
trary, and in general the lack of any campaign of education 
designed to popularize the measure, all tended to militate 
against it. It would be difficult, indeed, to mention any sub- 
stantial number of metropolitan newspapers or journals’ of 
importance which had even a good word for the bill. The 
exceptions to this general statement were so few as to make 
them more than conspicuous. A comparison of the editorials 
in New York newspapers published on the date after the first 
distribution of the Glass bill as introduced in the House showed 
perhaps without any exception either an absolute misunder- 
standing on the part of those who wrote these articles as to 
the actual content of the measure, or else an entire lack of 
comprehension of the purposes and objects of the legislation. 
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This was perhaps the most regrettable case of hasty misjudg- 
ment on a measure of international importance that the Ameri- 
can press has been guilty of during the past two or three 
decades. It might perhaps have been expected that this general 
chorus of denunciation would be somewhat moderated as a bet- 
ter understanding was developed concerning the intent of the 
Federal Reserve Act and as the text of the measure became 
more widely available. Ina few cases that was of course true, 
but in the majority the increasing bitterness of the political 
struggle as to the passage of the measure appeared to have put 
it out of the question to get any careful or detailed analysis of 
its terms. 


Development of Opinion 

With the press adopting the point of view that has thus 
been described, it was evidently not to be expected that any- 
thing of a helpful nature would for some time be obtained. 
Criticism, however, became gradually more specific and rather 
more intelligent. It centered itself first wholly upon the 
regional form of the proposed organization and of course 
upon the alleged difficulty of maintaining the discount rate 
policy throughout the nation. Next to this the proposal to 
force the banks into the system, whether with or against their 
will, came in for severe denunciation. In the more strictly 
banking publications, indeed, this compulsory character of the 
proposed measure was given first place. Reserve city publi- 
cations accordingly developed a local view of the effect of the 
deposit provisions of the law and accordingly attacked the 
plan to transfer the reserve deposits of the country into the 
new reserve institutions. Severe criticism was directed at the 
proposed composition of the Federal Reserve Board, which, 
it was alleged, would be the nesting place for politicians who 
would therefore come into control of the resources of the 
country, and, it was alleged, would abuse this power for the 
purpose of making dangerous or unsound loans. Another 
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type of criticism related to the lack of centralization which 
was furnished by the law and to the presumed fact that new 
districts into which the country would be divided would not 
be “‘self-contained” since such districts would have to obtain 
relief, at least in times of stress, from other parts of the coun- 
try, their own resources being inadequate at periods of crop- 
moving and perhaps at other times; and so it was contended 
that the act would have an injurious rather than a helpful 
effect. It would, some believed, tend to bring about a general 
breakdown of the previously existing machinery of crop-mov- 
ing, while failing to substitute anything more efficient. The 
provision which the new measure carried for inter-federal- 
reserve bank rediscounting was regarded as ineffectual so that 
grave harm was looked for. On the whole, the charge that 
political considerations would control both in the Federal Re- 
serve Board and among the government directors of the sev- 
eral reserve banks, and that in consequence the several institu- 
tions would be ineffectual and corrupt, was the staple of argu- 
ment with the press in general. The more technical phases of 
the law, its provisions for currency issue, the unwise bestowal 
of the quality of government currency or obligations upon 
the new notes, were touched upon only incidentally and 
sporadically by a few newspapers and other journals. Even 
among these, however, the desire to criticize and find fault 
predominated and there were comparatively few who had even 
a qualified commendation to express for any portion of the 
law. It might thus be fairly said that the Federal Reserve 
Act passed to the statute book not only without the approval 
or support of the banking community but without the aid or 
indorsement of the majority of the economic thinkers of the 
country, and that in addition it was, so far as the press was 
concerned, perhaps the most generally denounced measure that 
had been placed before the country for a decade or more. It 
in fact went to the statute book against the almost unanimous 
opposition of the combined press of the country, regardless 
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of apparent political faith and regardless also of ownership 
or public appeal. It was undoubtedly true that a few hide- 
bound Democratic newspapers in different parts of the country 
praised the proposed law, many of them doing so without 
much knowledge. In not a few cases these extended their 
approbation to features of the measure which, on the whole, 
were undesirable. Intelligent support was encountered but 
rarely, and when rendered was for the most part a product 
of more or less uninfluential individuals and journals. Had 
President Wilson paid the slightest attention either to the 
bankers, the economists, the press in general, or, it must be 
added, to the politicians of his own party and the members 
of the Cabinet who were close to him, he would never have 
supported the proposed measure. Its adoption may, in fact. 
be ascribed almost exclusively to the unswerving determina- 
tion of the President to secure the early adoption of a cur- 
rency and banking reform measure. Having once for all 
decided upon the Federal Reserve Act, he neither paid any 
attention to unsound and biased criticism of the sort already 
described nor to the suggestions of those who might well have 
been listened to in connection with amendments and modifica- 
tions. Indeed, it was practically out of the question to obtain 
from him approval for any substantial alterations after the 
bill had once been given its definitive form by the House of 
Representatives. With the united opposition and antagonism 
- which existed practically throughout the country, it is safe 
to say that nothing except such single-minded determination 
on the part of the Chief Executive, who was at that time prac- 


tically the dictator of his party, could ever have carried the bill 
through to success as a law. 


Relation to Future Management 


One striking element in the general current of public opin- 
ion that was particularly worthy of note was seen in the atti- 
tude of those bankers who were already expecting to become 
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in some way affiliated with the operation of the federal reserve 
system. Superficial evidence shows that from various dates 
in the autumn of 1912 onward members of the banking com- 
munity had resigned themselves to the adoption of the Re- 
serve Act and had mentally become prospective operators and 
managers of reserve banks. It is well known that during the 
spring of 1913, and even before the Federal Reserve Board 
had been appointed, banking interests in some of the more 
important districts of the country had devoted themselves with 
great detail to questions of personnel, parceling out the differ- 
ent directorships and executive places within their control and 
seeking to determine how they would throw their influence as 
regards the appointment of government directorate within 
their own districts, as well as probably members of the Fed- 
eral Reserve Board. It is therefore very interesting to note a 
fact of which much more will be said in later chapters. This 
was that the reserve system was eventually placed for opera- 
tion very largely in the hands of persons who had antagonized 
the adoption of the measure and many of whom had been 
hostile to it from start to finish. This astonishing fact makes 
the system in many ways unique as perhaps the only banking 
system whose organization was put into the hands of and con- 
trolled by its enemies, or at all events by those who had previ- 
ously been inimical to this particular kind of measure. Later 
on when the Federal Reserve Board was selected it appeared 
that of the five appointed members one had been strongly hos- 
tile to the act throughout its legislative history, one had been 
an active and prominent member of an organization which as 
elsewhere seem was severe in its opposition to the Federal 
Reserve Act (the National Citizens’ League), a third had early 
declared himself as positively devoted to the idea of a central 
bank, while of the remaining two only one could be said to 
have been positively and actively friendly to the federal reserve 
proposal. Of the two ex-officio members, the Secretary of 
the Treasury and the Comptroller of the Currency, the former 
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had taken an active part against the measure in its early days, 
as has already been seen, while the latter had been instrumental 
in seeking to reshape the terms of the administrative section of 
the bill so as to retain as much power as possible in his own 
hands. 


Future Directors Antagonistic 

As the discussion developed it became plainer and plainer 
that in what related to the federal reserve districts and dis- 
trict cities there was no support for the new measure. Of the 
men who later became directors in the several reserve banks 
it is safe to say that a large proportion during the year 1912 
took active ground against it. One subsequent federal reserve 
agent had remained in Washington until the very closing of 
the struggle for the purpose of opposing the reserve provisions ; 
another had been locally active in maintaining the organiza- 
tion of the National Citizens’ League and ‘in promulgating 
ideas opposed to the Glass measure; another had been so out- 
raged at the ideas embodied in the Glass bill as to be unable 
to exchange ordinary civilities with some of those engaged in 
the work connected with the measure. Of the later governors 
and directors of reserve banks a very substantial number had 
taken an active and leading part in the criticism of and attack 
on the bill during 1912, a situation which was notably char- 
acteristic in several of the larger cities of the country. Why 
the authorities eventually determined to place the manage- 
ment of the system so largely in the hands of those who had 
been opposed to it is an interesting question to which the 
answer is perhaps psychological rather than political. At this 
point the subject is discussed not in its administrative bear- 
ings, which are later to be reviewed with care, but merely as 
indicating the character of the attitude adopted toward the 
bill by the community and the very considerable discourage- 
ments to which its proponents were subjected by reason of 
the fact that, as they early perceived, it was likely to be next 
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to impossible to find any advocacy or even friendliness for the 
measure among those who quite probably might be called 
upon to organize the new banks. 


Effect of Antagonism 


Be these conditions as they may have been, and be the 
cause of this widespread and all but universal antagonism the 
result of mistaken propaganda or of professional dislike for 
new ideas or of some other factor, the fact remains that it 
was present and that as the bill advanced toward the statute 
book the cumulative effect of the hostility of almost the entire 
financial public was very strong. It was not at all strange 
that either Mr. Wilson or his immediate associates, knowing 
that upon them would rest the duty of applying and enforc- 
ing the law, and not merely that of securing its adoption, 
should have felt doubt and hesitation concerning the outcome 
of what, with such labor and pains, they were doing. The 
fact that they received practically no support whatever from 
any element of the press, except perhaps the most hidebound 
of the Democratic newspapers, added in no small degree to 
the unpleasantness of the situation, particularly as in various 
cases it appeared that the more partisan members of the press 
were not willing to admit to their news columns any facts and 
arguments tending toward the support of the Federal Reserve 
Att. 


APPENDIX A TO CHAPTER XVIII 
STATEMENT oF Mr. W. P. G. Harpinc, oF BIRMINGHAM, ALABAMA 


1. In my judgment, the principal points of weakness in our present 
banking system lie 

(a) In what may be called the pyramiding of reserves. 

(b) In the lack of elasticity of our national bank note currency. 

2. The answers to succeeding questions will cover this. 

3. I do not know of any measures now before Congress which 
would, in my judgment, meet all the requirements of the situation. I 
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believe that a satisfactory bill could be drafted from the report of the 
National Monetary Commission, taking that report as a basis. 

4. No. 

s. I believe that there should be established a central bank for the 
United States, and that such a bank should deal only with other banks 
and with the United States government. In my judgment, control of 
such a bank could be so distributed as to avoid danger of monopoly, 
but in view of the fact that the Democratic platform does not admit 
of any consideration of a single central bank, I think the best alter- 
native would be the establishment of several regional banks, such 
banks to carry the reserves of all the banks, state and national, located 
within their respective zones. Ten or twelve such banks would prob- 
ably be sufficient, and as the area of the United States is so large, each 
bank would serve a territory as large as any of the European coun- 
tries, except Russia. 

6. I think that the present bond secured currency should be main- 
tained in circulation, but doubt the wisdom of permitting it to be 
increased in volume. Existing banks might be prohibited from increas- 
ing their bond secured currency, and new banks be prohibited from 
issuing any. The present bank note currency could be retired in 1930 
when the 2 per cent bonds securing the bulk of it fall due. 

7. I think that the present reserve provisions of the national bank 
law are unsatisfactory and dangerous. A country bank is required 
to carry on hand, in lawful money, six per cent of its deposit liabilities, 
and can carry nine per cent in banks in reserve cities which are not 
necessarily large financial centers, but may be towns of 25,000 popu- 
lation or over, which are designated as reserve cities upon the appli- 
cation of three-fourths of the national banks doing business therein. 
Banks in such cities are required to keep a reserve of twenty-five per 
cent, one half in cash and the other half with their own reserve agents, 
which under the law must be banks located in the central reserve cities 
of New York, Chicago, and St. Louis, which in turn must carry an 
actual cash reserve of twenty-five per cent. The effect of this law 
is to concentrate the bank reserves of the country in these three cities, 
chiefly in New York, so that in ordinary times they have a plethora — 
of funds, which are loaned to a large extent upon stock exchange 
securities. When money is needed by the interior banks for crop mov- 
ing purposes or for other reasons, the cash of the ordinary reserve 
cities is depleted, and they in turn draw upon the central reserve 
cities. The panic of 1907 illustrates the danger of our present system 
very forcibly, inasmuch as it was precipitated by strained conditions 
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in our chief reserve city, New York, the position of the country banks, / 
as a rule, being entirely sound. A central bank, doing business only 
with the government, and with other banks, or regional banks taking 
the place of a single central bank, would obviate this danger by remov- 
ing the cause. 

8. I believe that the dealings of the United States Treasury should 
be entirely with a central bank, or with the regional banks, if a central 
bank should not be established. 

g and 10. In my opinion there should be, if possible, government 
supervision of state banks as well as national banks, and as all com- 
mercial banks do a collection and exchange business, it is therefore 
probable that they are doing an interstate business, which would. sub- 
ject them to Federal supervision. The national bank laws wisely make 
limitations as to the amount of loans to one person, firm, or corpora- 
tion, making the amount bear a fixed relation to the capital and surplus. 
It is highly desirable that this rule be adopted by state banks, and in 
my judgment the amount of deposits a bank is permitted to receive 
from one person or corporation, as well as the amount of its aggregate 
deposits, should also bear a fixed relation to its capital and surplus. 
Very large deposits are of course tempting to a bank, but they are 
oftentimes an element of great weakness, particularly where a large 
account is carried in a bank with small capital and surplus, subject to 
the check of one individual. If the amount to which a bank may 
become the creditor of a single concern is subject to regulation, it 
seems to me equally proper that there should be some limit placed upon 
the amount to which it may become a debtor, proportionate, of course, 
to the amount of the bank’s capital and surplus. 

In view of the fact that a large number of national banks have 
savings departments, I would suggest that such departments be recog- 
nized by statute; and I would also suggest the advisability of clothing 
the National banks, under proper restrictions, with trust company 
powers. Many of the larger national banks already have what is prac- 
tically a trust department, by having their stockholders own all the 
stock in an allied trust company. If the national banks themselves 
were permitted to do a trust business, there would be no occasion for 
combinations of this kind. 

Respectfully submitted, 
(Signed) W. P. G. Harpine, 
President First National Bank, 
January 31, 1913. Birmingham, Alabama. 


444, PASSAGE OF FEDERAL RESERVE ACT 


APPENDIX B TO CHAPTER XVIII 


STATEMENT oF Mr. W. A. Scott, oF THE UNIVERSITY OF WISCONSIN 


Course in Commerce 
W. A. Scott, Director 
December 31, Ig12. 
Hon. Carter Glass, 
House of Representatives, 
Washington, D. C. 
My Dear Sir: 
1. In my opinion there are four fundamental defects in our present 
banking system: 


(a) Our independent Treasury System which is a disturbing 
influence on the money market. 

(b) Our bond secured bank note issues which render our cur- 
rency inelastic. 

(c) Our system of scattered reserves which promotes and inten- 
sifies panics. 

(d) Control of our money market by special interests. 


3. In my opinion the plan of the Monetary Commission would be 
excellent if modified in the following particulars: 

(a) Not more than one-third of the members of the Board of 
Directors of the National Reserve Association should be appointed by 
District Associations. The other two-thirds should be appointed by 
the Government of the United States in such a manner as to prevent 
political appointments and to secure adequate representation of the 
agricultural, industrial and commercial interests of the country. These 
ends could be accomplished by putting the appointments in the hands 
of a board which would represent the Government but not be subject 
to political pressure and by limiting the appointments of such a board 
to a list of candidates submitted by the leading agricultural, industrial 
and commercial interests of the country. 

(b) Banks should be permitted to discount directly with the 
National Reserve Association, i. e. without the mediation of local 
Associations, bills of exchange and bank acceptances maturing in 90 
days or less, representing the movement of goods from producers to 


consumers and bearing the endorsements of the bank presenting them 
for discount. 
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(c) The National Reserve Association should not be permitted to 
discount the direct obligations of banks; i. e. Sec. 28 of the pla should 
be omitted. 

(d) The line between commercial and investment paper should be 
more carefully drawn than it is in the Monetary Commission’s plan. 
This could be done by giving preference in discounting to the com- 
mercial bill of exchange as distinguished from promissory notes, and 
by a more careful and adequate definition of commercial paper. 

4. Iam sending herewith the outlines of a plan for a central bank 
which is mostly my own work, and also one which I assisted Mr. E. E. 
Garrison, of Madison, Wisconsin, to work out. I think a law could be 
worked out along one of these lines which would accomplish the 
desired ends. 

I believe that a workable plan could also be produced in which the 
control of the proposed institution would be divided between the United 
States Government, the banks, and the business public instead of being 
exclusively in the hands of Government as in the plans herewith sub- 
mitted. I have gone sufficiently far in working out such a plan to be 
confident of its practicability. 

I also feel sure that the functions assigned to the Bank of the 
United States in one of the plans herewith submitted, could be per- 
formed by local organizations supervised and controlled by a central 
board, which would not be a bank in any proper sense of the term but 
simply an-agency of local organizations for the doing in common of 
certain things, like the issue of notes, and the administration of 
reserves, which cannot be well and adequately done without coopera- 
tion on a national scale between all the institutions concerned. I have 
assisted in the preparation of a plan along this line which will be 
submitted for your consideration from other sources. 

5. I believe that a central bank is the best means for the accom- 
plishment of the desired ends, firstly, because experience in other 
countries has demonstrated the practicability and efficiency of such an 
institution for precisely the kind of work heré under consideration. 
By the use of this means of reform experimentation would be reduced 
to a minimum. While no foreign plan could be adopted here without 
great modifications, foreign experience could help us greatly in all the 
fundamental details. Secondly, the functions to be performed are 
national in their scope and naturally and logically call for a single 
national institution for their accomplishment. The issue of a perfectly 
elastic currency, the most efficient administration of the country’s 
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specie reserves, the performance of banking operations for the United 
States Government, and the regulation of credit conditions in the 
interests of all classes and sections are national, not local functions, 
and they must be performed with an eye single to the interests of the 
entire nation. In my judgment local organizations pure and simple 
cannot perform these functions and such organizations federated for 
common purposes are not likely to be so efficient and satisfactory 
as a strong central institution. 

A central bank can be most efficient when it is free to do business 
with the general public as well as with banking institutions. Indeed 
it is only when it has this power that it can efficiently regulate the 
market rate of discount and control the international movement of the 
precious metals. I believe that a central bank with such powers would 
be best for the United States, but I fear that the establishment of 
such an institution would be opposed by banks and banking interests 
on the ground that they would suffer from the competition of such an 
institution. Competition of a certain kind and to a certain degree 
would result from the establishment of such an institution, but such 
competition would be regulative and not repressive or destructive in its 
influence, and the resulting benefits to banks would in my judgment 
greatly outweigh any slight losses here and there and now and then 
experienced. However, I doubt if the bankers of the country gen- 
erally could be convinced that this view of the matter is correct, and 
I, therefore, fear that an attempt to establish such an institution would 
fail. For this reason and because a central bankers’ bank would 
accomplish the most essential reforms needed, I believe that it would 
be a mistake to attempt to pass a measure for the establishment of a 
central bank endowed with power to do business with the general 
public as well as with banks. 

6. My objections to our bond-secured note circulation are presented 
[elsewhere]. For it I would substitute the notes of a central bank 
issued against commercial bills of exchange and gold. I would retire 
our present national bank note circulation by authorizing the central 
bank, or any substitute for it, to take over the two per cent bonds now 
deposited with the Comptroller of the Currency as security for such 
notes on condition of assuming the obligation of redeeming the notes, 
and to substitute its own notes for the national bank note’ as fast as 
received and to cancel and retire the latter. I would authorize the 
Treasury Department to refund the two per cents into three per cents 
and the central bank or the substitute for it gradually to sell the three 
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per cents under conditions favorable to the government. I would 
cause the Central Bank or the substitute for it to indemnify the Gov- 
ernment for the additional interest charge involved in the refunding 
of the two per cents into three per cents. 

A slower, but in my judgment practicable, method of retiring the 
national bank notes would be the application of the surplus profits of 
the Central Bank or the substitute for it, to the purchase from national 
banks of the bonds now held against circulation and the retirement and 
cancellation of notes as fast as such bonds are acquired. This plan 
would provide for the gradual payment of the major part of the public 
debt as well as for the retirement of the national bank notes. 

7. I consider our present reserve requirements very unsatisfactory. 
In my judgment they should be rectified by requiring (a) that the 
cash, which under present regulations must be kept locked up in bank 
vaults, be deposited with a central bank or a central reserve institu- 
tion; (b) that banks be required to hold against a considerable per- 
centage of their deposits commercial bills of exchange of the kind that 
the central bank or the substitute for it would rediscount; and (c) that 
deposits should be classified as bankers’ balances, individual deposits 
and time deposits and the percentage of required reserves be made 
different in these different classes and the present reserve distinction 
between country, reserve city and central reserve city banks be 
abolished. 

8. I believe that the United States Treasury should use the Central 
Bank or the substitute for it as its depository and financial and dis- 
bursing agent. 

g. In my judgment state institutions must be included in any 
scheme of banking reform that will prove efficient. With the with- 
drawal of the issue privilege from national banks the only valid ground 
for differentiating them from state banks would be removed. The 
handicap they now suffer in competition with state banks, because of 
their inability legally to accept real estate security should, therefore, 
be removed in case they are deprived of the issue privilege. Further- 
more state banks, in my judgment, should be allowed to enjoy the same 
rediscount and other privileges as national banks in connection with a 
central bank or a substitute for it, and some degree of joint or com- 
mon supervision of both classes of institutions seems to me to be 
desirable. 

Very truly yours, 
(Signed) Wm. A. Scort. 
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APPENDIX C TO CHAPTER XVIII 


STATEMENT OF Mr. Horace Wuite, oF New York City 


Answer to Question No. 1. The principal point is the lack of any 
central reserve fund adequate to assure bankers and depositors 
that all sound commercial paper can be promptly discounted at 
a fair rate of interest, and at all times. 

The second defect lies in the requirement that a banker in order 
to get circulating notes to meet any sudden and unusual demand 
for the same, must deposit securities which cost him more money 
than he obtains by such deposit, and that the process takes so 
much time that frequently the demand has passed away before 
the process can be completed. 

Answer to Question No. 2. The change I would recommend for the 
first defect is the creation of a Central Reserve fund based on a 
capital of not less than one hundred million dollars, owned by 
the banks of the United States, or by such banks as agree to 
join together for that purpose, in proportion to their paid capital. 

For the second defect, I would abolish the present bond- 
secured currency and substitute in place of it a currency based 
on the commercial paper discounted by the banks. 

Answer to Question No. 3. There is now a measure before Congress 
which I think would meet the requirements of the situation, It 
is the bill reported by the National Monetary Commission for a 
National Reserve Association. 

Answer to Question No. 4. I have not prepared any bill, plan, or 
formal recommendation, on this subject. Nor did I have any 
share in the work of the National Monetary Commission. 

Answer to Question No. 5. I believe in the proposed National 
Reserve Association. I should not, however, give it a name 
which might create prejudice against it regardless of its real 
merits. I think that the name of a Central Bank would create 
such prejudice. 

Answer to Question No. 6. I think that the present bond secured 
currency should be maintained in circulation if the existing 
banks so desire but that no additions to it should be allowed, and 
that all such currency when retired by voluntary liquidation, or 
expiration of charters, or otherwise, should be cancelled and the 
bonds now held should be disposed of in the manner provided in 
the bill of the National Monetary Commission. 
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Answer to Question No. 7. The fact that the present reserve require- 
ments of the national bank law frequently prove inadequate on a 
large scale seems to show that they are unsatisfactory. In my 
judgment they can best be rectified in the manner provided in 
the bill of the National Monetary Commission. 

Answer to Question No. 8. I think that the National Reserve Asso- 
ciation should receive and pay out all the money collected and 
disbursed by the Government of the United States. 

Answer to Question No. 9. I think that opportunity should be given 
to State banks and Trust Companies to participate in the owner- 
ship and control of the National Reserve Association on the same 
terms as the national banks. 

Answer to Question No. 10. I do not think that the present Gov- 
ernmental oversight of the banks needs to be strengthened. 

(Signed) Horace WHITE. 

New York, Dec. 21, 1912. 


CHAPTER XIX 
IN THE SENATE COMMITTEE 


Position of Chairman Owen 

A peculiar condition of affairs now existed in the Senate. 
Chairman Owen of the Banking and Currency Committee, as 
has been seen at an earlier point, after endeavoring to retard 
or to suspend action upon the new bill, or at all events to 
secure the substitution of a measure of his own, had eventually 
been obliged to introduce it in the form which had been 
determined upon by Chairman Glass in consultation with the 
President. He had, however, apparently lost none of his dis- 
like of the measure. 

Effective opposition to an administration bill which had 
passed the House of Representatives by a very large majority, 
was being pressed for passage by a determined President, and 
was supported by a corps of blindly devoted adherents who 
unquestioningly yielded obedience to the White House, was 
not easy. It was practically necessary to grant the bill at least 
a technically friendly reception and to insure it full and free 
consideration in Committee. 


Decision to Defer Action 


It appeared to be true that perhaps the best means of 
defeating the proposed measure would be the familiar one of 
delay. President Wilson by his intolerance and autocratic 
spirit had already aroused a considerable opposition to him- 
self among the members of his own party. There were not a 
few of these members in the Senate who would gladly have 
rallied around the Secretary of State had the latter been will- 


$50 


IN THE SENATE COMMITTEE 451 


ing to afford them a nucleus of opposition. This, however, 
Mr. Bryan was unwilling to do, and it was necessary therefore 
to hit upon some other means of developing an opposition. 
Eventually a canvass of the membership of the Committee 
and in some degree of the Senate itself showed the same 
division of opinion as in the House of Representatives, 
Bryan Democrats and Progressive Republicans being inclined 
to act together, while Conservative or regular Republicans 
were disposed to attack the measure far more vigorously than 
had their “regular” colleagues in the lower house. In the 
Committee itself a clique of opposition or Bryan Democrats 
and Progressive Republicans collaborated with those Demo- 
crats who were inclined to oppose the bill on personal grounds 
or because of dislike of President Wilson. 

Apparently it was informally agreed that the best means of 
attack would be that of discrediting the House measure by 
subjecting it to attack both from outside and inside the Senate. 
To that end it was early announced that the Banking and Cur- 
rency Committee would not only afford hearings on the bill 
but would admit to those hearings practically anyone. 


Charge of Private Preparation 

The point was raised very early in the history of the bill in 
the upper chamber that no hearings had been afforded with 
reference to the measure in the lower house. This of course 
was a statement without the slightest foundation, since, as has 
been seen in an earlier chapter, very extensive and elaborate 
hearings had been held by the Banking and Currency Com- 
mittee through the sub-committee which sat during the months 
of January and February, 1913. It was true that there had 
been no hearings subsequent to the time when the Committee 
had perfected its bill, that is to say, no bill had been introduced 
into Congress or made public prior to the time when the hear- 
ings began. It was well known, however, by those who were 
invited to appear before the sub-committee of the House that 
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the purpose of their appearance was to comment upon pending 
banking and currency proposals in order that the Committee 
might be put into position to give due consideration in fram- 
ing its own bill to the views of all those who were likely to be 
affected by it. The argument of the members of the banking 
community, when the measure was taken up in the Senate, 
therefore, was without basis, and perhaps would not have 
been very strongly urged had it not been for the feeling of vari- 
ous senators that it might be well to foment the dissatisfac- 
tion existing in the financial community. Be this as it may, 
the assertion that no hearings had been held was repeated 
many times both in and out of the upper chamber and largely 
as a result of it the Senate Banking and Currency Committee 
early announced its intention to give a hearing to all comers 
who might care to offer testimony before it. It was expressly 
announced with some show of appeal to the public that the 
Committee would not subpoena witnesses but that the hear- 
ings would be truly popular in the sense that they would be 
intended to give everyone an opportunity to be heard regard- 
less of his affiliations or associations. The hearings were to 
be a field day of discussion primarily intended to permit those 
who believed that they had been overlooked in the past to 
voice their opinions, but intended also to permit members of 
the Banking and Currency Committee themselves to get 
information from the witness who might present testimony. 
The hearings before the Banking and Currency Committee of 
the Senate were thus in a peculiar sense another stage in the 
campaign which had raged around the Federal Reserve Act, 
and as they progressed, practically turned into an attack upon 
the bill as it had come from the House with the design of 
discrediting it. 


Hearings Before Committee 


This effort proceeded along three fairly distinct lines. 
The first was seen in an attempt to show that the measure had 
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been prepared in secret and without expert assistance and did 
not correspond to the views of the more capable members of 
the community who were in a position to pass upon the sug- 
gested banking and currency legislation. With this idea in 
mind various witnesses were invited to appear or voluntarily 
appeared who presented the thought of undue secrecy in the 
House of Representatives from many angles, and who criti- 
cized the proposed bill severely in- its general structure. 
Negative criticism of this kind was not of much service as a 
means of discrediting the proposed measure and accordingly 
some of the witnesses thought it wiser to present plans of 
their own which might supersede the proposed enactment. 
Among these was Mr. Frank A. Vanderlip, who offered a 
scheme for a central bank analogous to that proposed in the 
Aldrich Monetary bill. Others.who had already secured the 
introduction of bills presenting their views in Congress 
wrote letters transmitting their measures to the Committee or 
appeared in advocacy of them, or otherwise endeavored to call 
them to the attention of the members. It would be hard, of 
course, to say exactly what the outcome of this line of work 
really was, since an opinion on that subject depends much 
upon the judgment of the observer as to the merit of the 
plans proposed. It is at least fair to say that the burden of 
the testimony presented by the bankers and others was almost 
unanimously against the federal reserve proposal, and while 
rot unanimously on the side of a central banking scheme, was 
nearly so. It was, however, a fact that the plans presented 
were usually in crude or incomplete form and that there was 
little to be expected from them without very detailed and 
extensive work of a scientific sort designed to develop a new 


bill. 


Defects of Detail Alleged 
The second line of onslaught upon the Federal Reserve 
bill was found in the effort to show that while the underlying 
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thought of the bill might be acceptable enough, it was exceed- 
ingly defective in detail and required an enormous number of 
amendments before the imperfect language of the proposed 
enactment could be regarded as at all worthy of consideration. 
Senator Owen, the chairman of the Committee, frequently in 
interviews with the press called attention to the hundreds of 
amendments which had been introduced into the bill as a 
result of the first cursory surveys made by the Banking and 
Currency Committee. It was of course true that a very large 
percentage of the amendments which were thus introduced 
and numbered in the House bill consisted of changes in punc- 
tuation, capitalization, and the like. Following the models of 
our older financial legislation, the Federal Reserve bill in the 
House had been made to begin each section with the word 
“that’”’—this constituting a direct link or communication be- 
tween it and the enacting clause, “Be it Enacted.’’ Senator 
Owen early struck out the word “‘that’”’ from the beginning of 
each paragraph and thus some 30 or so of his amendments 
were accumulated. _It was undoubtedly true as the act pro- 
ceeded further in the Senate that amendments of serious 
importance were introduced into it, but we are speaking now 
of the early battle which raged in the Banking and Currency 
Committee prior to the time when the matter was taken under 
any serious advisement. 


An Alleged “Bargain” 


A third line of attack upon the Federal Reserve bill was 
found in an effort to show that it was a product of a corrupt 
bargain between members of the Banking and Currency Com- 
mittee and the House and the so-called “Wall Street interests,” 
or that it had in some way been drafted or supplied by these 
Wall Street interests." At a later date it was made plain that 


1Various members of the Committee in interviews usually of an informal or 
unofficial sort gave expression to suspicion that the bill had been prepared under 
“Money Trust” influences or represented the work of sinister elements in the com- 
munity, The charge that it had been framed without any hearings was repeatedly 
uttered both by members of the Senate and by outsiders, who seized upon this as an 
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one representative of the Wall Street interests to whom ref- 
erence was constantly made, although not by name, was Mr. 
Paul M. Warburg, a member of the firm of Kuhn, Loeb and 
Company, of whom Chairman Glass at a later date wrote that 
he had no relation whatever with the drafting of the measure. 
The vague attempt to prove that some collusion or unwar- 
ranted influence of this kind had been exerted by the financial 
interests was continued from time to time and eventually came 
to a focus when the committee called before it the expert of 
the House Banking and Currency Committee, subjecting him 
to a cross-examination of several hours, one outstanding fea- 
ture of which was found in the question whether or not the 
bill was a product of outside draftsmen or bankers not con- 
nected with the Committee who were permitted to have sup- 
plied or furnished it. To this question an absolute denial was 
rendered by the witness. As has been shown in earlier chap- 
ters, the hostility of the banking and financial community 
toward the proposed bill had been announced from the outset 
and every effort had been made by Chairman Glass to prevent 
the text of the measure from getting to the knowledge of 
financiers or others until such time as agreement had been 
reached upon its terms. There was not, in fact, the slightest 
scintilla of evidence beyond bare suspicion in support of this 
idea, and it was further true that the Banking and Currency 
Committee of the House had never at any time had before it 
a bill which could even indirectly be used as the model of the 
Federal Reserve Act save in so far as general community of 
idea and structure, running through nearly all of the pending 
banking measures, created a certain family resemblance be- 
tween them. Spurious measures subsequently prepared and 
published as having been before the Banking and Currency 
Committee at the time the Federal Reserve Act was in prep- 


indication that there had been some impropriety in connection with it. Nothing, 
however, could be discovered that tended in the least to bear out these charges, and 
the Committee was obliged to settle down to a discussion of the bill on its merits both 
Progressives and opposition, Democrats having found themselves wholly unable to 
develop any scandal concerning the, measure. 
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aration were at best extensive modifications of earlier drafts 
which in their first form bore only a distant resemblance to 
the work of the Committee. As a matter of fact, the Senate 
Banking and Currency Committee soon found it expedient to 
desist from this kind of onslaught, due to the fact that it 
could find so little to support its suspicions. Eventually, 
therefore, it was driven to a frontal attack upon the Reserve 
bill based upon direct expression of dislike or disapproval of 
its terms. 

Several weeks had been necessary to ascertain groupings 
among members of the Committee. 


Effort to Substitute a New Bill 

Possibly the most significant development during the 
period in which the Federal Reserve Act was before the Sen- 
ate Committee was found in the preparation of a revised draft 
of Sections 17, 19, and 29, whose purpose it was to alter the 
character of the note issue by making the reserve notes a legal 
tender and permitting them to be used as reserve by member 
banks. The intent apparently was to convert the national bank 
currency into something like a greenback issue and the plan 
was then in part a renewal of the ideas contained in the orig- 
inal McAdoo draft of the preceding spring, combined with an 
effort to obtain public support by providing for an easily 
attained form of reserve funds while at the same time bid- 
ding for the favor of the banks by giving them the oppor- 
tunity at least of obtaining a better price for their bonds than 
they could otherwise expect to obtain. 

The precise origin of this provision cannot be exactly 
stated but it was undoubtedly supported by the so-called 
Bryan Democrats in the Senate who were still inclined to 
believe that the bill as formulated in the House was too close 
to the asset currency ideas of earlier years and would allow 
the banks to get too large a profit from the function of 
note issue. The proposed plan was brought to the attention 
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of President Wilson and the Secretary of the Treasury and 
it was determined to take the matter up with the House Com- 
mittee for the purpose of ascertaining how they would regard 
it. The President clearly regarded it as a hazardous innova- 
tion likely to result in largely cutting away the support which 
it was gradually gaining in non-partisan quarters throughout 
the country. Accordingly the proposed draft was placed 
before Chairman Glass, the present author being also called 
into consultation in connection with it. | 
The subject having been carefully canvassed, a memo- 
randum analyzing the situation was prepared* and placed in 
the hands of the Secretary of the Treasury and transmitted 
to the President. It was then determined to disapprove the 
proposed change and to urge upon the Senate Committee the 
abandonment of the alterations which they had apparently 
decided to introduce. The memorandum in question practi- 
cally embodied the argument against the proposal of the Sen- 
ate Committee and may accordingly be printed as follows: 


MEMORANDUM ON SENATE DRAF1” 


The effect of the changes proposed would be to make the Federal 
Reserve notes a legal tender in payment of all debts and demands, 
public and private, and to permit them to be used as reserves by mem- 
ber banks; while National bank notes would be gradually converted 
into “Treasury notes,” payable in gold at the Treasury Department, 
legal tender for all debts, and available as reserves by “any bank.” 
The Government would stand behind the. Treasury notes, taking up 
its own bonds from the banks which now hold them, and redeeming 
the notes on presentation in gold. The details of these changes and 
their results may now be developed in consecutive order. 


GENERAL OPERATION OF PLAN 


Assuming that all National banks entered the proposed system 
and availed themselves of its provisions, it would result that, at the 


2 By the author. : meer ; 
2 The sections of the revised draft of H.R. 7837 dealt with in this memorandum 


are sections 17 (page 46), 19 (page 57), and 29 (page 76). These sections bring 
about changes: (1) in the status and character of the note issues provided for; (2) 
in the method of dealing with outstanding 2 per cent bonds held by national banks; 
and (3) in the relation of the Treasury to the notes and bonds and in its method of 


providing gold for redemption. 
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end of about twenty years, the two per cent bonds would all have been 
transferred to the Treasury Department under the provisions of Sec- 
tion 19, as now redrawn. The Treasury would presumably have 
issued about $720,000,000 in Treasury notes, these to take the place 
of existing National Bank notes as the latter were presented for 
redemption (page 57, lines 1-6). For the current redemption of these 
notes the Government would be responsible, the banks having been 
relieved of their liability as they turned over the bonds at par, the 
Government simultaneously accepting responsibility for the notes pro- 
‘tected by the bonds thus turned over. In order to maintain current 
redemption of these notes the Government would have had to supply 
itself with gold and under the provision would have done so as 
follows: 

a. By transferring “from the current funds of the Treasury to the 


reserve fund’—‘“an amount of gold equal to the volume of such cir- 
culating notes of the National banks so redeemed.” (page 57, lines 
7-11.) 


b. By selling bonds or one year notes at not to exceed 3 per cent 
(page 77, lines 5-9), or by reselling at 3 per cent the old bonds taken 
over (page 56, lines 11-20) or issuing the latter as one year notes at 
3 per cent (ibid). 


GOVERNMENT TO PROVIDE GOLD 


This makes it clear that whenever gold was demanded as the result 
of the presentation of the notes for redemption, the government would 
be obliged to draw gold from its current funds or else buy it by the 
issue of bonds. In other words, the maintenance of the country’s 
fundamental gold supply, assuring the convertibility of its note issues, 
would be a burden resting upon the Government, whose expense would 
be entirely sustained by such Government. 

Experience in the past shows that such maintenance of gold 
redemption is likely at times to become an exceedingly heavy burden, 
if either (1) heavy exportation of gold or (2) lack of confidence in 
general conditions prevail. During the years 1893-6 this was a very 
serious and costly matter. The amount of greenbacks then outstand- 
ing and which the then administration felt itself compelled to main- 
tain convertible into gold was only $348,000,000. These now remain 
intact under the new plan, of course, while to them would be added 
(presumably ) $720,000,000, so that the amount to be maintained at a 
parity would be about trebled. The fact that there is to be much 
more gold behind the outstanding issue to start with does not relieve 
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the situation, because the Secretary of the Treasury would be com- 
pelled to keep such gold up to a definite level. His problem of pro- 
viding gold would, therefore, be even more serious than it was at a 
time when he was authorized to let the gold reserve run down as low 
as he thought consistent with safety. It is true that the higher level 
of gold behind the notes would tend to maintain confidence more 
strongly, but the danger arising from loss of confidence or adverse 
balance of trade requiring this country to furnish gold, would be 
equally as great when once the movement of gold out of the Treasury 
had started. 

It is an axiomatic principle of banking that the duty and the 
burden of furnishing gold should be placed upon and borne by those 
who are responsible for the conditions which regulate the amount of 
gold needed or whose operations may result in producing an export 
of gold. 


House AND SENATE CURRENCY PLANS 


The effect of the proposed change, as contrasted with the terms of 
the bill passed by the House, would be very far-reaching. Under the 
House bill the issue of currency equal in amount to the National 
Bank notes, would be gradually transferred to the Federal Reserve 
banks, provided the country needed that amount of currency. If it 
needed less, the volume would shrink, if more, it would be expanded. 
Assuming that it would be about the same, this would mean that 
$720,000,000 of commercial paper had had to be rediscounted with 
the Federal Reserve Banks or that the said banks would have received 
funds of some kind in exchange for which they would issue their notes, 
presumably the former. This would insure regulation of the amount 
of currency through the Federal Reserve banks, by the action of the 
Federal Reserve Board in refusing or permitting the issues applied 
for, but always in proportion to and based upon, the commercial 
paper put up to protect them. Actual regulatory power would thus 
be vested in the Board and in the banks. Under the proposed plan, 
the only regulatory authority would be found in the discretion of the 
Secretary of the Treasury, as limited and controlled by the actual 
fiscal condition of the Treasury, which might or might not correspond 
to the currency and credit needs of the country. The Federal Reserve 
banks would, moreover, be correspondingly curtailed in the amount of 
business naturally flowing to them, and their issues if any, would 
be a mere elastic fringe upon the underlying issues of Treasury notes. 

In this connection it is worthy of notice that section 19 (page 57, 
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lines 7-15), which contemplates the transfer of gold from the cu~- 
rent funds of the Treasury in an amount equal to the volume of the 
notes redeemed, would be impossible of enforcement if the plan were 
fully carried out of depositing all current funds in Federal Reserve 
banks. If this plan were not so carried out, it would still be ques- 
tionable whether the Treasury would receive as “current funds” 
enough “gold” to enable it to comply with the requirements of the 
provision. The fact that it may receive enough today would not 
necessarily indicate that such would be the case in the future. In 
times past, when uncertainty concerning currency existed, payments 
to the Government have consisted largely of silver, National bank 
notes, and green-backs. If they should in the future take this form, 
the Treasury would then be obliged to give up the idea of transferring 
such funds to the Redemption Division and would have to fall back 
directly upon the sale of bonds in order to provide itself with gold 
needed by it, unless it were prepared to go further and allow the gold 
reserve to shrink beyond the limits apparently contemplated by the 
bill as now redrawn. Just here a question may be asked: Would gold 
obtained by borrowing be reckoned as “current funds,” or what would 
be the relationship between the status of the current funds and the 
gold reserve? Suppose that the current receipts of the Government 
consisted largely of greenbacks which themselves were a draft upon 
the gold reserve now held for their protection—would not then sales 
of bonds have to be immediately made, irrespective of whether a sur- 
plus existed or not in current funds, merely in order to provide the 
necessary gold? If so what would be the effect upon the general 
credit and confidence of the community ? 


RELATION TO RESERVES OF BANKS 


Under the redrafted plan, Federal Reserve notes are available as 
reserves of member banks (page 46, line 11) while the new Treasury 
notes are available as reserves for “any bank” and both are legal’ 
tender in payment of all debts and demands, public and_ private. 
Apparently reliance is placed upon this provision for the purpose of 
keeping the notes outstanding. That is to say, it seems to be assumed 
that the Treasury notes and Federal Reserve notes would be held by 
banks as reserves and would not be presented for redemption very 
actively either to the Treasury or to the Federal Reserve banks them- 
selves. Assuming this hypothesis to be correct, the results would be 
about as follows: 


a. Bank reserves would come to consist very largely of Treasury 
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notes and Federal Reserve Notes. The amount of such lawful money 
reserves today fluctuates around $950,000,000. If $720,000,000 of 
Treasury notes were outstanding and were held in reserves by National 
banks, the reserves of such banks would consist largely of the notes. 
If they were held partly by the National banks and partly by the 
Federal Reserve banks, or partly also by State banks, the situation 
would be the same except that the nofes would be somewhat more 
diffused. In that case gold would have been squeezed out of these 
banks’ reserves and would be either in actual circulation or might 
have gone into the Treasury Department. In time of any stringency 
or difficulty it certainly would not have gone to the Treasury, but the 
effect of filling the reserves with these notes would be to lead either 
to the hoarding of the gold or to its shipment abroad. There can be 
little doubt that the effect of the provision, therefore, would be to 
reduce the actual gold “in sight.” 

b. Inasmuch as the notes of the Federal Reserve banks may be held 
by member banks as reserves and are issuable upon commercial paper 
rediscounted with the Federal Reserve banks, there would be a very 
large loophole for inflation, due to the making of loans by banks which, 
in turn, gave rise to rediscounts at Federal Reserve banks, taken in 
notes, the notes resulting therefrom being in turn stored in the vaults 
of the member banks and thus giving rise to a basis for fresh loans 
to individuals. As the Federal Reserve notes are payable to the Gov- 
ernment, both the banks and individuals could use them in that way 
and as they increased in amount, they might be in part so used instead 
of being held largely as reserves. If so used, they would diminish the 
amount of gold otherwise payable to the Government, so that the 
Government itself would be obliged to call upon Federal Reserve 
banks for the redemption of these notes. When such notes were 
redeemed, a corresponding draft would be made upon the gold hold- 
ings of the Federal Reserve banks, so that in order to recoup them- 
selves they would, resorting to the cheapest method, present their 
holdings of Treasury notes to the Treasury for redemption in gold, 
thereby compelling the Treasury to supply more gold from its current 
funds, or in lieu of doing so, to provide itself with gold by selling 
bonds. 

The inevitable conclusion from a scrutiny of the Bill seems to be 
that although the Government, through the Federal Reserve Board, 
would have no check whatever upon the volume of the outstanding 
notes (except in so far as perhaps related to the excess of Federal 
Reserve notes issued over and above the new Treasury notes) and 
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could not, therefore, restrict the amount of issues either by refusing 
to grant applications based upon commercial paper as under the House 
Bill, or, by altering the rate of discount chargeable at Federal Reserve 
banks, it would be obliged to supply the gold for the country to any 
extent that was needed in order to back up the outstanding obliga- 
tions created by member banks and those created by Federal Reserve 
banks through the rediscounting of paper subject to no check of 
serious importance. The Federal Reserve banks would, of course, 
have to observe the requirements as to their own reserves laid down 
in the law and to that extent would be controlled in their actions, but 
this check would be greatly weakened by the fact that their reserves 
might consist of Treasury notes instead of gold. 

If the assumption made above (that the new notes of both classes 
went into bank reserves and were held there to a very considerable 
extent) should not prove to be sound, and if the banks and individuals, 
distrusting the new currency, should refuse to make use of the notes 
as reserves to any very large degree, the result would be to keep the 
notes in current circulation, which would mean that they would be 
regularly. and actively turned into the Treasury either for redemption 
or as current payments, which, under the plan, would bring about a 
necessity for redemption as between the different departments of the 
Treasury itself. In that event the supposed “profit” to be made by 
keeping the notes outstanding and “saving the interest on them’ 
would entirely disappear and the Treasury would be constantly 
hampered by the necessity of getting gold from some source. This 
difficulty would gradually increase as the amount of bank notes taken 
over and converted into Treasury notes increased. If at any time 
there was the slightest tendency to deficit conditions, or if large pay- 
ments constituting a heavy draft upon Treasury resourcés had to be 
made, or if public credit were somewhat impaired, the difficulty of 
keeping up the convertibility of the notes would be very serious and 
at best costly. 


EFFEcT oF PLAN ON BANKS 


One phase of the plan that deserves some attention is the effect 
of the plan upon the banks in their relation to the system. Undoubt- 
edly the promise of redemption of their bonds at par would operate 
to bring them into the system. Under the provision as it now stands, 
however, it would seem that this would be lost. Section 19 provides 
(page 57, line 11) that the Secretary of the Treasury is to assume 
the redemption of the notes “of any National bank.’ As the words 
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“member bank” are elsewhere used in the Act, this language appar- 
ently refers to banks which are “National” at the time of the passage 
of the law. Apparently then the inducement to banks to enter the 
system is sacrificed. Even if this were changed to apply only to 
member banks, it is doubtful whether the provision in its present 
form would be wise. Banks presumably could leave the system at 
any time, just as under the old form of the Bill, and as the effect of 
the new provision would presumably be that of keeping the 2 per cent. 
bonds at or near par, they might decide to do so at any time that 
suited their convenience. The result would be to render the system 
very much less stable than that provided in the House Bill where, 
although the banks are fully protected at the maturity of the bonds, 
they are expected to cooperate meanwhile in making the system suc- 
cessful, under the practical penalty of seeing their bonds deteriorate 
if they should leave the system in considerable numbers. While 
therefore it would take considerable detailed analysis to estimate the 
exact effect of the new provision upon the disposition of banks to 
join or to leave the system, it may safely be said that the general 
result of it would be to render the system decidedly less stable than 
that provided under the House bill. For example, if one-half of the 
bonds had been taken over by the Government by the end of ten years, 
a movement of banks out of the system would be very much easier 
than under the House bill, should such a movement be set on foot as 
a result of fear regarding the solvency of the system and its ability 
to maintain gold redemption. 


MARKET FoR Bonps 


While the 2 per cent bonds would be artificially sustained to a very 
considerable degree under the provisions of the Act as now drawn, it 
is a fair question what would be the effect of the proposed plan upon 
other classes of bonds. Two new classes of bonds are created under 
the redrafted provisions (1) 3 per cent interest bonds due July 1, 
1933, or (2) one-year notes, renewable from year to year until July 
I, 1933, bearing interest at 3 per cent. One of the chief criticisms of 
the House Bill has been that the 3 per cent bonds it provided for 
would not bring par in the market. If this be true, the bonds to be 
sold by the Treasury in either of the forms mentioned above would 
not bring par, while the Treasury might be a very great disturber of 
the bond market through its constant sales or retirement of bonds 
and notes. Whether it could by such operations succeed in getting 
par for the new classes of bonds or succeed in keeping them at par, 
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no one can predict. Would the new Act contemplate a sale of bonds 
at less than par if necessary? If so, it should be specifically so stated. 
If the Federal Reserve banks were called upon to finance the bond 
operations of the Treasury necessitated by the requirement that it 
supply gold, they would have it in their power at any time to prac- 
tically put the Treasury in such a position as to necessitate an issue 
of such bonds or notes and to handle the securities at such price as 
they saw fit. It seems exceedingly doubtful whether any class of 
banks should thus be given a whip hand over the Treasury Depart~- 
ment both as to compelling sales of bonds and as to practically fixing 
their price and the market for them. 


AMBIGUITIES OF THE BILL 


The language employed in the new sections does not seem to be 
self-consistent. One such apparent inconsistency has already been 
noted in connection with the question of “current funds” out of which 
the Treasury, although required to deposit its funds in Federal 
Reserve banks, would have to supply the gold to be transferred to the 
Redemption Division unless it were willing to sell bonds. Another 
difficulty seems to be found in section 29 (page 77, lines 1-11) where 
the Secretary of the Treasury is authorized to “exchange for gold 
Treasury gold notes payable in gold.” Do these gold notes mean the 
same as the Treasury notes provided for in the earlier sections, and if 
so, how would the exchange referred to strengthen the Department ? 
Or is this an authorization of a new type of notes—the “gold notes” ? 
Other difficulties in the language occur from place to place, but need 
no comment at this point, as the objections already made, if considered, 
would necessitate revision, while, if not considered, the other ambi- 
guities would be of purely minor character as compared with those 
already referred to. 


GENERAL PREJUDICE 


It seems certain that the provisions of the Bill as redrafted would 
give grounds for opponents of the measure to appeal to general preju- 
dice on the subject of gold redemption, Government paper currency, 
and the like. Inasmuch as the Federal Reserve notes are given an 
entirely new and different status, while an entirely new type of cur- 
rency is provided for (the new Treasury note) an entirely novel 
bond redemption provision is introduced. A large field would be 
opened for the creation of artificial hostility to the measure and for 
misrepresentation by those who are opposed to any legislation at the 
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present time. It seems highly probable that the introduction of the 
new provisions would greatly confuse and complicate the whole situa- 
tion as regards the Bill. At the present time the tightness of the 
money situation is well known, and it is a notorious fact that gold 
exports are likely to occur, and that our means of protecting ourselves 
against such a withdrawal does not compare with those of foreign . 
nations. If the new provisions should be resolved upon, although they, 
of course, would not go into effect immediately, but would only gradu- 
ally become operative, they would undoubtedly tend to accelerate the 
disposition to ship gold and would be availed of by those who were 
desirous of making their profit out of the situation to bring about 
such a consequence. Even if such provisions were to be enacted, it 
would seem far less hazardous to keep them separate from the gen- 
eral banking bill, and to incorporate them in a distinct and independent 
statute. 


SUMMARY 


Summing up what has been said, it would appear that the follow- 
ing points are applicable to the proposed provisions: 

1. The new sections would throw upon the Government the neces- 
sity of maintaining gold redemption and the entire cost of it. 

2. This necessity and cost would grow greater from year to year. 

3. They would greatly limit the sphere of activity of the Federal 
Reserve banks. 

4. To that extent they would limit the power of the Federal Reserve 
Board to control inflationary tendencies. 

5. They would, by their provision for use of notes in reserves, 
immensely enlarge the possibility of an expansion of credit through 
the accumulation of such notes in reserves. 

6. In proportion as this condition came into existence, it would tend 
to drive gold abroad. 

7. As gold went abroad (or as the notes were more actively pre- 
sented to the Government for redemption, when distrust of their 
goodness was felt) the burden possibly to be thrown upon the Govy- 
ernment in providing gold or in stemming an outward movement of 
gold would be increased. 

8. The elasticity of the Federal Reserve note issue, as well as the 
activity of the Federal Reserve banks in the markets, would be or 
might be greatly damaged in consequence of the foregoing con- 
siderations. 

9. The inter-relation of the Treasury notes and the Federal Reserve 
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notes is not made clear, and requires very much more study if any such 
provision is to be adopted. 

10. The effect of the provisions upon the movement of banks into 
and out of the system is uncertain, but quite obviously dangerous to 
the stability of the system. 

11. The provisions for the sale of bonds and notes are inadequate 
to furnish a proper protection to the Treasury Department and should 
be completely reworded. 

12. The possibility of popular misunderstanding and prejudice 
growing out of these provisions is very considerable. 


SUPPLEMENTARY STATEMENT 


Careful study of the effect of gold redemption, instead of lawful 
money redemption, gives rise to very serious doubt whether, under all 
the circumstances, it will be wise to make an absolute compulsory 
provision for the convertibility of all forms of currency into gold. 
Although the United States has a very strong gold position, it might 
easily place itself, especially during the period of transition, in such a 
situation that other countries could draw upon it in an undue degree 
for gold. During the first years of the new system, therefore, it 
would seem far more prudent that the redemption of Federal Reserve 
notes should be made in lawful money or in gold, if the latter be 
demanded by the holder of the note. It is probable that this provision 
would very greatly reduce the number of gold redemptions called for, 
except under unusual conditions, while it would meet every objection 
that can legitimately be made to the present form of the Bill. 


Compromise Outcome 


Although the dominating factors in the Democratic wing 
of the Senate Committee had apparently fairly well reached 
a conclusion in favor of the redraft already referred to, they 
eventually yielded in part. The provision authorizing the use 
of federal reserve notes in member bank reserves was re- 
tained, although in a changed form, but the plan for making 
the government assume the burden of gold redemption and 
of converting national bank notes into legal tender Treasury 
notes was in part abandoned, notwithstanding that features of 
it persisted in the final draft. It was not until the bill had 
gone through the Senate with many of these elements still 
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retained, and had been referred to the Conference Committee, 
that it proved possible to eliminate the hazardous sections 
entirely, and to restore the measure to substantially the form 
which had been given it in the House bill. The persistence 
of the scheme for making federal reserve notes available as 
bank reserves was remarkable, for it had behind it undoubt- 
edly the same interests which had originally urged the 
Aldrich plan, developed as that measure was upon the idea of 
note issues to be used in this way. The features of the plan 
which had to do with the redemption of bonds and the con- 
version of national bank notes were undoubtedly intended to 
win the support of the smaller banks, while the notion of 
making all notes government legal tender issues was a still 
further development of the concessions already made to Mr. 
Bryan and his wing of the party at the time when the federal 
reserve notes had originally been announced as obligations of 
the government. Whether these elements could have been en- 
tirely eliminated in the Committee or not, it would be difficult 
to say. The political situation in the Senate was so uncertain 
that absolute insistence upon the elimination of the sections 
referred to might perhaps have resulted in a serious break in 
the administration’s forces with the possible defeat of the 
measure. Indeed, at the time that this proposal made its ap- 
pearance in its final form—November, 1913—the question of 
getting enough votes on the floor of the Senate to pass the 
bill at all was fairly serious. Close counts made in a pre- 
liminary way had apparently indicated that not more than 
a majority of one or two votes could be relied upon in the 
event of absolute and final test at that particular stage of the 
measure’s progress. Enough work, however, was done with 
the Committee and with other members of the Senate to indt- 
cate the position of the administration and in consequence the 
tacit arrangement was made that when the bill went to Con- 
ference Committee, after being finished on the floor, it should 
be revised to eliminate the offending sections or what re- 
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mained of them. It was at all events practicable somewhat to 
break up the proposed plan and to eliminate certain of its 
worst features, leaving the rest for later treatment. As the 
event showed, this policy was wise, since it resulted in the 
final restoration of the measure to its original form. It had 
become evident that not very much could be expected of the 
Banking and Currency Committee of the Senate, owing to the 
great divisions of view within that body and that the measure 
would practically have to take its chance without the united 
support even of the Democrats of the organization. 


The Final Report 


The Senate Committee in reporting on the conclusions 
arrived at eventually found itself unable to agree upon any 
definite verdict. What would ordinarily have been presented 
as a Committee report was simply laid before the Senate as 
“views” presented by Mr. Owen on behalf of himself and a 
section of the Committee including Messrs. O’Gorman, Reed, 
Pomerene, Shafroth, and Hollis, six in all, who, according to 
the chairman’s statement, had agreed to put their joint opinion 
in the form of a “memorandum.” After reviewing the work 
that had been done by the House Banking and Currency Com- 
mittee, by the National Monetary Commission, by Chairman 
Pujo in the Money Trust inquiry, and by Chairman Glass as 
head of the sub-committee on Banking and Currency, as well 
as the hearings that the Senate Committee itself had con- 
ducted, the memorandum proceeded to state that all the ele- 
ments in the Committee had agreed upon the following points: 

1. The necessity for greater concentration in banking 
reserves. 
. The volume of such reserves. 
. The capital of the proposed banks. 
. The mobilization of the reserves. 
. The promotion of an open discount market. 
. Provision for elastic currency. 
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7. The view that federal reserve notes should be the obliga- 
tions of the United States. 

8. The idea that the system should be a regional urganization 
rather than a central bank. 

g. The control of the system by the government. 


Disagreements were noted between the sections of the 
Committee upon the following points: 


1. The number of federal reserve banks to be created. 

2. The method of subscribing to the stock of such banks. 
3. The method of electing the directors. 

4. The method of administering the several reserve banks. 


The differences of opinion, it was stated, were due in the 
main to the existence of “two schools of thought,” one part 
of the Committee believing in a central bank administered by 
a central board, and the other part of the Committee propos- 
ing to establish a number of comparatively independent dis- 
trict banks administered by boards of directors representing 
the several districts but under the strict control of the gov- 
ernment. 


Only Changes in Detail Needed 

The memorandum recognized, however, that in order to 
accomplish either of these ends certain essential features were 
necessary, they being the same that had already often been set 
forth and had been explained at length in the report of the 
House Banking and Currency Committee. It was only, said 
the memorandum, in the matter of details of one kind or 
another and of changes in language, that the principal modi- 
fications in the House bill were called for. Among those 
modifications which were thus set forth was a change in the 
system of clearing checks and drafts, the Senate Committee 
providing for a charge to be fixed by the Federal Reserve 
Board to cover the cost of collection. The memorandum also 
went on to describe at great length the conditions under which 
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the Organization Committee was to act, providing that mem- 
bership in the new system should be compulsory and should 
promptly be accepted by every national bank within sixty days 
after the passage of the act. Reserve cities were to be main- 
tained as previously existing, but each member bank was re- 
quired to hold reserves varying from 12 to 18 per cent against 
demand deposits and 5 per cent against time deposits. The 
total transfer of reserves was authorized to be made in much 
the same way as had been required by the Federal Reserve 
bill as adopted by the House. A complex provision for the 
election of directors of federal reserve banks was introduced 
and various complexities as to the increase and decrease otf 
capital stock by reserve banks were also added. Some changes 
were made in the possible composition of the Federal Reserve 
Board by giving the President power to fill temporary 
vacancies during recesses of Congress. The Federal Reserve 
Board was given power to authorize member banks to use 
federal reserve notes as reserve and to grant trust powers to 
national banks upon application. One administrative change 
of very considerable importance was made by the Senate when 
it took the control of the issue and retirement of federal 
reserve notes out of the hands of the Board and replaced it 
in the hands of the Comptroller of the Currency, although 
subject to the supervision and regulation of the Board. An- 
other change of large significance was made in Section 14 
by authorizing reserve banks subject to the permission of 
the Federal Reserve Board to discount the direct notes of 
members secured by Stock Exchange collateral up to three- 
quarters of the value of such collateral. The powers of the 
federal reserve banks in open-market dealings were slightly 
altered and one or two undesirable changes made with respect 
to the powers of federal reserve banks in dealing with one 
another. Thus, for example, the reserve banks were given 
powers to establish accounts with one another, ‘“‘for exchange 
purposes,” the apparent purpose of this provision being to 
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give to some reserve banks functions which others did not 
have in carrying interdistrict funds. Changes were made in 
the methods of holding collateral protection against federal 
reserve notes in the hands of federal reserve agents and an 
important alteration was made in the method of retiring the 
bonds held by the existing national banks. It was provided 
in this connection that the national banks might transfer to 
the Secretary of the Treasury their 2 per cent bonds and 
receive in exchange 3 per cent bonds or one-year notes bearing 
3 per cent. In such case the Secretary of the Treasury was 
to assume the responsibility for redeeming the notes out- 
standing, taking them in at a rate not to exceed $36,000,000 
per annum. As these circulating notes were canceled and re- 
deemed, the Federal Reserve Board was to isste an equal 
amount of federal reserve notes and the bonds or notes which 
had been issued by the Treasury in lieu of the 2 per cent bonds 
were then to be held in trust for the federal reserve bank which 
was issuing its own notes to take the place of the retired 
national bank currency. A number of changes were also 
made in connection with national bank examinations and more 
or less important innovations in language were introduced at 
many points as well as a great number of unimportant changes 
in language, many of them undesirable and subsequently sur- 
rendered in Conference Committee. The outstanding change 
made by the Senate was that of limiting the total number of 
reserve banks which might be established to eight. 


CHAPTER XX 


THE SENATE DEBATE 


House and Senate Type of Discussion 


Of recent years debates on economic measures in the House 
of Representatives have often been perfunctory and conven- 
tional, a mere opportunity to go on record, or get “leave to 
print’ something for free distribution to constituents. Senate 
debates have more usually been serious, permitting an oppor- 
tunity for thoughtful and detailed study of pending issues. 
This difference in treatment between the two houses has in 
some degree been the result of difference in rules of debate 
and in a measure the outcome of natural differences between 
the two bodies in structure, size, temper, and in the ability 
of members. 

The superiority in debate ought naturally, in the case of 
the Federal Reserve Act, to have gone to the House, since it 
was there that the bill had originated and had assumed its 
characteristic aspect. The reverse, however, continued to be 
the case, and the Senate debate while accomplishing little or 
nothing in actual results or changes in the language of the 
bill, was, as often, far superior to the general mental caliber 
of discussion in the lower chamber. President Wilson and 
his Cabinet working together finally succeeded in welding the 
Senate Democrats for once into a fairly well-constructed and 
obedient machine; and though at times on the verge of break- 
down, were able to enforce administration views upon the 
legislative body as a whole, and to secure in the long run a: 
favorable vote, though by a margin only of 20. At one time 
it had seemed from a canvass that there was a favorable 
majority of only one. 
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While the Senate debate might probably about as well have 
been dispensed with entirely, so far as any effect either on the 
measure itself or on the minds of members themselves was 
concerned, the discussion was of peculiar significance because 
of its appeal to the country.. In a very special sense it was an 
outburst of feeling on the part of the Old Guard Republicans, 
who felt themselves outraged by the perception that they had 
been mastered and beaten by a rank outsider whom the acci- 
dent of popular favor had placed in the White House. They 
saw themselves defeated at their own game, and the realiza- 
tion was peculiarly bitter because the subject at issue was one 
on which the Democratic party had long been considered 
especially untrustworthy. Of the old-line Republican mem- 
bers most were wise enough to recognize the real merits of 
the Federal Reserve Act, but such recognition only served to 
embitter them in their opposition.* 


Last Stand of Opponents 

Perhaps the most striking feature of the Senate debate was 
found in this very effort to make a last appeal to the country 
and to bring to bear upon the President the general consensus 
of an aroused public opinion which would subject him to a 
powerful party demand that the bill be laid aside, or at all 
events very greatly modified so as to eliminate the elements 
which were objectionable to the banking community. Long 
before the measure had entered the Senate in any formal or 
official way, there had been a most careful examination of 
the personnel of the Senate in order to find out approximately 
how the different members were disposed to vote. Secretary 
McAdoo had done much work in “lining up” the different 
recalcitrants in the Democratic party, although there were 
those who suggested that his efforts had offended more votes 
than they had won over. The powerful influence of Secretary 


1 This was not true of all. 8enator John W. Weeks, probably better informed 6n 
banking and currency than most of his colleagues and himself a former member of the 
National Monetary ‘Commission, voted in favor of the bill. 
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Bryan was, as already observed, also exerted in behalf of the 
measure, and in every feasible way attempt was made to bring 
about a stronger organization of Democratic Senators, for the 
fact that there had been so much dissension in the Senate 
Committee on Banking and Currency was of course alarm- 
ing froma party standpoint. 

Republicans, on the other hand, were almost equally un- 
certain about the situation. Although their opponents had 
a technical majority, there had long been in the Senate a cer- 
tain body of Democratic members who could be relied upon 
to vote upon most currency questions with the Republicans. 
At the outset it seemed to them possible that, in view of the 
great power of the banking and financial interests which was 
now being thrown against the bill, they might be able to get 
together a working majority opposed to it. Perhaps this 
majority could be used effectively in amending or modifying 
the measure into a form which would lead to a presidential 
veto. The situation was accordingly recognized from the 
opening of the session and there was lively political con- 
troversy and scheming long before the measure reached the 
floor. Republicans hoped to organize a body of conserva- 
tive Democratic and anti-Wilson Senators who, working hand 
in hand with their own men, would defeat the bill. 


Appeal to Public 

Thus it was that the actual discussion in the Senate was 
more than usually direct in its appeal to the public at large, 
being designed expressly for the purpose of encouraging sup- 
port or opposition for the measure not merely among the 
membership of the legislative body, but among the outside 
public. Some senators expressly stated that they were ad- 
dressing the country at large and not their colleagues and a 
few of the speeches were unusually careful in their prepara- 
tion, and elaborate in their method of dealing with the whole 
subject. It was regrettable that in these circumstances the 
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debate could not have attained a higher level of economic 
and financial capacity and have been freer from the taint of 
bitter partisanship. But this was perhaps too much to ask. 
Disasters of all kinds, inflation and contraction, greenbackism, 
and all financial unsoundness were predicted by opposition 
members, while advocates of the bill, although in many cases 
evidently unwilling, were disposed to present the measure as 
almost the revelation of a new economic gospel written down 
upon tablets of stone by a superior authority. Taking the 
discussion as a whole, it could not be regarded as very 
illuminating, nor did it result in modifying the structure of 
the new measure in any very essential particulars. Never- 
theless, it represented a historic struggle, the turning point in 
a controversy of generations past and deserves therefore a 
somewhat detailed review which is the more significant be- 
cause of the many myths which have developed during the 
few years since the adoption of the act, with respect to the 
positions assumed by various members. 


Debate in the Senate Opens 

A message from the House of Representatives informed 
the Senate on September 18 that the bill had passed the lower 
chamber. It was then read twice, by title, and upon the 
motion of Chairman Owen was referred to the Committee — 
on Banking and Currency. Hearings which have already been 
reviewed were then begun with the understanding that they 
would end on October 25. In the meantime a rather im- 
patient attitude was shown by some Senators who pointed 
to the urgency of speedy legislation. The bankers of the 
country were in a difficult position in view of the uncer- 
tainty of legislation which was so vitally to affect their busi- 
ness, and members of the Committee occasionally appeared 
on the floor of the Senate to inform it that the work of the 
Committee was progressing and the hearings could not be 
ended before the 25th of October, owing to the number of 
those who wished to be heard. 
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Demand for a Caucus 

On November 10, Senator Hitchcock, a member of the 
Committee, appeared in the Senate to report the facts as to a 
new situation which had arisen. Since the hearings had been 
closed, Mr. Hitchcock reported, the Committee had been in 
session for two weeks. Progress was so encouraging that 
there was general expectation of a report to be prepared in a 
short time. A number of changes had, however, been made 
by a majority vote of the Committee, the divisions running 
7 to 5 and occasionally g to 2. Among the more important 
matters that had thus been voted upon were a proposal to 
have the Committee report in favor of 4 regional reserve 
banks instead of 12, in favor of giving to the government a 
majority on the boards of directors, of having the stock in the 
reserve banks offered to the public in popular subscription, of 
making all federal reserve notes issued under the bill redeem- 
able in gold only, and other matters. Said Mr. Hitchcock: 

At this juncture outside influences began to be felt upon 
the Committee. The reactionary period set in. We were 
told that the President could not accept the decision reached 


by the majority of the Committee and we were urged to 
retrace our steps.” 


Mr. Hitchcock, in explaining his attitude, set forth that, al- 
though he understood well the force of such an appeal and 
did not criticize those yielding to it for doing so, he could 
not justify any change of opinion on his own part except in 
a case of political expediency. In his judgment, however, 
there was no political or partisan issue in this particular meas- 
ure. He had therefore declined to change his vote, with the 
result that the situation in the Committee was deadlocked. 
He furthermore protested against a proposed conference which 
was to be called by the Democrats to deal with this situation. 
It would, Mr. Hitchcock thought, amount to a caucus. By its 
decisions he would not permit himself to be bound against 


* Congressional Record, 63d Congress, ist Session, p. 5881. 
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his conviction, and he had accordingly determined to lay the 
matter before the whole Senate—it being the proper place to 
discuss the bill. He therefore proposed that the Senate take 
the matter out of the hands of the Committee by directing it 
to report a few days later. 


Reply of “Conference” Advocates 


Mr. Vardaman and Mr. Swanson replied, the latter hav- 
ing been responsible for the circulation of the petition for a 
banking conference. Mr. Swanson explained that it was this 
peculiar situation in the Committee that had seemed to render 
a conference worth while, and that the occasion was not to be 
a caucus but merely a conference designed to advise with and 
get the opinions of the Democratic members—of the Com- 
mittee especially. 

Senator Reed, speaking in general on the importance of 
currency legislation and the difficulties involved in it, reverted 
to the impatience evidenced by the country, saying: 

There seems to have been a sort of general impression 

given to the country that the drafting and enactment of a 

banking and currency bill was a sort of a summer-day picnic 

excursion, to be indulged as a diversion from the ordinarily 
serious business of legislation.’ 


Ten days later, on November 20, Mr. Stone reported to 
the Senate that he had been informed by the chairman of the 
Committee, Mr. Owen, that the Committee would be ready to 
report the Banking and Currency bill on Saturday, the 22nd 
of November, and when Mr. Hitchcock was asked whether 
he was in accord with the understanding that the bill was to 
be reported on Saturday, he replied that an agreement had 
been reached that the two factions of the Committee should 
report as they pleased with a statement of their disagreement 
and their inability to come to an understanding. It was the 
further understanding that the bill would be reported without 


3 Tbid., p. 5883. 
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recommendation and that preference be given to amendments 
recommended by either division of the Committee indifferently. 


The Bill Reported to the Senate 


On November 22 Mr. Owen did, in fact, report from the 
Committee on Banking and Currency the bill before it and 
submitted a formal written report.* 

When Mr. Owen on the same day proceeded to move that 
the bill be laid before the Senate for consideration, discussion 
arose as to whether the bill could be placed upon the calendar 
unless by request, since it had not been reported by a majority. 
Mr. Owen explained that the bill had been reported, but that 
the report was without recommendation. The bill was there- 
upon assigned a place on the calendar and Mr. Owen’s motion 
was agreed to. 

Mr. Owen addressed the Senate, as in committee of the 
whole, on Monday, November 24, saying: 


On Saturday last I gave notice that today I should move 
to amend the House bill by striking out all after the enact- 
ing clause and substituting the House bill as amended by the 
Democratic section of the committee.° 


This was done for parliamentary convenience, the proposed 
substitute representing the old bill with a number of unim- 
portant changes as to phraseology and only a few important 
ones. 


Mr. Owen’s Defense 


In an introductory way Mr. Owen referred to what he 
considered the chief defect and unavoidable consequence of 
the old banking system. This was the recurrence of panics. 
After the tremendous national catastrophe of 1907, which, 


*“The committee on currency and banking to which was referred the bill (H.R 
7837) to provide for the establishment of Federal reserve banks, for furnishing an 
elastic currency, etc. . . . . having considered the measure, report the same to the 
Senate without recommendation.”” (Sen. Rep. 133.) It was decided at the same session 
that the views of the two sections were to be printed as Parts. 2 and 3 of the report. 

5 Tbid., D. 5992. 
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according to the estimate of Senator Aldrich, cost the coun- 
try over two billion dollars, the entire country demanded re- 
lief. Since then different attempts at legislation had been 
made, as, e.g., the Aldrich bill, the numerous investigations 
carried on by the National Monetary Committee, the work 
of the Pujo Committee, and others. The chairman of the 
House Committee on Banking and Currency, Mr. Glass, had 
begun consideration of this matter with a view of fram- 
ing a bill in 1912. In numerous hearings representatives of 
great banking interests, commercial houses, and financial ex- 
perts had been heard. Before the bill was ever submitted it 
was considered by many thoughtful men, amendments sug- 
gested, and finally brought into the Committee on Banking 
and Currency. It was then discussed in the Democratic con- 
ference, and afterwards on the floor of the House, while 
members of the Senate Committee were already giving it at- 
tention and close study since September 2, when they began 
their formal hearings. These hearings as concluded on Oc- 
tober 25 were submitted to the Senate in three volumes 
covering 3,200 pages. Representatives of banks, of business 
interests, credit associations, clearing houses, and financial 
experts were heard at length. “So, Mr. President,” he re- 
marked, “it is impossible for anyone to contend that the Con- 
gress of the United States has not given this matter the most 
infinite pains and considerate care.”® 

Although the members of the Senate Committee did not 
come to an agreement on the amendments which they thought 
should be made to the bill, they had agreed on a good many 
" questions of fundamental and far-reaching importance; as, 
for example, the necessity for greater centralization, the ex- 
tent to which the volume of the reserves should be concen- 
trated, the mobilization of such reserves, an open discount 
market, and others. The points of difference were seen in the 
number of the banks, the method of subscribing to the stock, 


®Ibid., p. 5994. 
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the method of selecting the directors of the reserve banks, 
and the method of administration. Mr. Owen remarked: 


These differences arose, as I have said, because there were 
two schools of thought in the committee, one believing in a 
central bank, administered by the Government, and the other 
believing with the House of Representatives and with the 
President that these banks should be regional banks, con- 
trolled by the bankers under the supervisory control of the 
Government.’ 


To accomplish the purposes of the bill, which Mr. Owen 
enumerated as stability of commerce, availability of credit, 
constant employment of the productive energies of the coun- 
try, and abolition of the practice of pyramiding reserves, the 
following great fundamentals are to be recognized as essential 
and necessary: first, the proper concentration and mobiliza- 
tion of the bank reserves under control of the banks them- 
selves, safeguarded by strong government supervision; second, 
a suitable banking capital with double liability as a margin 
of safety for the reserve banks and the deposits of the govern- 
ment, which are expected to be placed in the regional banks; 
third, insurance of an elastic currency against liquid com- 
mercial paper; fourth, establishment of an open market; and 
finally, for the protection of the gold reserves, the raising of 
the interest rate through the central board. 


The Regional Plan 


As to the mechanism by which it was proposed to accom- 
plish these results, Mr. Owen pointed to the regional scheme. 
As over against the provision of the House bill of not less 
than 12 he proposed to have a system of not less than 8 banks. 
Even if we were to provide for 12 banks, Mr. Owen said, we 
should still have a less number many times over than had 
Europe. Referring to the administration of the banks, the 
directors and their selection, Mr. Owen raised the question at 


*Tbid., p. 5994. 
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issue between the two sections of the Committee—whether 
the banks or the government should elect the majority of the 
directors. “The reason why he and his Democratic colleagues 
believed it wise to have the banks name the majority, was the 
fact that the banks had to contribute the capital, and keep 
their reserves in these regional banks. 


It is our duty to them, it is our duty to the country to 
put upon them the responsibility of safeguarding their own 
funds by giving them a majority of the board of directors in 
those banks.* 


If conditions should be made too harsh we should be met in 
all human likelihood with a wholesale withdrawal from the 
system. 

Another division of view occurred with reference to the 
subscription to the stock of the reserve banks, which Mr. Owen 
and his colleagues thought should be open only to banks. The 
institutions would have to submit to double liability for the 
same reason of the vast responsibility on these banks which 
will hold not only the reserves of the country but also the 
funds of the government. 

The plan and purpose of this bill, to give stability, etc. 
. all of those considerations urge that the Federal 


reserve banks should be banks for banks; bankers’ banks; 
and not a public bank competing with the banks for business.” 


Mobilization 

As to the two conceptions of mobilization and concentra- 
tion which are often used synonymously, Mr. Owen explained 
that the one did not necessarily involve the other. Mobiliza- 
tion of the reserves, even if they are concentrated, exists only 
in case they are kept in liquid form as gold, legal tender 
money, or short-term commercial bills and if an open dis- 
count market is provided for. 


8 Tbid., p. 5995- 
9 Tbid., p. 5995. 
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Coming to the note issue provided in the bill, Mr. Owen 
considered the notes better secured than in any banking system 
in the world. Enumerating the safeguards behind the notes, 
he indicated twelve in all. As of equal importance, Mr. Owen 
referred to the provision authorizing the Federal Reserve 
Board to raise the interest rate. It would, he said, protect the 
gold reserves of the country, would work against undue 
inflation and expansion, and would check speculation. It 
would furthermore tend to stabilize the rate of interest and 
would thus have a beneficial effect upon business life. 
“Violent fluctuations of the rate have up to now,” said he, 
“been one of the greatest injuries to business.” 

Concerning the earnings of the banks, Mr. Owen thought 
that the stockholders should get 6 per cent on their capital, 
while all the remaining portion of the earnings should be used 
for building up a surplus and should belong to the government. 
As to the reserves to be kept in reserve cities, he thought it 
wise to yield to the opinion, frequently expressed by bankers, 
that instead of 18, 15 per cent was a safe enough margin. 

The refunding provision for the 2 per cent government 
bonds was amended by Mr. Owen and his group, so as to pro- 
vide a new feature by authorizing ‘‘federal reserve bank 
notes.” The opposition of the country banks to the clearing 
provision of the House bill, which called for the clearing of 
checks at par, was to be taken care of by the amendment 
which allowed a reasonable charge to be ascertained and fixed 
by the Federal Reserve Board. 

Section 27 was struck out as both sections of the Com- 
mittee as well as the banks all over the country were unani- 
mously against it. 

Mr. Owen agreed that there might be several proposals 
originating with the other section of the Committee which 
were meritorious, and which at the proper time might be 
accepted. He expressed his confidence that the difference 
between the two sections would be reconciled by the Senate 
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without any great difficulty. He appealed to his colleagues 
that they give the most urgent and immediate attention to the 
bill. The whole country was waiting. Banks were accumu- 
lating their reserves, because they did not know what this bill 
was going to be. Business men found it difficult in the mean- 
time to secure the accommodations which they actually 
required. 


Views of Mr. Cummins 

Senator Cummins, in reply, first raised the question 
whether state banks could enter the system without violating 
their own state laws; he thought such violation likely in 
the majority of cases. Mr. Owen’s reply brought out, first; 
that membership was left entirely optional and that a state 
bank would no doubt exercise its own pleasure in entering the 
system, and certainly could do so, if it chose, by agreement or 
contract. The discussion ended after a short explanation of 
the redemption provision. 


Argument of Mr. Hitchcock 

Mr. Hitchcock, in opening his reply to Mr. Owen and the 
majority of the Committee, referred favorably to the Presi- 
dent’s action in making the banking and currency reform an 
administration measure. Were it not for the President, he 
averred, agitation and discussion might have continued for 
some time to come. He thought it remarkable that the House 
had succeeded in sending to the Senate so good a bill, consid- 
ering the difficulties of the situation. On the other hand, 
there were apparent shortcomings, as was best proved by the 
fact that every member of the Senate Committee had voted for 
changes which amounted in the aggregate to more than one- 
half of the original matter. Mr. Hitchcock considered it for- 
tunate that both sections of the Senate Committee had to a 
considerable extent proposed amendments to the same sections. 
“Tf it had chanced that we had selected different sections to 
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amend, I fear there would be no part at all of the original 
House bill here for consideration.’””” 

He did not consider it a misfortune that the measure was 
not brought in with a unanimous or compromise report, for 
thus the Senate was in a position to consider the bill with bet- 
ter results, and could judge after both sides had been duly pre- 
sented, which of the differing views offered to it was most 
likely to lead to the desired and most favorable results. 


Number of Reserve Banks 

Taking up the first point of controversy, the number of 
reserve banks, Mr. Hitchcock gave his reasons for supporting 
a limit of four. First of all he thought that European expe- 
rience with one central bank in all the larger countries should 
speak for itself. He could see no logical argument for more 
than four banks. If eight, then just as well to have ten or 
twelve or more. Four banks were justified, for they would 
include the three great central reserve cities, New York, Chi- 
cago, and St. Louis, as well as a large district on the Pacific 
Coast with San Francisco as its natural center. Division into 
a greater number of districts would magnify demands for 
currency in some parts of the country when there might be 
idle funds in another part, a condition which might be brought 
about at certain seasons. 

Mr. Hitchcock desired that the government nominate the 
majority of the directors on the board of the banks, because 
he considered the banks a public utility not controlled by 
money-making motives or representing merely a form of 
banking “‘trust.”” For the same reason he was against having 
the reserve banks owned by the member banks but wanted to 
have the subscription to the stock open to the public. He 
further thought that it would endanger the whole plan were 
Congress to force the banks to subscribe to the stock, since 
their earnings ran from 10 to 15 per cent, so that they would 
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not submit to a plan in which one-tenth of their capital would 
get a remuneration of only 5 or 6 per cent. He urged that 
each bank underwrite its share of the subscription and offer it 
to the public, which, in Mr. Hitchcock’s opinion, would take 
it up readily. Under this plan it would be difficult to advocate 
more than four banks since the “puny and weak” banks would 
hardly pay a dividend. 


Shifting Reserves 


As to time réquired for shifting reserves, Mr. Hitchcock 
called for a longer period, thirty months, in which to effect 
the transfer gradually, so as to avoid the shock which would 
be produced by too sudden a change. To guard against dis- 
crimination by the reserve banks which might or might not 
discount paper, he provided that every individual bank, as a 
matter of right, have the privilege of discounting eligible paper 
up to the amount of its capital stock. A limited amount of 
paper having a maturity of six months was to be eligible. In 
regard to the rate of discount, he contended that his plan for 
fewer banks would stabilize rates the country over better than 
the plan of the other members. 

One-half of the excess profits, he proposed, should go to 
the Treasury and the other half constitute a trust fund for the 
insurance of the depositors of the member banks, which, if it 
became excessive, might be discontinued by the Federal 
Reserve Board. Taking exception to the discretionary power 
of the Board which might or might not issue currency, Mr. 
Hitchcock recommended that the Board issue notes to any 
reserve bank that complied with the requirements as to the 
reserves to be kept behind the deposits and notes. This pro- 
vision would be necessitated by the former one, according to 
which good paper must be discounted to a certain extent. The 
Board would still retain a restraining power in raising or low- 
ering the rate of discount. 

To be on the safe side. Mr. Hitchcock deemed it wise to 
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raise the reserve requirement behind the notes to 45 per cent 
and against deposits to 35 per cent. The redemption provision 
was to read that the notes be redeemed in gold or gold certifi- 
cates only. Senator Owen’s change as to this was considered 
by Mr. Hitchcock a compromise which he could not under- 
stand, it providing that banks redeem the notes in gold or law- 
ful money, but that when presented at the Treasury, they 
should be redeemed in gold only. 


Refunding 2 per cent Bonds 

In order to refund the 2 per cent government bonds, Mr. 
Hitchcock recommended that bonds bought from the national 
banks by the reserve banks be exchanged by the Treasury for 
3 per cent one-year gold notes. He urged this provision par- 
ticularly as a means of affording the reserve banks a way of 
securing gold, when wanted. While the bonds to be used in 
refunding would be one-year bonds, they would be so limited 
only for the purpose of making them marketable, the banks, 
however, to be under a contract with the Treasury to renew 
the issues from year to year for a period of twenty years. 

Finally Mr. Hitchcock pointed to the advantage of his 
scheme, which by opening the subscription to the general 
public, could add an altogether new capital of $106,000,000 to 
the country’s banking funds. 


Senator Shafroth 

Mr. Shafroth further presented the viewpoint of the Owen 
section. He attacked the one central bank scheme, which in 
reality was the underlying idea of the Hitchcock plan, as an- 
other attempt at combination of capital, whose powerful effects 
could result in the greatest injury to enterprise. The vast- 
ness of the country and the fact that 4o per cent of the bank- 
ing capital of the whole world belongs to the United States 
differentiated the situation in this country from that in the 
smaller European countries. 
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Mr. Shafroth pointed to the contradiction in Mr. Hitch- 
cock’s plan which on the one hand was, he said, based on the 
theory that the banks should be “people’s banks” and there- 
fore government-controlled, while on the other hand the re- 
serve banks would not be allowed to receive any deposits other 
than the deposits of member banks and the funds of the 
Treasury. The combination, however, whereby the reserve 
banks would be controlled by a majority of bankers who were 
shareholders in the venture, whilst the Federal Reserve Board 
was to be exclusively a board of control, an official body, con- 
trolling the currency and the rate of interest, seemed to Mr. 
Shafroth particularly well devised. 


As banks deal in bonds, stocks and other securities, it is 
presumed that the knowledge:upon the part of a banker on the 
Federal Reserve Board that the rate of discount will be raised 
or lowered would be taken advantage of by the interests which 
he represents, and thereby stocks and bonds would be either 
bought or sold by them with almost absolute certainty of a 
profit being realized.” 


European banks, as Mr. Shafroth observed, would object 
most strenuously to a banker’s getting such advantage, and 
they are perfectly convinced that no banker should be allowed 
to become a director of their central banks. 

As for the Hitchcock provision for redemption of notes in 
gold only, Mr. Shafroth expressed his apprehension that it 
might help to intensify the strain on the gold supply of the 
world, which had expressed itself of late in the raising of 
the discount rate in all the European central banks. 


When the rate of discount gets high throughout the world, 
it generally produces stagnation in business, commerce and 
enterprise. Consequently the least strain upon gold that can 
safely be made and yet maintain the gold standard comes 
nearest permitting business and enterprises to continue in a 
prosperous way.” 


11 Tbid., p, 6024 
2 Ibid., p. 6022. 
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He therefore preferred Mr. Owen’s proposal which would 
limit the strain on gold to the eight reserve banks without 
impairing the redemption of the notes in gold. It would, he 
thought, relieve the strain in as far as it would do away with 
the necessity for the banks to compete with the Treasury and 
with each other for gold and thereby permit a smaller margin 
of gold to make the redemption. 

Mr. Shafroth did not see any necessity for raising the re- 
serve requirement, which in his opinion would not need to 
be specified at all were it not for the tradition of the country. 
Inasmuch, too, as a higher requirement would only mean so 
much the more strain on the gold supply than is necessary, a 
change of the provision was objectionable to him. 

He considered that one of the greatest defects of the 
Hitchcock amendment was found in the provision which pro- 
posed a retirement of old currency without substituting a 
permanent new circulating medium. Because of the opinion 
which had found expression in the hearings, that there would 
not be enough commercial paper in the country to make the 
demand for currency efficient, Mr. Owen's section of the 
committee had proposed the replacement of the retired cur- 
rency by federal reserve bank notes. 


The Newlands Proposai 


On November 26, Mr. Newlands explained a plan which he 
had introduced into the Senate in form of a resolution on the 
previous day. 


So far as I am concerned, Mr. President, my purpose is 
not to oppose but simply to modify, the pending bill, to extend 
the regional system therein provided so as to secure a regional 
reserve association in every State, and to unite these State 
reserve associations in a Federal association at Washing- 
ton.” 


There was no doubt in Mr. Newlands’ mind that the federal 


3 Tbid., p. 6032. 
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government had the authority, under the interstate commerce 
clause of the Constitution, to interfere also with state banking 
matters, “that the power of the nation over interstate commerce 
enables it to take hold of a state bank engaged in interstate 
exchange, just as it takes hold of a state railroad engaged 
in interstate transportation.” The first effort, according 
to Mr. Newlands, should be directed towards bringing 
about a harmony between state and national banks. Why 
should the requirements for the one be less strict than for the 
other? The average of state bank reserves is figured to be 
734 per cent, while the pending measure would require the 
percentage of the reserves behind deposits of national banks to 
be an average of 13% per cent. He therefore included in his 
resolution a section, requiring the reserves of state banks to 
be 12 per cent of the deposits and he also recommended a 
definite proportion ‘to be kept between capital and deposits, the 
capital to be equal to at least 12 per cent of the deposits. 

Having thus put the state banks “on a par’ with the 
national banking system, Mr. Newlands sought to bring about 
a union of all these banks through a system of state reserve 
associations. 

I believe that every State should have a robust individu- 
ality; that it should have its own bank system and its own 
commercial system, and that every State should have what 
may be termed a financial center. It is essential to the com- 
pletion of any civic organization.” . 

Membership for both national and state banks would be com- 
pulsory. A state reserve association would not need any 
capital. Member banks being required to deposit with them 
one-third of their cash reserves, the total amount of the 
deposited reserves over the whole country would amount to 
$500,000,000; divided equally among the 48 states it would 
give over $10,000,000 to each association. 


That fund would enable such reserve association to take 


14 [bid., p. 6033, 
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hold of any panic or stringency ...., and through a system 
of rediscount of the commercial paper held by the State 
reserve association . . . . could furnish it with the additional 


money necessary to check the panic or stringency. 


Mr. Newlands’ plan also provided for a Federal Reserve 
Board at Washington, the membership to be drawn from these 
various 48 reserve associations. Besides the government funds 
it would receive one-third of the reserves that had been depos- 
ited with the member banks. Its function would be similar 
to the function of the Board provided for by the pending 
measure. The chief difference between Mr. Newlands’ scheme 
and the pending one was, in his judgment, the number of 
banks. ‘!The other details of the bill can be easily adjusted, 
when that question is determined, and I am in favor of deter- 
mining that basic question by an early vote in the Senate 
or in party conference.”*® 


Criticisms of Mr. Reed 


Mr. Reed’s speech treated mainly of the genesis of the bill. 
He pointed to what he called the peculiarly difficult task of 
designing a scheme which had no counterpart anywhere in the 
world. He enumerated the several changes which the dill 
was subjected to beginning from its early stage as the first 
Glass bill of June 26 up to its present substitute. 


The second (Glass) bill changed the first in 164 particu- 
lars. Before the second bill reached the Senate it had been 
amended 57 times. As the result of the hearings, the delib- 
erations of the committee and the consideration of the Demo- 
cratic conference, 340 additional amendments have been made. 
So that it appears that since this bill found its way into Con- 
gress it has been amended 561 times.” 


% Thid., p. 6034. 

16 Tbid., p. 6035. 

7 Mr. Reed had a table prepared and reprinted in the Record (Vol. 51, pp. 175-178), 
showing the changes that had occurred between the four different stages: House bill 
6454, introduced June 26, known as “first Glass bill’; House bill 7837, introduced 
August 29, known as “second Glass bill’’; House bill as amended in committee and 
House of Representatives; substitute for House bill 7837, reported by Owen branch 
of Senate Banking and Currency Committee and approved by Democratic Conference 
ot Senate, printed December 3 
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The most difficult proposition, in Mr. Reed’s opinion, was 
to write such reserve provisions and provide for such a trans- 
fer as would least interfere with the country’s business. In 
this regard he thought that the Committee did the most valu- 
able service, as under the provision of the House bill a caiam- 
itous result would have been certain. The changes as proposed 
by him were: that the Federal Reserve Board be empowered to 
authorize member banks, in case of temporary emergency, to 
use as part of their reserves federal reserve notes; and second, 
that banks be allowed to meet the primary reserve requirements 

“of the bill by rediscounting up to the amount of one-half of 
the required reserves. 


If we have solved that single problem, then all the time 
taken by the committee is fully justified, because not to have 
solved it would have been to produce a constriction of cur- 
rency and credits calamitous in the extreme.” 


As compared with the branch banking system, Mr. Reed 
emphasized the virtues of the American independent system. 


The, unification of local pride, local interest and self- 
interest is the dominant principle of our banking system. 
. . . . Even more important than the question of local inter- 
est .... is the fact that in this country each bank is inde- 
pendent from and in active rivalry with every other bank. 


The pending bill did not interfere with these two dominant 
principles. 

With the other section of the Committee Mr. Reed had 
contended for a majority control by the government of the 
regional banks. But he reluctantly concurred in the conclusion 
of the majority, although only upon condition that certain 
amendments were adopted which would remove all possible 
danger. So, for example, a provision concerning class B 
directors, who shall be “representative of the general public 
interest,’’ was amended as to provide that they shall be in fact 


18 63d Congress, 2nd session, p. 170. 
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representatives of the business and agricultural classes. As to 
the government funds, his section recommended changes which 
would not make it obligatory upon the Secretary of the Treas- 
ury to deposit all funds with the regional banks but would 
leave it to his discretion to withhold such funds if that course 
was prudent. Mr. Reed also referred to the powers of the 
Federal Reserve Board, which in his judgment had to be as 
large as possible, and he dwelt to some extent on the advantages 
to accrue, in consequence of this legislation, to the bankers of 
the country. 


Views of Mr. Weeks 

Mr. Weeks, in a speech on December 5, supported the 
Hitchcock amendment. Personally, he confessed, he was an 
adherent of the central banking theory. However, on account 
of the decided attitude of the Democratic party against it, he 
was willing to compromise and to adopt the Hitchcock plan 
of four banks. Besides the compulsory rediscount provision 
he recommended that the same rate of discount be charged all 
over the country. He also indorsed the provision eliminating 
the Secretary of Agriculture and the Comptroller of Currency 
from the Board for the reason that they would hardly be able 
to attend efficiently to both offices. 

As to the division of earnings, Mr. Weeks could not sup- 
port the Hitchcock plan of utilizing one-half of the excess 
profits for a guaranty fund. 


To take from a fund provided in this way moneys which 
really should go to the Government and insure all classes of 
deposits in all kinds of banks is simply saying to the average 
depositor: Place your money where you can get the largest 
return on it and we will see that you make no loss.” 


‘The balance of the earnings ought to be applied to the payment 
of the government debts. As regards the foreign branch pro- 
vision, Mr. Weeks agreed with the Hitchcock amendment 
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which raised the requirement as to the capital of a bank which 
wants to open a branch in a foreign country, to $5,000,000, 
the requirement of $1,000,000 being regarded as entirely 
inadequate. 


Senator Swanson on Mobilization 


Senator Swanson took as his point of departure the need 
for mobilization of reserves and an elastic currency. He 
expressed his conviction that the system as proposed was 
wisely planned and that its adoption would greatly benefit the 
country. The capital and the resources of the regional banks, 
he figured, would amount to about one-fortieth of the banking 
capital and one-fortieth of the total banking resources of the 
country. “The plan is wisely drawn giving the banks suffi- 
cient capital and resources to accomplish what is desired, and 
yet not large enough to produce a monopoly or a dominating 
influence upon the money and bank credits.’’? Mr. Swanson 
criticized the New York banks for having expanded their 
loans during the panic of 1907, although they did not pay the 
interior banks the money due them. He further contended 
that it was a bank’s duty, in case of its reserve falling below 
the legal requirement, to refrain from further loaning and to 
continue to pay out deposits on demand. 


Senator Nelson on Currency 

Mr. Nelson outlined the historic development of, the cur- 
rency system of this country, and continued with discussion 
whether the reserve banks ought to be allowed to pay interest 
on deposits which represented a surplus over the required 
reserves. Mr. Nelson was for abolishing the system of paying 
interest altogether and challenged the Owen section of the 
Committee for having omitted in the new print of their sub-. 
stitute the provision prohibiting the charging of interest. In 
the course of his speech he expressed his conviction that the 
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gravest mistake made was “that instead of having a system 
of regional reserve banks we ought to have a large central 
bank, of non-voting stock, subscribed by the people, under the 
absolute control of the Federal Government.’’** 

The old division of opinion as to the refunding provision 
was again brought to the foreground, when Mr. Nelson 
objected to the perpetuation of the rigid, bond-secured cur- 
rency in any form. 


Defense of New York Banks 


Mr. Weeks in later remarks replying to Mr. Swanson and 
others offered statistical data to support his contention that 
the banks of New York did what they could to cope with the 
panic of 1907. The policy of the European central banks in 
times of stringency had always been to expand their loans and 
if New York banks had done so to a slight degree they could 
only be commended. In regard to the question of currency 
issue, Mr. Weeks thought himself justified in his opinion, 
after having investigated the situation here and there, that 
enough commercial paper would be forthcoming to supply the 
requirements.” 


Comparison of Hitchcock and Owen Plans 


Mr. Nelson, on December 9, continued his speech of the 
previous day and compared section for section both the Hitch- 
cock and Owen amendments. In regard to the administration 
feature, he could not understand why the same party which 
was so expressly opposed to the Money Trust proposed a sys- 
tem which left the ultimate control of the boards of the reserve 
banks to the banking interests. With Mr. Hitchcock he urged 
against the Owen section of the Committee that the dividend of 


71 Tbid., p. 456. 

“Another point thrown into the discussion was the contention so familiar in the 
House debate that the forced membership of national banks was unconstitutional. It 
was strongly refuted by Mr. Williams. ‘I do not suppose that in all the history of the 
United States it was ever said that giving a man his free choice between remaining a 
privileged creature of the Federal law or not remaining one was taking his property 
without due process of law.” (P. 424.) 
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6 per cent would cause a higher rate of discount and would 
ultimately mean for the borrowing public a higher rate of 
interest on loans. In replying, Mr. Shafroth stated the reason 
which prompted the Owen section to change the provision, the 
presumption, namely, that as the result of the 40 per cent 
excess profits which were to go to the member banks, these 
institutions would be operated for profit. 
It seems to us when we cut out that, that we.of necessity 
give to every member bank dealing with the Federal reserve 
bank the advantage of not having profits accumulate for the 


bank for the purpose of being divided among the member 
banks.” 


Mr. Shafroth further called attention to the fact that while 
the Hitchcock bill called for a capital of $100,000,000, the 
Owen bill called only for $50,000,000, that therefore with the 
same reserves and public funds the tax upon the system would 
be under the Hitchcock plan $5,000,000 in the way of divi- 
dends, whilst under the other it would be only $3,000,000. 

Proceeding, Mr. Nelson pointed to the insurance fund, 
provided under the Hitchcock amendment, as an effective 
means of avoiding or stopping a panic. Mr. Cummins 
regarded this fund as being of particularly high importance 
and wondered therefore whether it was not possible to make 
it a first charge upon the earnings of the banks. As to mem- 
bership on the Board, both sections agreed that the Secretary 
of Agriculture and the Comptroller of Currency should be 
eliminated, a division of opinion occurring only in regard to 
the number of members, which the Hitchcock plan increased 
to nine. When Mr. Nelson objected to the provision of the 
Owen bill empowering the Board to authorize member banks 
to count as part of their reserves federal reserve bank notes, 
Mr. Shafroth replied by referring to the insufficiency of 
reserve money in case that the state banks enter the system. 
Mr. Nelson furthermore supported the compulsory rediscount 
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provision for the reason that he thought it necessary to safe- 
guard against discrimination from the side of the reserve banks 
against member banks. Senator O’Gorman, in response, stated 
that the Owen section of the Committee, having this objection 
in mind, had changed the Glass bill so as to lodge a summary 
removal power with the Federal Reserve Board, which would 
make it impossible for an officer of a regional bank to dis- 
criminate against a member bank. Mr. Borah expressed his 
opinion to be that the government alone should have the power 
of expanding or contracting the currency. 


Mr. Bristow’s Criticism 


Mr. Bristow, a member of the Committee, was not willing 
to acknowledge any evidence of merit in the House bill. “Its 
enactment as it came from the House would have been a 
national calamity.’’** He, too, was a staunch defender of a 
central banking scheme. The only serious objection to it was 
that it would place too great a power into the hand of one 
central organization. This was based on the assumption that 
it was to be owned and controlled by the banks. 


But when we provide that the ownership of the stock of 
the central bank shall be by the people and not by the banks, 
and that its control shall be by the Government and not by the 
banks, then that objection vanishes.* 


Comparing the two plans with each other, he went on: 


Theirs is a bankers’ banking system, owned by the banks, 
controlled by the banks, and conducted almost wholly for the 
profit of the banks, while ours is a people’s bank, owned by 
the general public, controlled by the Government and used to 
strengthen and fortify our great independent banking system. 


Mr. Bristow argued strongly against the summary power of 
removal which the Owen group had put into their amendment 


* Tbid., p. 527. 
% Ibid., p. 528. 
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in order to prevent discrimination against member banks. 
“Such a policy opens the door to the widest political abuse and 
favoritism.”’”* ‘ 

A sharp discussion centered around the issue of people’s 
bank versus bankers’ bank; and both Shafroth and Owen 
endeavored to bring about a better understanding of the rea- 
sons which had led them so decidedly to stand against a cen- 
tral bank with public subscription. The first point was that 
no bank would consider going into the system unless it was 
controlled by banks; secondly, should the people have the con- 
trol of these banks they would become competitive banks, 
which was not their object. “We have competing banks... . . 
These 25,000 individual competitive banks are in fact, under 
the American system, the people’s banks as they are now.” 
What is needed is to provide a means by which the people’s 
banks can fulfil their functions, getting instantly, when neces- 
sary, ready money, etc. It was primarily for that reason, said 
Mr. Owen, that the object of the bill was to establish a bankers’ 
bank. But besides, the government funds would approximate 
about $200,000,000 and 


The Government of the United States in putting that vast 
fund into these Federal reserve banks ought to have such a 
safeguard as would be thrown around it by a double liability 
of the stockholders, and of stockholders whose financial relia- 
bility is beyond dispute.” 


Mr. McLean’s Argument 

Mr. McLean found his views altogether at variance with 
the views of the majority, and although he realized the futility 
of argument he at least wished to record his protest. The time 
for banking and currency legislation was particularly oppor- 
tune, in his opinion, for the reason that he thought the new 
tariff needed to be given first a test before it be influenced 


2% Tbid., p. 530. 
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by other legislation. He ended with a statement of his own 
belief in a central bank as the best basis of reform.** 


Mr. Sherman’s Objections 

Mr. Sherman of Illinois offered many objections to the 
measure, including the coercive membership feature, the cen- 
tralized control of the Board, and the compulsory rediscount 
provision, but on the whole he was ready to vote for the Hitch- 
cock bill, which by opening the banks to voluntary subscrip- 
tion recognized at least the basic right of private property. 


Burton for Central Bank 

Mr. Burton’s argument was entirely based on the presump- 
tion that a single central banking institution was the only 
commendable scheme. 


The Owen bill carries upon its face a frank admission of 
the fatal defects of the regional system, because it gives 
power to a board of central control to effect a readjustment 
of reserves between regional banks and to require enforced 
rediscounts.” 


His arguments in favor of a single central bank were along the 
following lines: (1) mobilization of reserves, (2) equitable, 
stable, and uniform discount rate, (3) management, (4) uni- 


28 There was considerable debate concerning the difference in the amendments as 
to the refunding and reserve provisions. Mr. Nelson’s argument against the Owen 
amendment was that it meant but a perpetuation of the old system, “it is only swan- 
ping the national bank notes for these new notes based upon the same kind of bonds.” 
(P. 599.) He objected in particular to the feature which made it absolutely manda- 
tory for the reserve banks to issue notes on the bonds which they purchase. Mr. 
Simmons urged that the reserve banks could buy bonds in the open market, for which 
they did not need to take out circulation, a fact which would give them a certain 
control over the currency. This was answered by Mr. Nelson, who said it was of no 
practical value. If the reserve banks should buy these bonds which were worth not 
more than 75 to 80 per cent of their face value they could do so and save them- 
selves from a great loss, only by taking out circulation. ; 

The provision of the Owen amendment according to which in lieu of cash the 
reserve banks might accept from the member banks one-half of the required reserves 
in commercial paper, was considered a dangerous innovation. In its place the Hitchcock 
amendment provided for the transfer of funds over a longer period. Mr. Crawford took 
exception to both amendments for confining the business of reserve banks to banks 
only, He did not advocate competition but thought that the power, in case of emer- 
ape to go over the heads of banks and deal with individuals would be a wholesome 
check. 

® Ibid., p. 667. 
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form note issue, (5) the gold movement, (6) the credit of the 
government, (7) refunding operations, (8) clearing func- 
tions and domestic exchange. He dwelt in particular on the 
advantage which a central bank would possess in applying its 
gold policy. “There can be no doubt but that eight or 
twelve regional banks cannot act as effectively to control our 
gold supply as a central bank.’’*® It was altogether inconceiv- 
able to Mr. Burton that any system should act to produce 
proper centralization in spite of being devised on a regional 
plan. 


Referendum of Mr. Thompson 

Mr. Thompson stated the results of an investigation which 
he had made in his own state, Kansas, with the result that not 
a single banker or business man was in favor of the Hitchcock 
proposition. It was argued against Mr. Hitchcock that on the 
8th of April of the same year he had introduced a bill, after 
having made a study of banking systems in Europe, in which 
he had failed to let a single person outside the banks become a 
stockholder and in which he provided that every one of the 
nine directors of these reserve banks—of which there were to 
be not less than 20 and not more than 25—was to be elected 
by the banks. Against Mr. Owen, on the other hand, it was 
shown that as recently as the 26th of June he had declared in 
favor of public subscription. The latter defended himself on 
the ground that at that time it looked as if the banks would. 
not enter the system. Mr. Hitchcock admitted that as soon as 
he saw his work—the bill of April 8th—in print, he found it 
bad and did not try to solicit support. As to the number of 
banks, Mr. Hitchcock agreed that there was no difference in 
principle. “It is simply a difference in mathematics, based 


upon experience.”* 


30 Tbid., p. 682. 
31 [bid., ‘p. 702. 
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The Cummins Amendment 


Mr. Cummins offered an amendment which he thought 
would meet the real issue between the Hitchcock and the Owen 
bill. 

.... to state the effect of the proposed changes, .... 
they would convert the capital stock of the Federal reserve 
banks from a coerced capital into a voluntary capital with the 
national banks holding the first chance to contribute, but 
with the hope that the people at large would furnish the 
greater part and transform these new banks from instru- 
mentalities of the banking institutions of the country into 
instrumentalities of the Government. They would substi- 
tute public control for private control.” 


Mr. Cummins, however, did not see the reason for revolu- 
tionary legislation, as he thought that the existing system could 
be made to work if the law regarding national banks were 
amended in three particulars: first, by prohibiting any national 
bank from paying any interest whatever upon any demand 
deposit; secondly, by requiring that additional note issues be 
authorized only upon adequate security; and thirdly, a point 
upon which Mr. Cummins laid most weight, that there be 
instituted a deposit guarantee fund to be raised by the levy 
of a tax upon the national banks. Although not satisfied with 
either of the bills, Mr. Cummins preferred the bill reported by 
Mr. Hitchcock. 


It is, of course, because I believe that the regional banks 
or reserve banks ought to be controlled absolutely and com- 
pletely by the Government of the country—that is, by all the 
people of the country—that I resist the proposal to compel 
the national banks to furnish the capital with which the 
reserve banks are to be conducted.” 


Mr. Cummins conceded that the government had the right, 
for example, to increase the reserves, which were to be 
regarded as a margin of safety and besides constituted a pro- 


22 Thid., p. 774. 
33 Tbid., p. 778. 
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portion of the people’s deposits, and he drew the distinction 
between them and the capital of the banks, contributed by the 
people who own the banks. An amendment as to the latter 
was very likely not to be regarded as valid. 


I am appealing to my Democratic friends not to plunge 
the financial world of the United States into the confusion 
and uncertainty that would ensue if the validity of this 
statute should be called in question, and it remained for a 
judicial tribunal to say whether it was for the public wel- 
fare and necessary for the protection of the bank that a part 
of their capital should be taken and invested in the stock of 
another corporation.” 


Root on Notes and Inflation 


Mr. Root in a three hours’ speech expressed his objection 
to a note issue authorized by the government and his apprehen- 
sion that the measure would give rise to undue inflation. 
Pleading for a stronger gold cover behind the notes and a more 
strictly limited note issue, he forecast possible’ events which 
might bring about gold export movements on a large scale, as, 
for example, when in case of a European war returned Ameri- 
can securities would have to be paid for in gold. 

Senator Root later defended his stand by urging that a 
tendency to inflation is always to be found. 


.... that there are many people who believe that it is 
the duty of the Government of the United States to print 
money and furnish it on easy terms to the people of the coun- 
try, and who believe that it is not necessary to have that 
alleged money supported by anything but the fiat of the 
United States." 


Under the powers of the Federal Reserve Board, so Mr. Roca 


34 Tbhid., p. 822. ; 7 
Scale eae: maintained by members of the Hitchcock section that the loaning power 


i i ile Messrs. Owen and 
f the banks would contract if they had to subscribe to stock, whi 
Shafroth argued that the release of funds would be brought about through the altered 
reserve requirements. Mr. Burton’s questions concerned in particular the Ol en 
tion scheme of the provisions, the personnel of the Federal Reserve Board, the estab- 
lishment of the banks, etc. 
36 Tbid., p. 967. 
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maintained, this view can easily be put into operation. ‘“‘So, 
sir, it will have to be more than ordinary human nature that 
will enable this board to stand against the constant pressure 
for inflation that will be brought to bear upon them.’’** Mr. 
Root meant thereby the pressure from the different sections of 
the country which are represented on the Board, “for where 
you have a board created with reference to sectional distribu- 
tion, necessarily there is a representation of sections.” Mr. 
Newlands agreed with Mr. Root in so far as he also considered 
values to be inflated by the disproportionate increase in the 
credits and the deposits as contrasted with the increase in 
population and business. 


Replies to Mr. Root 

Mr. Owen took issue with Mr. Root’s inflation theory, by 
trying to prove that the new system would require even more 
cash for reserve purposes than the banks possessed, so that 
these would be compelled to rediscount. As to Mr. Root’s 
apprehension of a shortage of gold, Mr. Owen declared it 
unfounded. ‘‘We can get gold whenever we want it and in 
whatever quantity we want it by paying the interest rate neces- 
sary to hire its use.’’** There, followed another discussion 
relative to the guaranty fund, the amendment to Section 7. 

Mr. Reed argued that the strength of the reserve banks 
consists not only in their capital but also in the reserves which 
they hold, “‘that the reserves of member banks deposited with 
reserve banks take on the nature of permanent capital and per- 
manent resources.’’*? He then replied to Mr. Root’s speech 


saying : 


I do not quarrel with those men who desire to make this 
bill so that by the terms of the law a check shall be placed 
upon the volume of currency, but I do take issue with those 
men who are willing to denounce the bill as an inflation 
87 Tbid., p. 969. 


38 Thid., p. 983. 
% Tbid., p. 890. 
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measure designed to inordinately swell the volume of cur- 
rency, and as inevitably leading to a disastrous end.” 


Both Mr. Owen and Mr. Williams replied to the asser- 
tions of Mr. Root. Mr. Owen enumerated again the several 
safeguards behind the notes and Mr. Williams explained their 
inherent expanding and contracting power. 

Discussion on December 16 was opened by Mr. Bristow, 
who spoke in favor of a depositor’s insurance fund. Of the 
two provisions regarding the division of earnings and the 
depositor’s guarantee fund, Mr. Bristow preferred the Hitch- 
cock amendment. Mr. Weeks, who was to talk against an 
insurance fund, was not yet ready to do so; the amendment 
therefore to section 7 passed over. Mr. Walsh thought it an 
appropriate time to offer a speech against Mr. Cummins’ asser- 
tion of unconstitutionality. 


General Debate Ended 

Previous attempts to limit the general debate had beexu 
objected to and it was not until Wednesday, December 17, that 
a unanimous-consent agreement was accepted limiting—begin- 
ning with Thursday—each speaker to 15 minutes and fixing 
the date of final vote for Friday, December 19. As Mr. Kern 
remarked, the general debate had consumed already about 80 
hours of consideration and discussion. 


Every question involved has been discussed from every 
conceivable angle; every nook and corner of the field has 
been explored, reexplored and then explored again..... 
The truth is that this debate has been carried on until there 
is nothing to be said on either side that has not already been 
said, and we have reached the stages of vain repetition and 
crimination and recrimination.” 


Mr. Burton’s speech on the essential quality of currency 
and credit and their relation to capital was admittedly not 


40 Tbid., p. 891. 
41 [bid., p. 1034. 
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intended chiefly for his fellow Senators, whom Mr. Burton did 
not hold ignorant on these principles, but was uttered “because 
among the people there exist many grave misapprehensions 
upon the subject.’’*? Mr. McCumber held that both bills 
omitted provisions against inflation. Mr. Gronna had similar 
apprehensions coupled with a strong distrust in a banking 
monopoly, which in his opinion was created by the Owen pro- 
vision. There ensued another encounter upon the question of 
guaranty-of deposits with Mr. Burton attacking it on the plane 
that banking business could not be compared to life insurance. 

Since the Senate vote had indicated that it adhered closely 
to the Owen draft of the bill, it occurred to Mr. Hitchcock that 
he had better present the pending amendment and also the 
others as proposals to amend the draft of Senator Owen. He 
therefore withdrew the amendment and proposed a modifica- 
tion of the Owen provision, so as to have the funds not admin- 
istrated by the Treasury but by the reserve ‘banks themselves, 
since otherwise the state banks would be unfairly discrimi- 
nated against. Mr. Owen, who did not oppose extending the 
benefits of these insurance funds to state banks, referred this 
matter to the conference of the Democrats before final action 
was to be taken on the bill. Mr. Hitchcock’s amendment to 
include six months paper as eligible to discount was particularly 
supported by Mr. Crawford, who argued against what he 
considered a discrimination of the smaller country. banks, 
which would not be in a position to have much of the short- 
term paper in their portfolios. The other side could utilize 
the argument that such a policy would only increase the chances 
for inflation. ‘The amendment was tabled; likewise a substi- 
tute containing the compulsory rediscount provision. 


Floor Amendments 


On December 18 numerous amendments were entertained 
and quickly disposed of. Mr. Hitchcock sought to modify the 


“2 Tbid., p. 1037. 
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Owen bill by various proposals all of which were tabled. Of 
the amendments offered by Mr. Owen, which were the result 
of a Democratic conference, there were a great number merely 
designed to improve the wording of the measure; there were 
others bringing about slight technical changes and also some 
which showed the influence of the discussion by embodying 
views as they were expressed on the floor. It was provided, for 
example, that members of the Federal Reserve Board, includ- 
ing the ex-officio members, should be not eligible during the 
time they are in office and two years thereafter to hold any 
position or employment by any member bank. The reserve 
requirement behind the notes was increased to 40 per cent. 
All of these amendments were adopted after but little discus- 
sion with the exception of one, the additional provision, 
namely, which authorized the Board to employ attorneys, 
experts, etc., necessary properly to conduct the business. It 
-was attacked because, as opponents said, it would strengthen 
the partisan character of the Board by having its em- 
ployees appointed and not subjected to the civil service 
examination. However, it was defended on the ground that 
it would bé unfair and unjust to assume that the members of 
the Board would use their office as a means of rewarding 
petty politicians from one end of the country to the other. 
The necessity of getting the working machinery established 
as quickly as possible was urged. Mr. Owen furthermore 
pointed to the change in his draft, as against the House 
bill, in the omission of the provision that no more than two 
members should belong to the same party. It would have had, 
in his opinion, the undesired result of creating a bipartisan 
instead of a non-partisan Board. 

Among more important amendments adopted in the eve- 
ning, was the additional provision regarding the rediscount of 
agricultural paper running for six months. Some outside 
amendments were rejected, including Mr. Root’s upon the note 
issue and Mr. Bristow’s with his insurance fund provision. 
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Mr. Newlands tried to get rid of the limitation of reserve 
banks, “not to exceed 12 in all’; Mr. Cummins introduced an 
amendment providing for limited business between the reserve 
banks and individuals or corporations directly. Mr. Weeks 
wished to utilize the surplus earnings for the liquidation of 
the public debt. Mr. Burton offered a series of amendments. 
He was for. striking out the reserve suspension clause in the 
section on the powers of the Federal Reserve Board, and for 
omitting the provision which allows the Board to authorize 
member banks to use as reserves federal reserve notes; he also 
wanted to leave out a clause permitting eligible paper to 
count as part of the reserves. After all his amendments were 
rejected he offered to strike out all of the pending bill and 
introduced his own substitute, a bill which he had worked out 
on the principle of a central bank. All these amendments were 
rejected. 


Adoption of Bill 


Mr. Owen now moved the adoption of his own general 
amendment, which meant acceptance by the Committee of the 
Whole. It was agreed to and the bill was reported to the 
Senate. As according to the rules it was possible to introduce 
amendments in the Senate again, several amendments were 
introduced and again voted upon. Mr. Jones’s small amend- 
ment which was to give to the President the power of putting 
the employees of the Board under the civil service, was 
accepted. Mr. Bristow’s guaranty fund amendment was lost 
again; likewise Mr. Burton’s attempt to strike out the section 
authorizing the Board to appoint attorneys, experts, etc., neces- 
sary for the conduct of business. When Mr. Hitchcock moved 
for the adoption of his bill as a whole, after it was read 
again, it was rejected with a small margin. Mr. Hitchcock 
expressed his satisfaction at the debate and declared that he 
felt himself after all justified in voting for the Owen bill, 
which he considered an improvement over the House bill. Mr, 
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Weeks also assented to the Owen amendment. Not so Mr. 
Bristow, who could not decide to depart from his standpoint 
of objection. The amendment by Mr. La Follette, offered at 
the last minute, forbidding senators or representatives in 
Congress to serve on the Federal Reserve Board or at the 
directorate of the reserve banks, was accepted. 

The bill finally passed the Senate by 54 yeas to 34 nays. 


Recess Sought 

The closing of the Senate debate by a vote in favor of the 
bill and especially by the satisfactory margin by which it was 
passed had not been positively forecast until within a very 
short time of the final ballot. In order to defeat the measure 
the usual expedient of asking for a recess. had been resorted 
to by opponents shortly after the middle of December, the 
contention being urged that Congress had been in session for 
a great while and was desirous of returning home for the 
Christmas holidays. A careful canvass at that time seemed to 
show that the administration could not be sure of a majority 
of more than one or perhaps two members, with the probability 
that this majority would be lost if the members were to be 
allowed to return to their homes and to defer action accord- 
ingly. President Wilson accordingly let it be known that in 
no circumstances would he assent to such recess or adjourn- 
ment prior to the taking of a ballot. It was the last necessary 
exhibition of that firmness and inflexibility on the part of the 
Executive which was so primarily responsible in compelling 
the adoption of the Federal Reserve Act and which worked so 
well as long as there was a moderate party majority which 
required only the oversight of a taskmaster to keep them in 
working order. \ 

As the debate progressed, however, popular support had 
appeared more and more to veer to the side of the Federal 
Reserve Act. It is an unfortunate trait in American political 
life that nothing succeeds like success, and that when the 
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passage of a measure is assured there is usually a rush to side 
with the majority and so avoid the appearance of defeat. Yet 
as the federal reserve measure came to be more and more 
closely studied by bankers it appealed more and more strongly 
to the wiser among them. More and more it had begun to be 
recognized that the banking community, in order to get a 
genuine rectification of conditions, would have to consent to 
the surrender of the undesirable and dangerous elements which 
tended to vitiate the banking situation of the time. The con- 
viction deepened that perhaps this was as favorable a moment 
for a thorough reorganization as any and that since we had 
gone so far we had perhaps better carry the attempt through 
to a successful conclusion. It may well be that if the actual 
vote on the Federal Reserve Act had been deferred to a later 
session it would have been even more strongly on the side of 
the measure, although the chances against such an outcome 
and in favor of a serious modification of its terms as a condi- 
tion of its passing could not be ignored. The adoption of it 
without further delay was the part of political wisdom even 
had it not been urgent to end the unrest and uncertainty which 
had begun to develop among the financial community. There 
had been no time in all the previous history of the measure 
when it had stood so well with the nation at large as it did 
when it passed the Senate. True, the Senate Committee had 
greatly defaced and injured the measure, but public opinion 
when dealing with complex economic questions is necessarily 
prone to ignore details and to found itself largely upon broad 
essentials. The growth in favor which had been gained by 
the federal reserve measure was the result of a wider reading 
and a better understanding of its fundamental provisions. It 
implied the complete defeat of the selfish interests which had 
opposed its basic ideas and insured the successful remodeling 
of the measure in conference committee along lines which 
would eliminate its defects and preserve the more meritorious 
elements which had been developed during legislation. 


CHAPTER XXI 
CONFERENCE AND PASSAGE 


Importance of Conference Committee 


Inasmuch as the Federal Reserve Act as adopted by the 
Senate had assumed a form materially at variance with that 
which had been accepted in the House of Representatives, the 
work of the Conference Committee of the two houses assumed 
an unusual importance. As with all complex economic meas- 
ures, so also it was true of the conference on the Federal 
Reserve Act that the net outcome might be either: (1) the 
practical adoption of the bill as passed by the House; (2) the 
retention of the changes made by the Senate; (3) the 
adoption of some and the rejection of other important or 
significant alterations; or (4) the practical reconstruction and 
remodeling of the entire bill so as to substitute completely new 
provisions at essential points. Which one of these courses 
would be followed? 

It has become an article of faith with many, desirous of 
“saving face” or distorting facts in the interest of party or per- 
sonal advantage, that the result of the conference was either 
the second or the fourth of the alternative courses already 
indicated and that its net outcome was to substitute the Senate 
bill, with some entirely new provisions for that of the House, 
thereby practically “rewriting” or reconstructing an impossible 
measure whose danger and error had been fully demonstrated. 
In view of the widespread and reiterated assertion of this 
opinion, it is deemed necessary, by way of concluding this 
account of the legislative history of the Federal Reserve Act, 
to consider with more than usual detail the facts of the con- 
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ference and to indicate its results. This is called for not 
merely in order to complete the historical survey of the legis- 
lation already offered, but also to dispose if possible of widely 
diffused and erroneous notions relating to an essential phase 
of the development of the measure.’ 

In studying the outcome of the conference a beginning may 
be made by briefly reviewing the history of the conference, 
noting all those paragraphs or sections of the bill in which 
significant amendments had been made by the Senate and the 
outcome as it affected them. 


House Debate on Conference 


When it was announced in the House on December 20 
that the bill had passed the Senate with amendments, that a 
conference was requested and nine conferees appointed by the 
Senate, discussion first arose as to the number of conferees 
which the House was to appoint and as to whether or not 
instructions should be given to them. Mr. Glass asked for 
unanimous consent that the House disagree with the Senate 
amendments and agree to a conference. This was objected to 
for the reason that some of the members regarded the Senate 
amendments as preferable and desired to make sure that the 
House conferees should not undertake simply to defeat the 
Senate provisions. Mr. Hardwick thought it advisable to send 
a number of conferees equal to the number that the Senate 
had appointed, but Mr. Glass objected to: so large a number. 
Upon motion of Mr. Murray to concur in the Senate amend- 


1The facts in the case are of course wholly a matter of documentary record. 
They are found first of all in the Congressional Record, 64th Congress, 3d Session; 
in the conference report itself (Report of the Committee of Conference, Dec. 23, 1913, 
63d Congress, 2nd Session), in Mr. Glass’s address to the House when presenting 
the conference report, and in the comparative print of the bill which sets forth in parallel 
columns the Houses Senate, and conference drafts with typographical devices designed 
to show the exact scope of the changes made in the wording of the several drafts with 
portions omitted or inserted as the case may be. This latter document is of course 
final and official authority while the other sources already mentioned give the facts as 
presented before Congress after the conclusion of the conference sessions and as there- 
upon acted on in the final adoption of the measure. The text of the present chapter 
aims to do nothing more than to give a brief and condensed account of the data thus 


referred to, and verification from the authentic sources herein mentioned is of course 
easy. 


CONFERENCE AND PASSAGE SII 


ment, there followed a short discussion in which Mr. Glass 
pointed briefly to the changes in the Senate and their disas- 
trous effect if they should be accepted, Mr. Murray urging on 
the other hand what he considered the improvement made as 
regards agricultural paper and farm loans. The motion was 
lost. After a conference had been agreed to, Mr. Mann 
offered a motion instructing the managers on the part of 
the House to agree to the Senate bill with an amendment as 
follows: “Strike out all of the Senate amendment and insert 
in lieu thereof the following :’—the “following” being the 
Hitchcock substitute. This motion was not agreed to. How- 
ever, a substitute was accepted, introduced by Mr. Lever, 
instructing the conferees to agree to the provision of a Senate 
amendment extending the time on loans secured by agricul- 
tural products and on loans based on farm lands. 

The chair thereupon announced as conferees Messrs. Glass, 
Korbly, and Hayes. 


Conference Report 


The Glass bill was reported back by the committee to the 
House on the 22nd of December, and in opening debate upon 
it Mr. Glass gave a sketch of the changes which the bill had 
undergone in conference: 

The elimination by the Senate of the Secretary of Agri- 
culture and the Comptroller of the Curreney from the Organi- 
zation Committee and the substitution of two members of the 
Federal Reserve Board were regarded by the House conferees 
as impracticable and the old House provision again restored, 
leaving the organization of the system in the hands of the 
Secretary of the Treasury, the Secretary of Agriculture, and 
the Comptroller of the Currency. 

The elimination from the Board of the Secretary of A gri- 
culture was agreed to, but not so the proposition to eliminate 
also the Comptroller of the Currency, whom the House con- 
ferees thought by virtue of his official duty peculiarly well 
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suited for membership on the Board. The terms of office 
were to be 10 years instead of 6, as originally provided for in 
the House bill and the salaries were to be $12,000 instead 
of $10,000. 

As to the number of reserve banks, the House conferees 
yielded to the Senate, making the number not over 12. 

The Senate provision decreasing the subscription to the 
stock of the reserve banks from 20 to 6 per cent of capital 
and surplus of member banks was agreed to. 

The changes as to the division of earnings were accepted 
as far as they concerned the increase of the dividend to mem- 
bers from 5 to 6 per cent and an increase in the surplus fund 
from 20 to 40 per cent. The insurance fund provision of the 
Senate, however, was rejected “as being a mere pretense of a 
deposit guaranty.” 


The view of the House conferees was, that when we 
have, if ever we shall have, a deposit guaranty law, the tax 
should be assessed against the banks; that the banks in that 
event, should be required to guarantee their own depositors; 
and that not a dollar of the funds of the United States Gov- 
ernment should be applied to that purpose.” 


As regards the powers of the Reserve Board, the House 
conferees insisted upon a restoration of the requirement that 
at least 5 members of the Board concur in any resolution to 
order rediscounting to occur between reserve banks. 

‘The provisions of the Senate extending the time limit of 
certain agricultural paper were accepted in accordance with 
the previous instructions by the House. 

The House conferees yielded to the plan of increasing the 
reserves from 33 1/3 to 40 per cent, but modified the reserve 
requirements for individual banks, so that, while they were 
somewhat less exacting than in the House bill, they were much 
more so than they were in the Senate amendment. 


The bond refunding provision, which had been radically 


* Record, Vol. 51, Pt. XVII, p. 562 (Appendix). 
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altered by the Senate, was somewhat modified, to make prob- 
able the retirement of at least $300,000,000 of the bond- 
secured currency within a period of twenty years and the 
possible retirement of $500,000,000, based upon a gold reserve 
and commercial assets, expanding and contracting automati- 
cally with the business requirements of the country. 

The House bill, which had provided that exchanges should 
be made at par and charges for collection not exceed the 
actual cost, had been modified by the Senate, so as to leave it 
solely within the discretion of the Federal Reserve Board, to 
fix the charges to be collected by member banks. While the 
House conferees did not succeed in entirely restoring the pro- 
vision as it left the House, they largely restored the old 
language, improving the amendment made by the Senate in 
essential respects. 

The House conferees yielded as to government deposits. 
They accepted the Senate provision making it optional with 
the Secretary of the Treasury to deposit the government funds 
in the reserve banks. Said Mr. Glass: 

It is scarcely thinkable that we shall ever have a Secre- 
tary of the Treasury who would not so exercise the discre- 
tion conferred upon him by the bill, as now reported, as to 


carry out the real purpose, which the House had in view 
when it made this provision mandatory.° 


Mr. Glass’s View 


In concluding, Mr. Glass gave a brief summary of the. 
changes, which is herewith quoted in full: 


1. The House conferees restored the Secretary of Agriculture and 
Comptroller of the Currency to the organization committee. 

2. The House conferees restored the Comptroller of the Currency 
to the Federal Reserve Board, giving the President power to appoint 
5 members with 1o-years term instead of 6 with 6-years term. 

3. The House conferees struck out the provision from the Senate 
Bill authorizing domestic acceptances. 


3 Tbid., p. 563 
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4. The House conferees threw out the so-called “insurance of 
deposit” provision. 

5. The House conferees threw out the Senate provision per- 
mitting Federal reserve notes to be used as reserves in the individual 
banks. : 

6. The House inserted a provision requiring that the net earn- 
ings going to the Government should be applied to the gold redemp- 
tion fund or to the reduction of the bonded indebtedness of the 
United States. 

7. The House inserted a provision requiring that branch banks 
shall be operated by a board of seven directors, having the same 
qualifications as directors of the Federal reserve banks, four to be 
appointed by the parent bank and three by the Federal Reserve Board. 

8. The House altered the Senate reserve features so as to extend 
the transition period from two to three years, as was provided in the 
House bill. 

g. The House so altered the Senate reserve provision as to require 
that at least one-third of the reserves of country banks should be 
held in the vaults of the local banks, whereas the Senate provision 
permitted all the reserves to be held in the vaults of the reserve bank. 

10. The House conferees practically restored the collection at par 
of checks and exchanges. 

11. A new section on bank examinations was written, omitting 
some of the objectionable provisions put in by the Senate. 

12. The House conferees so amended the Senate bond provision 
as to require the retirement over a period of 20 years of about 
$300,000,000 of the bond-secured national-bank notes whereas the 
Senate amendment did not provide for the retirement of more than 
$125,000,000. 

13. The House conferees threw out the provision prohibiting 
directors of the Federal reserve banks, class B, from being stock- 
holders of any bank, and practically restored the House provision 
requiring directors of this class to be selected from a list supplied 
by the member banks. 

14. The House conferees practically restored the House restrictions 
in the matter of requiring one Federal reserve bank to rediscount for 
another Federal reserve bank. 

15. The House conferees limited the denominations of the notes 
to be issued to $5 minimum, striking out the $1 and $2 provision of 
the Senate, which, it was contended, would cause inflation. 

16. The Senate provision fixing the number of banks at not less 
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than 8 or more than 12 stands, as against the House provision making 
the number not less than 12. 

17. There was a compromise on the minimum capital, the Senate 
bill requiring $3,000,000 and the House bill $5,000,000. The capital 
was finally fixed at $4,000,000. 

18. The Senate provision striking the Secretary of Agriculture 
off the Federal Reserve Board stands. 

19. The Senate method of balloting for directors was retained. 

20. The Senate increase of gold reserve behind the note issues to 
40 per cent, with a graduated tax for falling below that amount, 
stands. 

21. The method of raising the capital of the Federal reserve banks 
on capital and surplus of member banks instead of on capital alone 
was retained in the Senate amendment. 

22. The Senate increase of salaries of members of the Federal 
Reserve Board from $10,000 to $12,000 is retained, as is the altera- 
tion in the term of service from 6 to Io years. 

23. There were several hundred alterations of the text of the 
Senate amendment. 


Mr. Glass pointed out that there were a number of minor 
alterations in the text of the House bill, but none in its essen- 
tial features. ‘‘But, in the last analysis,” said he, “the measure 
here presented as the conference report upon the disagreeing 
votes of the two houses is in all fundamental respects the 


Z 


House currency bill.’’* 


Opposition of Republicans ‘ 

When Mr. Hayes complained of the method of procedure 
in the conference, alleging that the minority conferees on the 
part of the House and on the part of the Senate were not 
called to share in the conference until the final moment, 
when it was moved to report the bill, Mr. Glass pointed to 
the fact that the minority conferees were repeatedly and 
“almost appealingly”’ invited to offer any suggestion or amend- 
ment they might have in mind. Mr. Hayes’s dissenting atti- 
tude towards the bill had not changed. He could not agree 
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with his colleagues who regarded the provision on farm loans, 
now incorporated in the bill, as effective. Only a small per- 
centage of the capital stock of the smaller banks in the country 
could be loaned to farmers. “No commercial bank of any kind 
will do this, so it will prove to be nothing but a gold brick 
thrown for political reasons to the agriculturists of the United 
States to make them think that there is something in this bill 
that will take care of their interest.”*° The one provision— 
Section 7—which would have benefited the agricultural inter- 
ests of the country, was struck out. National banks could 
have established savings departments which would have made 
available many millions of dollars to the farmer. The new 
refunding provision, throwing upon the reserve banks the 
sole burden of refunding the 2 per cent government bonds, 
was also, in Mr. Hayes’s view, against the purpose of the law, 
which was to make liquid and consolidate the reserves of the 
country. Another fundamental error, in his opinion, was the 
elimination of the provision that not more than two members. 
of the Reserve Board should belong to one political party. 

Again and again the familiar objections of former months 
were expressed by a number of other minority members, while 
majority representatives on the other hand expressed confi- 
dence that the measure would have a most beneficial result 
upon the business of the country. Eventually, however, the 
conference report was agreed to by a vote of 298 yeas against 
60 nays, with 6 members not voting. 


Conference Report in Senate 


The victories won by the House conferees were considered 
defeat in the Senate. Indeed, the conviction was expressed by 
several Senators that the conferees named by the other body, 
by their successful insistence upon their own ideas, had become 
the ultimate authors of the new legislation. It seemed to hurt 
the Senate most that the deposit insurance fund provision had 
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been stricken out. Messrs. Reed and Shafroth defended their 
position by explaining that this was practically a “last ditch” 
position on the part of the Senate conferees, and that other- 
wise the discussion would have come to a point where dis- 
agreement would have been reported.and the passage of the 
entire measure delayed. 

The real point at issue, however, was the method of pro- 
cedure followed in the conference. The minority members in 
the Senate.as in the House complained of the partisan way of 
dealing with the matter. Mr. Owen, however, after giving a 
detailed account of all the happenings before and at the con- 
ference, pointed to the ample opportunity afforded to the 
minority conferees to express themselves. The latter none 
the less felt offended because they had not been taken into 
consultation in the preliminary work. Mr. Owen concluded: 


However we may argue this matter and indulge in rhetoric 
and in suggestions for and against across the aisle, I think 
it at last comes down to the question that under our present 
form of Government, where we are moving under party 
organization, there is no escape from party responsibility and 
the plain common-sense duty of the party to act through its 
organization in the management of matters for which the 
party feels a party responsibility.° 


Of all the many prophecies and predictions of the outcome 
then indulged in, Mr. Williams’ remark was possibly most to 
the point : 

If this is a good bill, a sound bill, and will accrue to the 
prosperity of this country, the country will stand up and call 


us blessed. If we have made a mistake, the country will 
rise up and call us accursed. That is all there is to it.’ 


The conference report was agreed to in the Senate with 43 
yeas against 25 nays and 27 not voting. 
It is possible to summarize the chief conference changes 


© Tbid., p. 1487. 
7 Ibid., p. 1476. 
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briefly in condensed form somewhat as follows,* and thus per- 
haps to make them more easily comprehensible : 


(1) Introduction of provision for sale of stock in federal reserve 
banks to the public in the event that not enough banks subscribed for 
the stock to furnish an adequate capital in any given district. 

(2) Provision for alternative voting in the choice of directors of 
federal reserve banks so as to insure prompt election. 

(3) Reduction of number of federal reserve banks to not more 
than 12, as against the “at least 12” of the House bill. 

(4) Elimination of requirement that all national banks recharter. 

(5) Broadening of powers of Federal Reserve Board and modifi- 
cation of language relating to rediscounts between federal reserve 
banks, so as to render such rediscounts easier than was intended, by 
the House bill. . 

(6) Provision that the Secretary of the Treasury. might, not ae 
deposit public funds in reserve banks. 

(7) Reduction of reserve requirements placed upon member banks 
under House bill. 

On the other hand, the following important points were yielded by 
the Senate in the conference: 

(1) Omission of. provision that holders of stock sold to private 
individuals (if any) should have voting. power in directorates of 
federal reserve banks and elsewhere. 

(2) Elimination of guarantee of bank deposits, by use. of surplus 
earnings. 

(3) Elimination of provision that federal reserve bank notes 
might be counted in reserves of stockholding banks. 

(4) Restoration of provision that many classes of checks Shanta 
be collected at par throughout the country, and that where such par 
collection was not enforced the charge for making collection should be 
fixed by the Federal Reserve Board. 

(5) Elimination of domestic acceptances, thereby excluding them 
from use by. stockholding banks and from  rediscount by federal 
reserve banks. 

(6) Modification of reserve requirements as formulated by the 
Senate so as to require actual cash reserves in the vaults of country 
banks (the Senate having entirely dispensed with such reserves after 
twenty-four months from date of the passage of the act) and general 


acide Banking, 1916, “The Federal Reserve Act,” by H. Parker Willis, 
p. 248. ‘ 
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stiffening of reserve requirements made by the Senate, although the 
final language still constituted a reduction below. the House provision. 

(7) Reduction of period of maturity for which discountable paper 
might run. 

While many other points of modification and concessions on either 
side might, of course, be enumerated, it is believed that the foregoing 
presentation is representative and shows sufficiently well the nature 
of the conference work and the character of the points conceded on 
either side. Assuming that such a fair or representative selection has 
been made, it is evident that the work of the conference resulted in 
the establishment of the House contentions at nearly every essential 
point, the exceptions to such a remark being found in two main par- 
ticulars: 

(1) The reduction in the number of reserve banks and _ their 
limitation to not more than 12 at any time. 

(2) The provision that public deposits might or might not be made 
in the reserve banks at the discretion of the Secretary of the Treasury. 


Signing the Act 

Final action of the Senate and House on the conference 
report left only the signing of the measure to complete the 
legislation and make it a law. President Wilson actually 
affixed his signature late on the 23rd of December, the measure 
taking effect immediately, although its terms could go into 
actual operation only after the lapse of months had permitted 
the processes of organization provided for in the terms of the 
measure to be carried through to completion. It was with 
peculiar gratification that the President signed the new measure, 
recognizing as he undoubtedly did that the adoption of the 
measure in the form that had been given to it by the House— 
substantially the form that it had assumed during the period 
of discussion which had preceded its introduction—was a per- 
sonal triumph for himself. He did not, however, fail to give 
due recognition to the conspicuous service that had been ren- 
dered by Chairman Glass, addressing to him the letter quoted 
at another point (page 535). Secretary McAdoo also, whose 
relation to the legislation had been so checkered, paid generous 
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homage to the work of Mr. Glass, and the recognition of public 
service’ which has been granted by the head of the nation was 
only the beginning of a general burst of applause which became 
national in its scope.. Many who had opposed the legislation 
from start to finish and had done their utmost to defeat it 
now found that it embodied beneficial principles and was in 
the main heartily to be commended. Letters and telegrams 
in great numbers flowed in upon Chairman Glass and their 
language was without exception laudatory and complimentary 
in the highest degree. If the congratulatory expressions were 
to be taken as worth even a small fraction of their face value 
it would have been fair to conclude that the financial com- 
munity as a whole was not merely pleased, but overjoyed at 
the adoption of the long-contested enactment. But the proof 
of the pudding was to be found in the eating. 


CHAPTER XXII 


THE FEDERAL RESERVE ACT—RETROSPECT 
AND PROSPECT 


Certain Questions to be Answered 


The passage of a number of years since the adoption of 
the Federal Reserve Act has undoubtedly raised certain ques- 
tions in many minds, and, at recurring intervals: Who was 
responsible for the act? Was this measure a success? Did 
President Wilson do right in demanding and insisting upon 
the adoption of the law which had proved itself so repugnant 
to the community as a whole and whose support was found 
only sporadically? The answer to these questions has been 
variously given and various answers can be found in the writ- 
ings of given individuals. Public men, and even the rank 
and file of publicists, are prone to change their opinions as 
conditions change and to be greatly influenced by success. 
During the first two years of the working of the Federal 
Reserve Law it received but little recognition, although, as 
will later appear, it probably grew slowly in public approbation. 
During the years after the entry of the United States into the 
European war and during the period of financial disturbances 
which ensued upon the close of the war, the great service of 
the reserve system was unquestioned, and a fulsome type of 
adulation was substituted by many for the bitter partisan 
criticism they had offered in the first instance. Still later, the 
measure entered upon an era of complaint and attack through 
which it is still passing. It is probably fair to say that there 
has been thus far no general, well-considered, or practically 
universal, verdict as to the success or failure of the Federal 
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Reserve Act. Mythical statements about the origin and source 
of the measure have been common, and but little careful study 
has been given to it even among those who have professed 
to be most concerned with the sound development of our bank- 
ing system. 


Net Result of Measure ) 

It is therefore worth while in concluding the foregoing 
review of the history and origin of the measure to consider 
briefly and in summary form the net outcome of the legisla- 
tion and the extent to which it might fairly be regarded as the 
successful termination of a controversy which had then lasted 
in active form for about two decades. Reviewing the history 
of the law, and comparing the various early drafts of the 
measure with the form which it finally assumed, the following 
conclusions seem to be fully warranted, and are considered 
defensible on the strength of the data which have already been 
assembled and presented to the reader. 

1. The Federal Reserve Act was finally adopted in sub- 
stantially the general form in which it had been. originally 
introduced. Changes had been of relatively minor character, 
and in no case had they altered the essential structure or plan 
of the bill, as first drafted for the House Committee. 

2. As thus adopted, the Federal Reserve Act embodied the 
most valuable and useful ideas which had been worked. out 
during the currency and banking discussion subsequent to 
1893. Prominent among these were the notions of concentra- 
tion of reserves, issue of notes upon the basis of business paper, 
refunding of United States circulation bonds, and establish- 
ment of mutual supervision by the banks of the country. To 
these it added new ideas not previously developed, including 
the “regional” idea, the gold settlement system, and others. 

3. The act, on the other hand, contained at least nominal 
concessions to some of the unsound or unwise ideas which had 
taken root in American banking politics during the same 
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period. Among these are to be mentioned the notion of bank 
notes as a government currency, the power on the part of the 
government to intervene continuously and steadily, in the 
operation of banking, and to shape discount rates for class 
reasons, as well.as the general effort to establish a still fur- 
ther and more elaborate red-tape control over banking. These 
objectionable features had been kept no doubt to a minimum 
and had, too, in many, ways been robbed of their most dan- 
gerous qualities. Nevertheless they were present and, as 
time was to show, were certain to produce the unfavorable 
results to which their inherent nature had to give rise. 


Conclusions as to Origin 


The study of the final product embodied in the Federal 
Reserve Act in comparison with other measures also leads 
undoubtedly to the following conclusions : 

1. The Federal Reserve Act was not a copy or derivative 
of any other single bill. 

2. It had little or no relationship in. principle to the so- 
called Aldrich bill, although it in various places made use 
of the language of the Aldrich bill on matters relating to 
banking technique. 

3. It was not derived from, or modeled after, or efuesten 
even in the most remote way by other bills or proposals cur- 
rently put forward from private sources, but, on the contrary, 
it was itself the pattern from which a host of imitators sought 
to copy. 

4. It was not an “original proposal” in the sense that it 
embodied anything new in regard to banking principle, but, 
on the contrary, it was the digested product of elaborate and 
careful study of European banking experience as adapted to 
American necessities and requirements. 

5. It was a measure which undoubtedly held out to the 
various banks great opportunities of new profit, since they were 
relieved of unduly burdensome reserve requirements and were 
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in many ways protected against costly and difficult necessities 
growing out of recurring stringency or business difficulty. 

6. It offered a great protection to the public by insuring 
against banking suspension and by tending to “smooth out,” 
and unify, rates of discount the country over; and it was par- 
ticularly a safeguard to the interests of the agricultural popu- 
lation, since it insured them abundant access to credit for 
marketing under conditions which were certainly reasonable. 

7. In addition to these qualities the Federal Reserve Act 
also provided a very great and much needed reform in the 
conduct of the government’s fiscal affairs and furnished a 
means whereby the unnecessarily expensive and disturbing 
Treasury system could be ended. 


Authorship of the Act 


The question of the authorship of the Federal Reserve Act 
has been many times referred to during the eight years which 
have passed since its adoption, and it has already become the 
center of a multitude of erroneous statements. The author- 
ship of any large piece of work which has engaged the atten- 
tion, first and last, of many minds is always open to some 
doubt and differences of opinion. It is, moreover, usually a 
matter about which controversy is ungraceful and should, if 
possible, be avoided. In the case of the Federal Reserve Act, 
the issue has a more than ordinary importance because of the 
fact that the real authorship has been variously ascribed to 
members of the so-called “Money Trust,’’ and by virulent 
anti-Semites like Mr. Henry Ford to international groups of 
“Hebrew bankers.’ On the other hand, the authorship of 
the measure has been ascribed in Congress to various indi- 
viduals who represented definite political tendencies or sections 
of opinion. It is unquestionably in the interest of historical 
accuracy that a careful statement of the facts in the case should 
be made, with a view to placing on record as definitely as pos- 
sible the circumstances under which the measure originated. 
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In preceding chapters pains have been taken to trace the 
history of the Federal Reserve Act from its initiation to its 
adoption, and it should be plain from the facts and data there 
given what were the several steps by which the measure was 
developed. The purpose of the present survey, therefore, is 
merely to draw together some conclusions founded upon the 
general body of detail already supplied and specifically to meet 
certain assertions which have been made in various quarters 
concerning the measure. 

In the study of every piece of legislation, which is the out- 
growth of a long period of discussion, “authorship’’ must be 
considered from two standpoints—that of the indirect sources 
or origins of data, and that of the direct or immediate sources. 
We may take these two phases of the situation in their 
order. 


Mode of Preparing the Bill 

In a foregoing chapter, it has been seen that the prepara- 
tion of the Federal Reserve Act was carried out through a 
comparison and careful analysis of a considerable number of 
preceding bills or drafts which had become common property 
during the twenty years preceding its preparation, and that 
further elements in it had been derived from a study of for- 
eign banking legislation. The basic elements or ideas which 
may thus be said to have been common for many years past 
to nearly all measures that dealt with the subject at all may be 
enumerated in skeleton form about as follows: 


1.. Retirement of bond-secured national bank currency and 
substitution. of an issue corresponding in volume to 
business requirements. 

2. Joint or co-operative association of the banks of the 
country in some type of organization through which 
common action could be obtained. 

3. Rediscounting of paper by this common or joint organi- 
zation for its members. 
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4. Issue of notes by the association in favor either of the 
public or of its member banks, or both. 

5. Joint inspection or examination of members by the cen- 
tral organization. 

6. Holding of government funds and probable performance 
of duties as fiscal agent to some extent by the central 
organization. 

7, Participation in or leadership of a home discount market. 


As has been stated, practically all of these features were 
found in the principal currency reform or banking reform 
bills of the two decades prior to 1912. Substantially all of 
them appeared in the so-called Aldrich bill which was the 
immediate predecessor of the Federal Reserve Act. All of 
them appear in one form or another in the Federal Reserve 
Act. In so far as the “authorship” of these facts or ideas was 
derived from earlier bills, it may therefore fairly be said that 
the Federal Reserve Act “drew upon” these earlier measures: 
It did not draw upon any one of them more specifically than 
upon any other for its general features, but it drew upon a 
common stock of ideas upon which the authors of previous 
bills had themselves drawn and to which they contributed in 
their work. 


Relation to Aldrich Bill 


Least of all did the Federal Reserve Act draw upon the 
Aldrich bill for its broader concept.t. It has been remarked at 
various places throughout the preceding chapters, and may be 
emphasized at this point, that the underlying thoughts of the 
Aldrich bill were in many respects out of harmony with those 
immediately preceding measures of legislation, and that the 
Glass bill or Federal Reserve Act was a reversion to the more 
direct line of descent from the earlier measures that had pre- 
ceded the Aldrich bill. This, however, did not prevent the use 


1 Former Senator Hansbrough, in a letter to the New York ‘Times, published 
August 18, 1920, gave a critique of the Federal Reserve Act. The letter is repro- 
duced as Appendix A to this chapter. 
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of such features of the Aldrich bill as were considered to be 
desirable or.even in various places the use of language drawn 
from or modeled after the language implied in the Aldrich 
‘bill. Whenever it was felt that such language could be used 
‘to advantage, that use was, made of it, because of the. fact 
»that the Aldrich bill had enlisted the careful attention and 
thought.of many preceding students who had labored upon it 
-and had here and there produced expressions or phrases which 
-seemed well adapted to their purposes. At times it was neces- 
sary|to insert a “not” before some provision of the Aldrich 
. bill, which had been taken over, or: otherwise to introduce a 
prohibition rather than a permission with reference to some 
. banking function, due to a difference in point of view as 
between those who were interested in the Federal Reserve Act 
and those who had framed the Aldrich bill. The Aldrich bill 
in many particulars indicated what was sought or desired by 
interests which were considered inimical to the public welfare 
,and it was a very substantial service in the framing of the 
- Federal Reserve Act because it showed what was to be guarded 
against in sundry important particulars. Perhaps this was the 
most effective way in which the Aldrich bill was “used” or 
“drawn upon’ in the framing of the Federal Reserve Act. 


Use of Technical Provisions 

There was another reason for the use of Aldrich bill lan- 
_ guage at certain points. It had been recognized from the 
_beginning that one of the familiar arguments used by some 
. figures in the banking world for the purpose of discrediting or 
attacking given bills was to stigmatize them as “amateurish.” 
This amateurishness was usually regarded as applying in mat- 
ters of important detail or technique. By using language 
_which had been itself employed or vouched for by this banking 
group the charge of amateurishness was largely nullified or 
offset—a condition which proved of very material assistance at 
various stages in the course of the development of the Federal 
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Reserve Act. Legislators or administrators who had been 
frightened by statements that provisions in the Federal Reserve 
Act were “dangerous,” “loosely drawn,” the work of “news- 
paper men,” and by other methods of the same sort, were 
greatly reassured when shown that, so far as technique was 
concerned, a nice regard had been paid to the provisions of the 
Aldrich bill, which itself was regarded by bankers as the best 
product which they and their expert staff could turn out. This 
probably furnishes a sufficient review of the general attitude 
adopted toward the Aldrich bill by the framers of the Federal 
Reserve Act. It is worth while, however, to enumerate in 
detailed form the principal particulars in which the Aldrich 
bill essentially differed from the Federal Reserve Act, and 
from other plans of the same general description. 


Differences of Principle 


1. The Aldrich bill was fundamentally based upon German 
experience, while the Federal Reserve Act was based upon 
British experience primarily and upon the experience of the 
British colonies. 

2. The Federal Reserve Act adhered to the American prac- 
tice of refusing a position in our reserves to the note currency 
and of assigning that function entirely to deposit credits with 
the central reserve institution. The Aldrich bill followed the 
opposite plan. 

3. The Federal Reserve Act endeavored to give to the con- 
stituent member banks a democratic kind of self-government, 
while the Aldrich bill ee for control in proportion to 
capital. 

4. The Federal Reserve Act ended the old reserve city 
deposit system with its “‘pyramided” reserves. The Aldrich 
bill would have retained it save in so far as it might be volun- 
tarily abandoned. 

5. The Federal Reserve Act in its eventual form placed the 
central or head office function of the system in the hands of a 
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Board of presidentially appointed officers, while the Aldrich 
bill, although giving a voice to the government, retained the 
essential control in the hands of the bank. 

6. The Federal Reserve Act located a self-governing head 
office in each of the 12 districts into which the country was 
divided, while the Aldrich bill placed a branch in each of the 
15 districts which it recognized, and established over them a 
central banking institution. 

7.'The Federal Reserve Act followed a distinct plan of its 
own in connection with clearances and collections, while the 
Aldrich measure simply called for the general exercise of 
clearing functions by the central reserve bank in such way as 
might presumably be established by its management. 

Much detail might be afforded concerning the numerous 
differences between the two measures, but all that is sought 
here is to clear up the general question how far in spirit and 
purpose the one measure was a duplicate of the other. Broadly 
speaking, it may be stated that no such duplication existed— 
bearing in mind what has already been said of the use made 
of the Aldrich bill in connection with the process of drafting. 


Relation to Fowler Bill 

The statement has from time to time been made that the 
Federal Reserve Act was a duplicate of the Fowler bill of 
1910 and Mr. Fowler himself, although a very severe critic 
of the Federal Reserve Act, has had this to say: 

The first draft of the Federal Reserve Act was made by 

Mr. Fowler who introduced the bill on March 29, 1910, and 

made an extended speech on the measure. ... . 

At an earlier point in the present volume extensive com- 
parison has been made between the Fowler bill, the Muhle- 
man measure, and the Aldrich bill and it would seem that no 
repetition of this analysis need be made at this point. About 


2 Charles N. Fowler, “The U.S. Reserve Bank, the Fundamental Defects of the 
Federal Reserve System and the Necessary Remedy,’ Hamilton Book Co., Washing- 
ton, D. C., January 1, 1922. 
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the same may: be said with reference to the Fowler measure 
in a general way that has just been said with reference to the 
Aldrich bill, except that, as already stated, the Federal Re- 
serve Act may be regarded as much more nearly a lineal 
descendant of the Fowler bill and other measures than of the 
Aldrich bill. On the other hand the Fowler bill lacked, as did 
many of the earlier measures of its author, in technique and 
care of detail and it therefore provided no specific provisions: 
which, it was felt, could with advantage be used in the draft- 
ing of the Federal Reserve Act. 


Work of P. M. Warburg 

Many writers and speakers have ascribed the drafting of 
the Federal Reserve Act largely or wholly to Mr. Paul M. 
Warburg, then a member of the banking house of Kuhn, Loeb 
and Company and subsequently a member of the Federal Re- 
serve Board. So far as the present writer knows, Mr. War- 
burg has never made any statement regarding the authorship 
of the act from any point of view. His relation to it as 
shown by the documents and events of the time was simply 
that of a critic, as shown in the foregoing chapters—and a 
critic whose recommendations were not adopted.* 


Senator Owen’s Work 


Senator R. L. Owen, the chairman of the Senate Banking 
and Currency Committee, has also made various speeches on 
the same subject. While some have been made on the floor 
of Congress, the peculiar conditions which surround such 
utterances may have tended somewhat to color them and it is 
probable that his more considered views are to be found in 


® Because of the constant misstatements on this topic Mr 
1915, wrote a letter to the New York World which is Bante oe ea ane at 
this chapter as a matter of justice to Mr. Warburg and all concerned What Mr. 
Warburg thought is shown by a letter he wrote to Chairman Glass likewise re ro. 
duced in Appendix B, which is of some interest also for the forecasts it renting 
th also a Pape el aE ack nip earlier views. Mr. Warburg’s view of 
$ s ven in his “ i anki 
mittee, August 1, 1914, eonideniiatly printel hee Petra tes haar anne a 
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his regularly published writings. Turning to this source for 
information, the following statement is to be found :* 
During the preceding winter (1912-13) Hon. Carter 

Glass, Chairman of the Committee on Banking and Currency 

of the House of Representatives .... had made a_pre- 

liminary draft which he had submitted to President-elect 

Wilson. I was advised that this draft had met with the 

tentative approval of the President. Mr. Glass gave me a 

copy of this draft and his notes thereon which I have pre- 

served. I too made a draft incorporating the principles I had 
advanced in 1908 and these two proposals became the basis 

of discussion in framing the Federal Reserve Bill which 

finally became the Federal Reserve Act. 

As to this perhaps the only comment that is necessary is 
to refer the reader back to Chapter XII of the present volume 
in which the history of Senator Owen’s participation in the 
preparation of the act is given in detail as an element in the 
history of: the Glass bill. The Owen bill (issued after the - 
Federal Reserve Act had been placed in Mr. Owen’s hands)? 
is printed in the present volume as Appendix VII. The sub- 
sequent history of Senator Owen’s relation to the measure, as 
the reader is aware, will be found in the foregoing pages at 


various points. 


Contributions of Colonel House 

Various statements from time to time have been put for- 
ward concerning the active participation of President Wilson 
and of Colonel House in connection with the preparation of 
the Federal Reserve Act. In an earlier chapter it was shown 
that the Glass bill had been drafted before President Wilson 
took office, and that the preliminary draft was shown to him 
on December 26, 1912, a final draft being presented to him 
at Trenton toward the end of the fcllowing February, the 
measure being indorsed by him as thus finally shaped under 
the leadership of Chairman Glass. President Wilson’s serv- 


4 Robert L. Owen, The Federal Reserve Act (1919), D. 74. 
5 See Chapter XII. 
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ice to the country, important and absolutely fundamental as it 
was, had nothing to do with the development of any essential 
features of the measure and his most important effect upon 
its content was seen in the change made for the purpose of 
satisfying the Bryan element in the administration and in 
Congress. This statement in no wise underestimates the im- 
portance of President Wilson’s service in connection with the 
adoption of the law—indeed it could never have become an 
act without his steady, persistent, and insistent support of it. 
It is merely a statement that his service did not consist in 
originating the ideas of the measure but in securing their 
adoption. As for Colonel House his only relation to the bill 
was found in the various sporadic efforts made by him to 
focus criticism upon it.° 


The Citizens’ League 


The National Citizens’ League or its officers have at 
various times been spoken of as originating the Glass bill 


6A different view, however, is given in the authorized biography of Co'onel Hotse, 
“The Real Colonel House,” by Arthur D. Howden Smith, where it is stated that the 
welfare and content of the Federal Reserve Act was constantly upon his minu. 
Colonel House was in Europe during the time that the act was passing through’ its 
most critical stages, while, as already seen, the measure had been fully drafted before 
the Wilson administration came into power. Mr. Smith says on page 142: 

“Now, the Currency Reform bill was the project of the Administration in which 
Colonel House took deepest interest. He was not a banker, you will remember. But 
for many years he had been studying financial conditions in the United States, and he 
had come to the conclusion long before this that there was something radically wrong 
with existing institutions. He had noted the liability of the country at intervals to 
blind, causeless panics, starting in sudden bursts of unreasoning fear, which swept 
all before them. He had noted the absence of any concrete financial machinery to be 
put into use to meet such emergencies. He had noted the unbalanced distribution of 
banking power and the tendency of the country as a whole to lean on the authority of 
the group of big bankers in the Eastern cities, with the inevitable result of placing in 
the hands of these men practically unlimited power for good or ill.” 

On page 143 Mr. Smith says: 

“When Congress met Colonel House went to Washington and held a conference 
with Representative Carter Glass, of Virginia, who was to have charge of the pro- 
jected bill in the House; Senator Owen, of Oklahoma, its sponsor in the Senate, and 
Secretary McAdoo. These three men went at the problems presented by the bill in 
very different ways, and each produced suggestions of great value. But none of them 
contributed more to it as finally enacted than did the President. Indeed, without the 
President’s keen brain and helping hand, the measure might well have failed, or at 
least, gone through in feebler form. Never was Mr. Wilson’s genius for leadership 
more clearly demonstrated. Colonel House’s part in the transaction was, as custom- 
ary with him, that of bringing opposing views into line, preventing disagreements, and 
interpreting advice and criticisms from all classes of men and all parts of the 
country.” 

An imaginative account of President Wilson’s relation to the measure is also given 
in J. P, Tumulty’s ‘Woodrow Wilson as I Know Him” (pp. 174-5). Mr. Tumulty 


places the conference on the bill on “one of the hottest days in June.” It, however, 
occurred, as above noted, in December. 


ea 
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and again as having supported or indorsed the Aldrich bill. 
Exactly how far the League had officially committed itself 
to the Aldrich bill has never been established. There was a 
prevailing opinion that the leaders in the organization were 
quite definite in their support of that measure, and report 
had it that they had so instructed their subordinates. Whether 
this be true or not it is undoubtedly a fact that during. 1912 
some elements in the organization had became disposed to 
give up the effort to obtain the original form of the Aldrich 
bill, provided that something more or less satisfactory to them 
could be substituted for it. When the Glass sub-committee 
was first reported as having the question of banking reform 
under consideration Professor J. Laurence Laughlin, then 
chairman of the executive committee of the Citizens’ League, 
wrote proposing that he be allowed to furnish the committee 
with a bill presumably on behalf of his organization. Condi- 
tional upon the acceptance of this bill he thought it probable 
that he could obtain the support of the Citizens’ League and 
of the American Bankers Association for the plan. In a 
letter which was written on December 24, I912, he said in 


part: 

What I am trying to do is to get general agreement on a 
bill Glass can approve .. . . If Glass’s committee could come 
up to something like this measure’. . . . I am sure we could 
put behind it the support of the League, the American 
Bankers Association, and the National Chamber of Com- 
MOR, | ees Is it not well for Glass to welcome such sup- 


This bill when received by Mr. Glass was filed with the 
numerous other bills which had been transmitted to the Com- 
mittee and received the same consideration that was accorded 
to all measures so presented. Neither Mr. Glass nor the Com- 
mittee ever considered the idea of accepting this or any other 
bill presented by an outside interest as the basis of their work 


7 The Glass bill, as seen in the foregoing chapters, received the support of none 
of these organizations, 
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and none such was ever used in that way. The bill in question 
has never been published as submitted to the Committee. It was 
succeeded by various drafts constituting a series of proposals 
which came to the Committee from time to time and were filed 
as in the case of all others. There was thus at no time any one 
accredited bill before the Committee representing the views 
either of Professor Laughlin or of the Citizens’ League. The 
original Citizens’ League bill, filed with the Committee by 
Professor Laughlin, as just explained, was prepared after 
conference with Mr. Glass in which the latter in response to 
questions had stated, as he did to every other authorized in- 
quirer,® the main outlines of the scheme upon which the Com- 
mittee’s expert was working, and the bill as originally filed ap- 
parently was intended to put the views of the Citizens’ League 
into a frame or shape similar to that tentatively favored by 
the Committee and thus to obtain a more favorable hearing 
for them. 


cd 


Other Contributors 

As for the multitude of others whose claims to author- 
ship of the Federal Reserve Act have from time to time been 
made public very little needs to be said. There are many vol- 
umes in which there appears in the preface language to this 
effect: ‘The author had a share in the preparation of the 
Federal Reserve Act and did what he could to secure the adop- 
tion of that measure.’’ In all such cases, so far as the present 
writer is advised, the statements thus made are without known 
or recognized foundation, and while it is doubtless true that 
those who have put them forward may have been consulted 
by some one of the legislators at work upon the Federal Re- 


_ ® Professor Laughlin wrote on December 16, 1912: ‘My whole idea is this: after 
seeing him (Mr. Glass) last month, I went home to try to work out a plan along his 
ideas. In_ reply, Professor Laughlin was advised that “whatever bill may be 


reported will be the result of his (Mr. Glass’s) own work and analysis. He is, how- 
ever, anxious to get all possible sidelights on the situation and will undoubtedly study 
your plan attentively along with the others now in his hands.” 
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serve Act, or may in some other indirect way have been war- 
ranted in the statements made, it is a fact borne out by the 
records of the House Banking and Currency Committee, fully 
placed at the disposal of the present author, that no indication 
or trace of the work done by these soi-disant counselors is 
to be found there. The truth of the matter is that the con- 
sultations and assistance that were obtained in the preparation 
of the Federal Reserve Act were of an impersonal description, 
the data needed being drawn from published sources, existing 
bills, hearings, and other available matter. In so far as there 
was any known departure from these methods, the facts have 
been stated from time to time in the foregoing pages. The 
act itself owed such merit as it had to the circumstance that 
as many of such sources as possible were consulted and effort 
made to use without any partisan spirit the material made 
available in them. Whatever its faults, it was not open to 
the charge of having been drawn en bloc from any special 
interest or of having been furnished by any given group, 
organization, or individual. 


Work of Chairman Glass 

Earlier analysis has shown the character and measure of 
the responsibility to be assigned to the various men who col- 
laborated in the development and adoption of the act. It is 
worth while, however, to place on record the views of various 
persons then much in the public eye especially because of the 
later efforts of various legislators and others to take to them- 
selves a responsibility for what in earlier months they either 
shirked or opposed. 

President Wilson, to whose firm determination to make 
the Federal Reserve Act a law before the end of the year 1913 
was due the fact that it ever became law at all, wrote to Chair- 
man Glass simultaneously with the adoption of the measure as 
follows: | 
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Tue WuitTEe House 
Washington 
December 23, 1913. 
My dear Mr. Glass: 

May I not express my admiration for the way in which you have 
carried the fight for the currency bill to an extraordinarily successful 
issue. I hope and believe that the whole country appreciates the work 
you have done at something like its real value and I rejoice that you 
have so established yourself in its confidence. 

With sincere admiration, 

Cordially yours, 
(Signed) Wooprow WILsoN. 
Hon. Carter Glass, 
House of Representatives. 


Secretary McAdoo wrote: 


THE SECRETARY OF THE TREASURY 
Washington 
: January 12, 1914. 
My dear Glass: 

Now that the Federal Reserve Act is law I write again to con- 
gratulate you on the splendid and effective part you had in the formu- 
lation, construction and passage of it. I believe no one can speak 
with greater knowledge and authority of the splendid) part you have 
had in this notable piece of business, In the concluding stages of the 
fight and in the work of the conferees you exhibited in a rare degree 
those qualities of intelligence and statesmanship which brought the 
measure to successful fruition. You have made for yourself enduring 
fame, and no one rejoices more in your deserved success nor wishes 
you a longer life of continued usefulness to your country and to 
your friends than, 

Yours faithfully and sincerely, 
(Signed) W. G. McApoo. 
Hon. Carter Glass, 
House of Representatives. 


Hon. A. B. Hepburn, the chairman of the Currency Com+ 
mission of the American Bankers Association, wrote: 
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THE Cuase NATIONAL BANK 
New York 
December 26, 1913. 
Hon. Carter Glass, 
House of Representatives, 
Washington, D. C. 
My dear Mr. Glass: 

I congratulate you upon the successful issue of a long, hard fight 
on the currency question. You have from the outset possessed: full 
public confidence; everyone has believed that you. were. working 
earnestly and untiringly to aecomplish good results. Legislation of 
this kind is always more or less of a compromise, but it is now legisla- 
tion, and as law-abiding citizens it is the duty of everyone to do the 
best he can to make the law a success, helpful and serviceable to the 
business interests of the country and the citizens generally. 

You made a most excellent'impression in this city by your speech 
before the Economic Club, and altogether you have won a very enviable 
reputation. 


Sincerely yours, 
(Signed) A. Barton HEpgBurn. 


Value of Federal Reserve Act 


Taken in its true aspect as thus set forth, the question 
whether the Federal Reserve Act was or was not desirable in 
American banking organization must be answered by reference 
to its results. From this standpoint, the fact that the measure 
has maintained itself for eight years without any destructive 
modification of its principle seems fairly to indicate that it has 
been regarded as essentially beneficial. Probably the majority 
of bankers today would admit that the federal reserve system 
was in principle a permanency, although a large number of 
them would probably add either mentally or orally that further 
modifications in it were still desirable. It is, however, clear 
‘that, in judging of financial legislation, mere popular verdicts 
are not always reliable. Indeed, a survey of American bank- 
ing history seems to indicate that whenever a law or system is 
popularly received and accepted, there is good ground for 
thinking that it is open to suspicion. The federal reserve sys- 
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tem, therefore, must be very carefully judged, not only on 
the basis of the contents of the act which created it but also 
from the standpoint which is furnished by a thorough study 
of the actual working of the law. Such a study and analysis 
it is proposed to give in subsequent chapters, but at this point 
it seems necessary to anticipate the later and more detailed 
analysis by noting some essential elements that were developed 
in the course of the administration of the law. These should 
be borne in mind by the student of the legislation who has 
followed this review of its early history and who has the 
patience to pursue the subject through the various intricacies 
of administrative ruling and management. 

The Federal Reserve Act was nowhere weaker than in its 
conspicuously beneficial aspects. Having been framed from a 
purely independent standpoint, without reference to the vari- 
ous conflicting interests and with but little concession to them, 
on the whole, the Federal Reserve Act was undoubtedly far in 
advance of the banking practice or the banking knowledge of 
the community at the time it became law. It was therefore 
subject to the danger of misunderstanding and misapplication 
from which all such laws must suffer. Thus, for example, the 
attempt to define and put into effect the strict requirements of 
the legislation with reference to eligible paper was at an early 
date in the history of the system to be found a matter of the 
utmost difficulty, not because of the lack of transactions of the 
kinds contemplated, but simply because of the failure on the 
part of the rank and file of customers to understand the desir- 
ability of compliance with these requirements. So, too, when 
the rate policy of the federal reserve system came to be sub- 
jected to criticism and analysis, it was obvious from the first 
that there was no general public opinion that could be relied 
upon to furnish a check or test of the policies inaugurated by 
the Federal Reserve Board. Being in advance of the prevail- 
ing banking opinion and practice, in the United States, the act 
faced the great danger of being applied in an academic or 
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idealistic way that would prevent it from rendering its great- 
est use, or that of being applied by men who had no sympathy 
with it and who sought to distort its provisions, remoulding 
them to conform with prevailing banking practice, or securing 
amendments from Congress designed to permit such changes 
to occur. The act, in fact, suffered from both these elements of 
danger, although from neither in the full force and effect that 
might have been expected. It has not attained the objects 
which were in the minds of its framers but, on the other hand, 
it has succeeded in greatly improving banking methods at 
many points. Since no human institution is ever perfectly 
successful, it may perhaps be said that the Federal Reserve 
Act has been a success in the sense that it has not only ren- 
dered actual service in a practical way, but has in some meas- 
ure improved the general position of banking and of banking 
method in this country. 


Failure to Win Support 

One final point is worthy of comment in closing this his- 
tory. The Federal Reserve Act has been a success in the 
limited sense already indicated above, but it has certainly 
failed to make for itself a definite place in popular opinion 
and support. Cut off, as it naturally is, by the terms under 
which it exists, from direct contact with the borrowing public, 
it has always been difficult for the system to make plain the 
true nature of its motives or objects, and to get from the 
rank and file of the public free and intelligent criticism or a 
sincere approval and support of its efforts. This is always a 
very serious handicap for any human institution. Sincere and 
unbiased criticism is seldom to be had from those who are 
directly interested in the operation of any financial organiza- 
tion, and can be secured only through the building up of a 
wide public opinion on the part of the community as a whole. 
It-is not to be denied that there has’ been a beginning in the 


U] 
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evolution of such an opinion, but that evolution has been slow 
and there is reason for some question as to the length of time 
that will be required, should the act continue substantially 
in its present form, before there can be considered to exist a 
well-developed and reliable financial sentiment to which appeal 
can be made on doubtful. points, 

It is this perhaps more than any other factor that has kept 
the system constantly, open to the menace of what is called 
“politics.” 


APPENDIX A TO CHAPTER XXII 


LETTER FROM FoRMER SENATOR HANSBROUGH TO THE NEw YoRK 
Times GiviING CREDIT FOR RESERVE ACT 


To the Editor of the New York Times: 

In the interest of truth and as a matter of justice toward a much- 
maligned Administration, I feel it a duty to give the facts in regard 
to the movement which led to enactment of the national reserve law. 

Notwithstanding the antipathy of party-first Republicans to that 
measure, a leading paper, blindly attached to Mr. Harding and reac- 
tionary politics, recently said that this beneficent piece of legislation 
originated with the Aldrich Monetary Commission of 1908-12. With- 
out any desire to take credit to myself, the record will show. that 
the framework of the Monetary Commission’s bill was introduced by 
me in’ 1907. 

And I do not forget the attitude of bankers and Republican 
Senators in regard to it. I was laughed at and guyed by my party 
colleagues, who scouted the idea of “the Government going into, the 
banking business,” for this would be the effect of my bill, they declared. 
Moreover, out of fully a thousand letters I received from bankers on 
the subject, according to my present recollection, only one, written by 
A. Seligman of New York, commended my course. 

Senator Aldrich himself, who was Chairman of the Finance Com- 
mittee, of which I also was a member, was particularly facetious in 
his allusions to the bill and its fate. It would “make good pigeonhole 
lining,” he said to me. 

To my very great surprise, however, within a year thereafter Mr. 
Aldrich secured authority from Congress and put through an initial 


appropriation for a monetary commission composed of certain Sen- 


ators, Representatives and financiers. The Commissioners, with 


RETROSPECT AND PROSPECT 541 


Aldrich as their Chairman, entered upon elaborate’ plans, traveled 
in Europe for several months and on their return held extended hear- 
ings, with the result that in 1911, I think it was, a bill was brought 
in for a reserve bank system which was entirely to the liking of the 
bankers. 

The measure did not go to the pigeonhole, but to the Senate 
calendar, where it awaited a favorable opportunity for consideration. 
It was still inchoate when Mr. Wilson was elected in 1912. 

Fortunately for this country of panics, the first important step 
of the Wilson Administration in 1913 was the enactment of the 
national reserve law, but it is as unlike the Monetary Commission’s bill 
as the latter was unlike my own feeble effort in that direction. Nor 
was the present law at first to the liking of the bankers, as a class. 
The reasons for their dislike are obvious. In time, however, also for 
obvious reasons, quite a number of them gave it sanction. 

The historical facts stated above are susceptible of proof by any one 
who chooses to consult the Senate files. I am prompted in making 
this statement by the bald inconsistency of the Republicans of today 
who criticise the law and yet claim credit for it. 

No such distortion of issues would have been tolerated by Nelson 
W. Aldrich, who was a fearless leader. Were he alive he would coura- 
geously point out to the molasses-candy candidate of the Republicans 
that nothing is to be gained by attempting to confuse the real issues. 

From my long acquaintance with the late Rhode Island Senator, 
I have no doubt he would boldly charge the Democrats with respon- 
sibility for a law which was not in the interest of “substantial pros- 
perity.’” And substantial prosperity, in the estimation of my old and 
greatly admired colleague, was not to be attained if it could not come 
through the banks, by the banks and for the banks. This was his atti- 
tude throughout his long and distinguished career in the Senate. He 
saw no disaster in policies which openly acknowledged the superior 
rights of capital as a first consideration. It was not his habit to wait 
until after election to show his hand. 

With Aldrich as the leader of the Senate there would be no “Lodge 
reservations” to confuse the public mind in the hope of getting votes. 
Whatever suited the kind of prosperity he believed in, he would be 
for it, with malice toward none and without a qualm. 

In other words, Aldrich would be against the existing national 
reserve law and the League of Nations, but his opposition would. be 
devoid of hypocrisy. 

Henry C. HANSBROUGH. 
Lakeville, Conn., Aug. 14, 1920. 
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APPENDIX B TO CHAPTER XXII 


CHAIRMAN GLAss’s LETTER TO New YorK Wortp* 
Lynchburg, Va., March 30, 1915. 
To the Editor of the World: ' 
New York. 


Sitee 

I am altogether disposed to concur in your estimate of Mr. Paul 
M. Warburg as. “the ablest scientific banker in the United States.” 
For this reason I was among those who first urged the President to 
make Mr. Warburg a member of the Federal Reserve Board. 

I also concur generally in the statement of facts contained in your 
leading editorial of March 27th and the deductions therefrom. Hence 
I think it is a pity that you should have marred the conclusiveness of 
such an excellent article by asserting that Mr. Warburg “had more 
to do with the actual drafting of the Federal Reserve law than any 
other man, either in Congress or out of Congress.” There never 
was a more flagrant misstatement of fact. Mr. Warburg did not 
draft a sentence of the law. He was in Europe when the bill was 
being prepared and wrote an adverse criticism of soime features of 
the measure from abroad. 

Upon Mr. Warburg’s return from Europe he was several times 
brought into conference upon certain major problems urged by him, 
such as (1). “piping” the twelve regional banks into three central 
banks, (2) establishing a system of ‘“‘domestic acceptances” and (3) 
permitting federal reserve notes to be used as reserve by member- 
banks. If you will examine the statute you will find that not one of 
these provisions is in it. The Senate adopted two of them, but the 
House threw them out in conference. 

This utterly erroneous statement in your editorial of Saturday is 
only comparable to an assertion made some time ago by Mr. Harvey 
in the North American Review to the effect that the House currency 
bill was “so radically changed by the Senate as to bear little resem- 
blance to the law as enacted.” Such a declaration betrays indefensible 
ignorance. It is based upon the fact that the Senate made various 
changes of phraseology in the House bill and some very. radical 
alterations of its essentials; but had Mr. Harvey troubled himself to 
pursue the course of legislation he would have seen that the House 
conferees restored every single important feature of. the House bill 
and discarded every fundamental change made by the Senate. 


*See footnote, page 530. 
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In presenting the conference report to the House I directed atten- 
tion in detail to the work of the conference committee, showing that 
the integrity of the House bill had been absolutely preserved in every 
single fundamental feature; and in the other chamber Senator Owen 
made a similar statement. 

Respectfully, 
CARTER GLAss. 


Mr. Warzurc’s LETTER TO CHAIRMAN GLASS 


Kuhn, Loeb & Co. 
William and Pine Streets, : 
New York, December 23rd, 1913. 
Dear Mr. Glass: 

Permit me to congratulate you upon having successfully brought 
to an end the very onerous task of perfecting the currency law, and 
steering it through the many cliffs. 

While my heart bleeds at many things that went into the Bill, and 
at many things that were left out, I rejoice at the many good features 
that, after all, the law will contain. There cannot be any doubt but 
that the perfection of this legislation means a new era in the history 
of banking in the United States. The fundamental thoughts, for the 
victory of which some of us have worked for so many years, have 
won out. That is to say, from now on we shall witness the gradual 
elimination of the bond secured currency, of scattered reserves, of 
immobilized commercial paper, and of pyramiding of call loans on 
the stock exchange. Where we differ it is in most cases a question 
of degrees. Whether concentration has gone far enough with eight 
Federal Reserve Banks, whether reserves will be sufficiently con- 
solidated by lodging a portion in the hands of the member banks, and 
by not permitting the notes to be counted as reserves, whether 
$25,000,000 annually is a large enough amount for reducing the 
inelastic national bank currency, whether ninety or a hundred and 
eighty days is the right maturity for paper to be rediscounted, all 
these are questions not of principle, but, as stated, of degree. 

As long as this legislation was a question for discussion, it was 
incumbent upon all of us to offer the freest criticism, and to try to 
be helpful within the limits of our abilities. Now that, for the time 
being at least, the discussion is closed, and the law will go into effect, 
there remains only one thing for us to do, and that is for each of us 
to do the best he can to give it the fairest and fullest test. If, after 
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a few years of actual experience, it should be shown that the business 
community was wrong in its suggestions and in its apprehensions, we 
shall be satisfied; if it should be shown that we were right, I believe 
that the country at large and its representatives at Washington will 
then be perfectly willing to amend the law. By that time a great 
many things which to-day are questions of theory will have become 
hard facts, and everybody will be able to judge from actual experience. 
In this, I am sure, we both feel alike, because from the various talks 
that it was my privilege of having with you, I am more than confident 
that, if you could have had things entirely your own way, the law 
would look differently in many respects. It is only natural that, in 
a matter where so many minds had to agree, concessions and com- 
promises were necessary, and I suppose we shall have to be satisfied 
with having been able to make so substantial a step in advance. I 
sincerely hope, however, that a conservative Federal Reserve Board 
will see to it that the instrument now created will not be overtaxed. 
As it has been enacted, the law will provide for an emergency 
organization, which will be safe, if conservatively managed, and which 
will, very gradually only, lead toward substantial fluidity of credit by 
the creation of discount markets. 

It is earnestly to be hoped that, if it should prove impossible to 
reach this latter aim in the immediate future, the future board will 
not overheat the boilers up to a danger point by trying to make this 
craft perform duties which now may be beyond its power, but rather, 
after a fair and conservative test, do the necessary work of perfect- 
ing the construction. ¢ 

Meanwhile you are entitled to the thanks of the Nation for the 
hard, conscientious and able work that you have done, and _ per- 
sonally I want to add my sincere appreciation for having been per- 
mitted to counsel with you so frankly and frequently. 

With assurances of highest esteem, and with best wishes, I beg 
to remain, 

Yours faithfully, 
(Signed) Paut M. Warpurc. 
Hon. Carter Glass, Chairman, 
The Committee on Banking and Currency, 
House of Representatives, 
Washington, D. C. 
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ORGANIZING THE FEDERAL RESERVE 
SYSTEM 
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CHAPTER XXIII 
PROBLEMS OF ORGANIZATION 


Plan of. Organization , 

The Federal Reserve Act had wisely committed to a small 
body. of men the duty of studying and preparing for. the 
organization of the federal reserve system prior to the crea- 
tion of the Federal Reserve Board. This feature had been 
included in the measure from the very outset. It was part of , 
the original conception of the system that the mechanism 
should be turned over.to,those who were to. operate it, as a 
going concern, or practically that. Experience showed that 
there were inevitably mistakes in presidential appointments 
and that men could much more easily be held to responsibility 
for something that had been entrusted to them than for some- 
thing which they were called upon to establish or to create. 

So, in spite of subtle and persistent opposition, at many 
points and on various occasions, the provision for an Organiza- 
tion Committee to consist of the Secretary of the Treasury, 
the Secretary of Agriculture, and the Comptroller of the Cur- 
rency had been retained in the bill—a decision whose wisdom, 
though often doubted and at times doubtful, was amply vin- 
dicated by subsequent events. This committee had now to be 
called into existence. | 


Secretary McAdoo’s Analysis ; 
Secretary of the Treasury McAdoo recognized the seri- 
ousness of the duty thus laid upon him. He viewed the prob- 
lemas consisting of four distinct parts or elements, each more 
547 
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or less separate from the others: (1) the division of the 
country into banking districts; (2) the organization of the 
reserve banks in the several districts; (3) the choice and 
organization of the Federal Reserve Board; and (4) the defi- 
nite opening and establishment of the banks. Of these four 
divisions or branches of the work, the first two were distinctly 
the duties of the Organization Committee, while the third 
and fourth were at least in large measure organization func- 
tions in which two members of the Committee, by virtue of 
their ex-officio membership of the Board itself, would play a 
large part. Of these separate elements, the outlining of the 
district was, of course, the first, while preparation for the 
organization of the banks themselves was nearly as urgent if 
the institutions were to be set on foot without delay. 


Division of Labor 


After due consideration it was determined to take in hand 
for immediate attention the problem of districting and to turn 
over to an organization of technical experts the plans’ for 
internal bank organization.’ Using the funds which Congress 
had provided, it was planned to make an extensive tour of the 
country for the purpose of taking testimony regarding the 
proper district division of the country and for the further pur- 


1Secretary McAdoo accordingly early in January, 1914, appointed the) author 
chairman of this Committee of Financial Experts (the Preliminary Organization Com- 
mittee so-called) and requested him to form the Committee itself. He did so,, selecting 
the following members: Joseph A. Broderick, then a member of the State Banking 
Department of New York, an authority on bank reporting and examination; O. How- 
ard Wolfe, then Secretary of the Clearing House Committee of the American Bankers 
Association, a well-known authority on clearing and collections; Edmund D.. Fisher, 
Deputy Comptroller of New York, a well-known expert on commercial and investment 
paper and trust company operations; Ralph Dawson, of the Guaranty Trust Company 
of New York, a skilled foreign’ exchange expert. Andrew H. Benton, of the firm’ of 
Marwick, Mitchell, Peat and Company, accountants, was also a member, 

With these were later associated Messrs. Harry E. Ward and C. C.’ Robinson of 
the Irving National Bank, who collaborated in the development of an accounting 
system. The result of the Committee’s work was a report which was later distributed 
as a confidential document to all directors of reserve banks, and became, as will be 
seen, the basis of reserve bank organization. 

Secretary McAdoo assigned to the author individually the duty of preparing a 
districting plan based, on careful, analysis and digest of evidence which: should afford 
the basis for the Committee’s final work. At the various hearings stenographic reports 
were taken, making a total of about 5,000 pages, and these with the various briefs and 
documents filed by witnesses were reviewed by him and conclusions drawn therefrom 


were used as the basis for a report in which plans were laid down for drawing the 
district lines. 
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pose of testing and appraising the general drift of banking 
opinion throughout the nation as a whole. 

Opinion on the part of the banking and financial com- 
munity was certainly hostile, if anything more threatening, 
from day to day. The bankers in many cases feared results 
from the new act which there was little or no reason to antici- 
pate, believing as some did that the autocratic methods 
employed in passing the bill would be repeated and perhaps 
aggravated as the new system was put gradually into opera- 
tion. There was a dread of government interference in the 
abstract, which, coupled with the recognition that far greater 
power to check abuses now resided in the hands of the adminis- 
tration, made some feel that they would perhaps do better to 
surrender their charters and reorganize under state law. 

This attitude on the part of the bankers unquestionably 
affected the attitude of the administration. It had accom- 
plished the unexpected—some would have said, the impos- 
sible—in securing the passage of the act. But now it began 
to fear that the rewards of its victory might be snatched 
from it. Corroding influences of various kinds are always at 
work in every victorious political party. There are debts to be 
paid, enemies to be punished, possible friends to be conciliated, 
and the ground to be laid for the next campaign. 

All these influences began to operate upon the Democratic 
party from the moment of its election to office in 1912, and 
thenceforward inevitable results of this state of things were 
seen throughout the entire history of the federal reserve organ- 
ization process which lasted through the year 1914. 


Fabian Policy Adopted 

For the immediate moment, that phase of the problem 
of organization presented to the President was held in abey- 
ance. It was necessary that the Organization Committee which 
had been provided for by law should undertake work and 
carry it through as nearly as possible to success before the 
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President should himself be called upon for further action. 
He had, therefore, an indefinite period (whose length no one 
could precisely foreshadow but which, it was early seen, prob- 
ably'could not be less than four or five months) within which 
to survey the whole field and reach his conclusions. During the 
purely introductory period of organization little could be done. 
It was admitted that selection of the members of the Federal 
Reserve Board prior to the completion of districting was unde- 
sirable. Accordingly there was a practically conscious deter- 
mination on the part of the President and his advisers to deal 
with the different questions successively and to proceed on a 
somewhat empirical basis. First of all, let the districting be 
completed, then let discussion with Congress relative to the 
membership of the Federal'‘Reserve Board ensue, then let the 
details of bank organization be taken up for determination. 
This method undoubtedly had its advantages, although it 
entailed lengthy delay. No human mind could have foreseen 
the coming on of the war even a short time before its actual 
outbreak. Had that been possible, a different point of view 
might have been adopted with the purpose of hastening 
organization. As it stood, the process of organization occu- 
pied fully nine months, but might have been accomplished in 
one-half of that time without, perhaps, any serious difficulty. 
The general decision to adopt the longer policy proved dan- 
gerous, almost disastrous, as events demonstrated, although, 
as already noted, through no fault of the President and only as 
a consequence of conditions far beyond his control. 


Effect of the Outbreak of the War 


It is a subject of speculation how far the President would 
have succeeded in carrying through his plans for the organiza- 
tion of the federal reserve system had not the outbreak of 
the war come just when he was in the midst of the process of 
putting the act into effect. Undoubtedly the advent of the 
war had many very serious and far-reaching consequences in 
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the early organization of the reserve system even though they 
were more or less obscured at the time. Of these, perhaps the 
first and most important was the influence exerted by the war 
in stilling the opposition to the system. It had been threatened 
at the time the act was adopted that many banks would retire 
from. the national system, give up their charters, and pass 
under the jurisdiction of the states. This prediction had not 
been fulfilled, but on the contrary the tentative organization of 
the reserve banks, was completed in the late spring, without 
more than a handful of withdrawals. It may be questioned, 
however, whether a much greater degree of opposition and 
recalcitrance would not have developed a little later. As things 
finally stood, the work done by the Organization Committee 
in districting the country was exceedingly unsatisfactory. It 
was announced early in April, as will later be seen, and the 
question immediately arose whether modifications could be 
obtained, and, if not, whether banks would consent to paying 
in the capital and surplus necessary to become full-fledged 
members of the new system. ‘There is at least room for con- 
siderable doubt whether, if the more obvious defects in dis- 
tricting had not been corrected, many banks would actually 
have availed themselves of the opportunity to enter the system. 
Had there been any considerable number of withdrawals, the 
problem of organization might have been quite different, and 
in many respects much more serious than it was. First of all, 
therefore, the effect of the war was to render the opening of 
the system considerably easier than it might otherwise have 
been. 


Hasty Relief Measures 

The effect of the war, however, in another way impaired 
the prospects of the federal reserve system and rendered organ- 
ization more difficult. The attention of the administration 
was diverted from the task of careful long-term organization 
of the banking machinery and was immediately directed to 
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hasty measures of relief. Such measures were rendered neces- 
sary upon the sudden outbreak of the war, by the fact that, 
as will shortly be seen, the organization of the federal reserve 
system had been so greatly delayed as to make it impossible 
to get the new mechanism into working order in time to be 
of early service. With prompt measures of relief in operation, 
it was not unnatural for those who had opposed the organiza- 
tion of the federal reserve system, to point to the success 
already obtained by these measures and to suggest that they 
were accomplishing quite all that was needed. It was there- 
fore, in this view of the case, sufficient merely to continue the 
temporary relief plans that had been inaugurated and to trust 
to them for at least semi-permanent benefit. That this point 
of view infected members of the administration, even of the 
Treasury Department, is probably true. It certainly infected 
large numbers of the banking community who were ready to 
doubt the expediency of the Federal Reserve Act at all times, 
and in many ways made actual progress toward real instal- 
lation of the reserve system extremely difficult. 


Effect on Currency Situation 


The effect of the war and the relief measures adopted at 
the outset also impeded reserve bank success in another way. 
As will presently be seen, the plan immediately adopted by 
Congress was to amend the Aldrich-Vreeland Law, thereby 
calling into effect a measure which had depended upon issues 
of currency for its operation. These issues took place on an 
unprecedented scale and the result was to bring about an in- 
flated condition in banking which rendered the task of getting 
an actual grasp upon the credit situation very difficult. It also 
tended to prevent the reserve banks from receiving business 
for a good while and made the underlying problem of credit 
reorganization considerably more serious than might other- 
wise have been expected. This influence upon the situation 
diminished in importance as the months went by and as the 
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United States began to be relied upon more and more by 
foreign countries as a source from which to draw supplies 
which were paid for either in money or in securities, since the 
belligerents were not able to ship goods, being obliged to re- 
tain the bulk of their products at home for their own use. The 
reserve system was, however, during its early days constantly 
confronted with the argument, both from within and without 
its own ranks, that given action was undesirable so long as 
the Aldrich-Vreeland currency was outstanding in the amounts 
referred to at the time. Postponement was usually insisted 
upon pending the time when banking conditions should alter 
automatically through the retirement of this emergency cur- 
rency. 


Congressional Situation 

The war and the attendant conditions also aggravated the 
congressional situation in its political aspects. Given a normal 
period of months within which to put the reserve system into 
operation, the transaction should have been attended with but 
little difficulty except that which was naturally involved in so 
large a transaction. The case was different when the question 
was raised concerning specially troublesome conditions said 
to grow out of the war and for which relief through federal 
reserve action was asked. Thus early in the autumn of 1914 
and before the new system had been fairly launched, strong 
pressure was brought to bear upon it to take some action that 
would buoy up the price of cotton. Not only was too much 
expected of the system, but, in the hurry and controversy 
attendant upon the making of many large decisions, unwise 
precedents were established and actions taken that not only 
caused immediate trouble but returned later to plague those 
who would gladly have undone them when sober reflectior 
had shown the real significance of what had been determined 
upon. Moreover, much valuable time was lost in discussion 
of temporary hand-to-mouth relief “propositions,” often 
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thrown aside after careful analysis had shown their futility, 
but serving none the less to defer wise action. In this connec- 
tion should be noted, too, the subtle effect of war in leading 
administrators to underestimate the importance of financial 
decisions and to regard action of every kind as subordinate to 
the shaping of American policy with a view to foreign rela- 
tions. This may have been amply justified as a practical mat- 
ter, but its effect upon the reserve system was none the less 
profound, and is none the less deserving of definite recognition 
among problems of organization which presented themselves 
to the Wilson administration, and to the Secretary of the 
Treasury under it. 


Effect of Prompt Action 


Had the ‘‘Fabian”’ policy already outlined not been resorted 
to and had provision been made for prompt selection of the 
Federal Reserve Board so soon as the district lines had been 
drawn, the initial organization of the Federal Reserve Board 
and of the banks under it might easily enough have been com- 
pleted six months before the actual date of opening. In that 
event the system would have been ready for service contem- 
poraneously with the outbreak of the European war and would 
have begun to function immediately. That this ‘service 
performed at a critical moment would have been of inesti- 
mable value to the country and would correspondingly have 
strengthened the reserve system in the minds of the public, 
there can be no good reason to doubt. The system would have 
begun work under entirely different auspices, to say nothing 
of the hold that it would have acquired on the credit situation 
had the banking community looked to it instead of to the 
Comptroller of the Currency for the new notes necessary to 
meet the emergency caused by the sudden outbreak of the war. 
Great Britain’s immediate demand for a settlement in gold 
of those outstanding obligations which at every summer season 
were being carried by British banks pending the receipt of the 
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large autumn exports of agricultural staples which the United 
States used for the settlement of its indebtedness, complicated 
matters. This, however, as already remarked, although the 
result of the deliberate policy of delay which had grown up 
in consequence of, recognition of the real difficulties of the 
problem of organization, could not have been foreseen; and 
when precious weeks had been wasted, partly in executive 
postponement and deliberation, partly in congressional negotia- 
tion as regards nominations, the advent of the war surprised 
the nation and rendered prompt action practically out of the 
question until the immediate emergency could be met and 
disposed of. 


Problems of Board Organization 

The delay which had thus been incurred as a result of a 
combination of circumstances had its own effect in rendering 
the problem of organization more difficult from the standpoint 
of the Federal Reserve Board itself. As already noted, the 
process of organization was complex, being committed to no 
less than three distinct agencies—the President, the Organiza- 
tion Committee, and the Board. The Board itself, coming into 
office much later than had been expected, might have hastened 
action with regard to its share of the process of organization. 


Character of Appointments 

From the very outset of the federal reserve system, the 
question had to be faced whether appointments to places in the 
system should be made on a political basis or not. In some 
ways this was perhaps the most serious “organization ques- 
tion’? that confronted the President and his administration. 
It affected, first of all, the appointment of the Board and the 
subordinate staff of that organization; the boards of directors 
of the reserve banks in so far as these were to be named by 
the Federal Reserve Board itself; and in some measure at least 
the personnel or staff of the federal reserve banks themselves. 
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It is probably well at this early point in the survey of the 
federal reserve organization, to make the broad general state- 
ment that during the first eight years of the operation of the 
system political influence in the ordinary sense of the term was 
held to a minimum in the making of appointments of any of 
these classes. How far it affected the original selection of the 
members of the Board itself is a serious question of judgment 
of which more will be said later. Subsequent appointments to 
the Board were not wholly free of political taint in every case, 
but they were seldom used as mere pawns in the political game. 
The Federal Reserve Board itself was at all times scrupulously 
careful not to be guided, in the selection of its subordinates, 
by recommendations of members of Congress either for or 
against given men and to take no account of their political 
affiliations. 

In the first choices that were made by the Federal Reserve 
Board for directors of the federal reserve banks, it is probable 
that political influences in the narrow sense played as small a 
part as they could be expected to play in any such organization. 
A final census or survey of the choices showed that there were 
fully as many Republicans as there were Democrats in the list. 
As for the staff of the several federal reserve banks, the choice 
of the men was wholly in the hands of the local boards of 
directors, and while probably some influence could have been 
exerted by the Federal Reserve Board or by the administration 
in favor of given individuals, the present writer knows of no 
case of the kind and does not believe that appointments were 
ever made in that way. That this on the whole has been a 
remarkable record, few who are familiar with the history of 
American politics will dispute. The political taint or blemish 
which crept into some of the appointments to the Federal 
Reserve Board was the result of conditions which developed 
at a later date and did not affect the early membership of that 
organization. It should be added that, even after the onslaught 
of Congress in 1921-1922, the Board continued with its mem- 
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bership substantially unaffected by political considerations of 
the grosser sort and that even those members of the organiza- 
tion whose choice had been to some extent colored by politics 
were never, during the eight years here under consideration, 
able or perhaps disposed to pay political debts with appoint- 
ments, or otherwise to carry out the wishes of executive or 
administration leaders. 

This satisfactory condition of affairs was not reached by 
the Wilson administration without a very strenuous effort. 
From the beginning rich “pickings’’ were recognized by 
politicians as existing in the federal reserve system, and multi- 
tudinous applications for “places” not only in the Board and 
its staff but in the banks and practically throughout the system 
were received. It was to the credit of the administration that 
it yielded so little to this heavy pressure and maintained prac- 
tically from the beginning the view that the federal reserve 
system was to be regarded as absolutely immune to political 
preference or favoritism—a thing wholly isolated and apart 
from the usual considerations affecting appointments. That 
any such result could have been even approximately attained 
without the exertion of an iron determination on the part of 
President Wilson need not be questioned, and corresponding 
credit should be given to Mr. Wilson for thus solving by the 
plan of rigid self-denial what might otherwise have been one 
of the greatest problems and at the same time the greatest of 
all evils in the organization of a banking system—the presence 
of politicians or political hangers-on. 


Anger of Politicians 

This attitude, however, had not been assumed without 
arousing the anger of politicians. Their attitude was promptly 
evident in various speeches and outgivings as well as in 
attempts. to embarrass the administration in various ways. 
Even within the very first few weeks after the organization 
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of the Board had been set up, there came to it memoranda and 
letters from politicians hinting at the desirability of conces- 
sions in appointments under penalties to be suffered and to be 
expected when the Board’s annual appropriations came before 
Congress for adoption. Those who wrote in this manner had 
overlooked the fact that the Federal Reserve Act had carried 
an inconspicuous provision authorizing the Federal Reserve 
Board to obtain the necessary money for its expenses by assess- 
ing the federal reserve banks. The object of this provision 
had been to render the Board wholly independent of Congress 
and, so far as possible, of the administration. Sad experience 
had in the past shown the unfortunate character of conditions 
which existed when administrative officers were obliged to buy 
from Congress the funds they needed for legitimate activities 
by making appointments and otherwise doing the will of 
political managers. It may be doubted whether Congress or 
the administration had recognized the importance of this pro- 
vision and the significance of the independence that it might 
bestow upon the Board, but it served an excellent purpose in 
the early years of the system by enabling the Board to with- 
stand much of the pressure both from Congress and the 
executive branch of the government to do things which it was 
able to refuse but to which in other circumstances it might have 
had to yield. Realization by Congress that this most familiar 
type of coercion could not be successfully employed with the 
federal reserve system did not render that organization more 
popular and almost from the very outset it seemed to be sure 
of the dislike if not the positive hostility of legislative man- 
agers. How far this hostility was to go and what effect it was 
to have remained to be seen. Meanwhile the administration 
had done what it could in keeping its hands for the most part 
strictly off the development of the new mechanism, while Con- 


gress was obliged likewise to keep its hands off whether it 
would or not. 
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Complex Problem of Organization 


Any retrospect of the year 1914 must lead to the conclusion 
that the problem of the federal reserve system’s organization 
was one of extraordinary complexity. The influences center- 
ing around the choice of the Board members and the laying 
out of the districts, the growth of banking friction and hos: 
tility, the long delays and postponements of the administration 
in bringing matters to a climax, and finally the complicating 
and wholly unexpected advent of the European war, all made 
the process of organization a matter of almost unprecedented 
difficulty. As has already been remarked, no one could have 
foreseen the course of events of the year 1914 even in the 
dimmest way, but, if he could, he might well have questioned 
the expediency of attempting to install (as one public man put 
it) an entirely new set of financial machinery in the ship of 
state while so far from port. He would probably have pre- 
ferred the postponement of the entire matter until at least some 
light could have broken through the financial clouds which 
rolled up with the advent of the war, even though the necessity 
of some emergency means of relief had been obvious. The 
misfortune of the situation was the failure to organize the 
federal reserve system without delay; the good fortune, that 
there was courage enough to continue its organization even 
after difficulties had presented themselves. 

Taking the situation all in all as it developed in 1914, the 
conclusion may well be reached that the situation was coura- 
geously and firmly met by the administration of President 
Wilson and that the reorganization of our banking system 
proceeded steadily and consistently. This conclusion does not 
imply that no mistakes were made or even that errors of judg- 
ment were not very frequent. Asa matter of fact, they were 
numerous and serious, largely owing to the complexity of the 
questions to be dealt with but partly to the disposition to tem- 
porize and compromise which had begun to lessen the vigor 
and determination that had characterized the Wilson policy 


560 ORGANIZING FEDERAL RESERVE SYSTEM 


from the date when the Federal Reserve Act had first been 
resolved upon. The course of events during the year 1914 is 
highly instructive and throws a bright light not merely upon 
the working of the Federal Reserve Act itself but upon many 
phases of American politics and government. Of these some 
of the most important will be reviewed in the following pages. 


CHAPTER XXIV 
THE FEDERAL RESERVE DISTRICTS 


Problem of District Adjustment 


As was unavoidably the case, the very first work to be 
undertaken, in the process of putting the new system on foot, 
was a task which implied knowledge of and sympathy with 
the underlying principles of the new act, but which was to 
be performed by men of whom a majority at least, had little 
or none of either. 

Nothing had aroused such scorn and ridicule, nothing had 
been so fiercely fought in Congress, nothing had so generally 
been pronounced impossible, a8 the division of the country 
into several banking districts in each of which there should be 
a separate and independent institution. On no point had there 
been sharper controversy than as to the issue whether banks 
should be four, eight, twelve, or some other number. Yet this 
politically contested issue, and the much more difficult problem 
how to construct the several banking districts, were now to 
be quickly disposed of by a committee which had scant time 
for theoretical inquiry or practical observation. 


A Unique Question 

The problem itself was a very interesting question in cen- 
tral banking. Nothing quite like it had ever before been 
presented. Study of European central banking experience 
indicates that these central banks have usually developed by 
an evolutionary process. Starting as ordinary commercial 
institutions, they have extended their scope and influence, and 
have gradually built up a control over the financial markets 
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of the nations in which they happened to be situated. A 
cursory survey of European experience showed, of course, 
that nowhere was there a central bank whose scope of influence 
was such as to compare even remotely with the area of the 
United States or with its financial development. 

Why, then, was it unreasonable to suppose that an institu- 
tion could be organized in’ each of several districts in the 
United States which would successfully assume central bank- 
ing powers and duties? Abstractly none whatever could be 
assigned, and it was just here that the opponents of the Federal 
Reserve Act found themselves embarrassed in their opposition. 
What they did not think it wise or tactful to admit, was that 
the United States had long been organized upon central bank- 
ing lines of a sort and that the great banks in a few centers, 
notably in New York, had for a good while felt an ambition 
and developed a policy, designed to make central banks of 
themselves. That since, in thus developing, the country had 
acquired a one-sided and largely abnormal financial organiza- 
tion the complete rectification of it might be a type of bloodless 
but very painful surgery, was the real basis of their anxiety. 

The problem of districting, if fairly approached, would of 
course result in a plan designed to allow for all such existing 
interrelationships so far as reasonably possible. But whatever 
was done must also, it was clear, make provision for banking 
districts which would be capable of future growth into organi- 
zations entirely capable of exercising skilfully and effectively 
all needful central banking functions. To draw the district 
lines in a way that would permit of such organization was the 
first problem of the Committee. 


Characteristics of District 


What, then, were the actually necessary characteristics of 
a central banking district? This question, although not put in 
that precise form in any of the discussion of the subject, was 
necessarily, in one shape or another, present in the minds of 
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both questioners and witnesses during the hearings. Unfortu- 
nately, before the hearings had proceeded very far, it began to 
be gradually thrust into the background and its place began 
to be taken by the question: What course is politically wisest, 
and can economic and banking needs be satisfied by the adop- 
tion of a plan bottomed on or controlled by political consider- 
ations? In other words, the question: What division of the 
country will yield the maximum benefit from the banking 
standpoint? was soon. displaced by the question: With what 
minimum attention to economic requirements can political 
necessities be satisfied ? 

Nevertheless, the broad abstract question of the qualities 
and limits of central banking districts was not, and could not 
be, wholly thrust aside. Perhaps the commonest answer given 
to it by witnesses was seen in the repeated assertion, so posi- 
tively made as to go nearly unchallenged, that such a district 
must be “‘self-contained.’’ By this was meant that each such. 
district must include within its boundaries a variety of seasonal 
demands and a combination of surplus saving, and surplus 
borrowing, regions, sufficient to make it a unit, meeting its 
own requirements and as nearly as possible independent of 
others either for fresh funds or for investment opportunities. 
Perhaps the most extreme and absurd form of this suggestion 
was afforded by Mr. F. A. Vanderlip, at that time the head 
of a national bank in New York, who recommended the crea- 
tion of what he termed “shoe-string” districts—long, thin 
strips running north and south so as to take in many varieties 
of climate, industry, and yields. It has never been quite clear 
whether this was intended by its author as a grim joke or was 
a suggestion made in serious earnest. 


Observance of Existing Groups 

_ Another conception of the self-contained district was found 
in the view that, so far as possible, existing financial group- 
ings ought to be observed. Hence the suggestion that there 
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be created a single great district comprising the northern and 
eastern states with headquarters at New York. Another of 
considerable size would have centered at Chicago and extended 
vaguely westward to the Rocky Mountains. A third would 
have comprised the Pacific Coast, while the other five districts 
to make up the minimum would have been carved out here and 
there in the South and Southwest—perhaps two being assigned 
to the Pacific Coast. The plan would have meant a great 
central bank at New York with seven other satellite banks of 
small capital, practically branches of the greater institution, 
or with possibly two satellites of first rank at Chicago and San 
Francisco, and five of second rank at other points. 

There was a third conception of the possible division, much 
more rational than either of these two bizarre schemes. As 
has already been seen,’ one of the formidable elements of 
opposition which had had to be met in framing the original 
_act, was the demand for a curtailment of the number of banks 
to three or four, and later when this scheme had failed, for 
the “piping together” of several of the banks into independent 
series or units. This latter plan was once more furbished up 
for duty during the hearings. According to it, the Committee 
would have selected certain “key points’ for headquarters 
banks: Between these—numbering, say, three—the country 
would have been divided. Then, to satisfy the requirements 
of the law and make up the minimum number of eight, two 
or three more institutions would have been established in each 
of the districts so mapped out, and these, while assigned a 
nominal district in each case, would have been so organized 
as to make them, to all intents, mere branches or dependencies 
of the chief banks. This scheme was advocated from the 
usual sources and with no little degree of skill. In this plan, 
there was less disposition to harp upon the notion of establish- 
ing “self-contained” districts, although one argument strongly 
urged in behalf of this plan was to the effect that it would 


1 Book I, Chapter XXT, 
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result in the creation of three strong independent (or self- 
dependent) banks. 


e 


Local Advertising 

Against these various points of view urged by selfish 
groups, who had at all events a view of banking that was 
broader than mere localism would have supplied, was the 
demand of the various towns and cities of the country which 
saw in the new banking system a means of self-aggrandize- 
ment or self-advertising. As the Organization Committee 
pursued its travels, it found the local business and financial 
community in nearly every part of the country organized for 
the purpose of “getting’’ a federal reserve bank. Had the 
twelve institutions permitted by the law been ten times as 
numerous as they were, they would hardly have sufficed to 
supply the demand that thus made itself felt. In the West 
and South the notion of a self-contained district gradually 
faded to a mere shadow of its early self, and the local financial _ 
magnates sought only to prove the metropolitan character of 
their own favorite towns and cities and to establish the feasi- 
bility and desirability of placing a bank at each such point. 
Much of the testimony and many of the briefs that were filed 
read like land or travel prospectuses in which the good gifts 
of Providence to the different parts of the country were 
enumerated in the most glowing colors. The political aspects 
of the game soon took precedence of other considerations and 
the question became fundamental how to satisfy the greatest 
possible number of the places which were demanding the 
assignment of a bank. 


Unessentials Discarded 

The hearings held and testimony taken by the Committee, 
however, aided in a considerable degree to clear up various 
doubts and uncertainties which had long existed in the study 
of the districting problem. It was more and more clear, as 
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the work proceeded, that the notion of a self-contained district 
so often urged had relatively little importance. Neither could 
the’ existing financial relationships be assigned a position of 
much significance. Were they to be considered as a primary 
matter, the act itself would never have been adopted; while, 
on the other hand, there was in any case nothing in the statute 
to suggest that prevailing financial relationships must be termi- 
nated or altered. On the contrary, the act (save for a frac- 
tion of the reserve deposits) left them potentially unaltered. 

It grew plain that only three considerations were to be 
allowed a place of first importance in determining the district- 
ing. These were: (1) sufficiency of resources for, and pres- 
ence of ability adequate to, the organization of a strong bank; 
(2) ease of access from the chief points within the district so 
as to permit promptness in the transmission of funds and 
discount applications; (3) commercial and banking relations 
already established and permitting successful organization to 
occur. As concerned the actual drawing of district lines, the 
problem was, of course, more complex. In his report to the 
Committee headed by Secretary McAdoo, the author noted the 
following : 


Available data relating to the details of the districting might be 
generally divided into the following classes: 

(a) That relating to the importance, capital, business, and future 
prospects of the various places represented. 

(b) That relating to the clearings and financial transactions of the 
various places, and their relation to other cities with reference to 
banking accounts and reserves carried in other banks. 

(c) That relating to the habits and customs of the surrounding 
communities in regard to applications for loans and in regard to the 
distribution of their business between different cities under the present 
banking system. 

(d) That relating to railway facilities, times of communication, 
and delivery of mail. . 

(e) That relating to the capitalization of the banks of the section, 
state and national, the amount of their deposits and of their reserves. 
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CHARACTER AND VOLUME OF LocaL BUSINESS 


Relatively little attention need be paid to the evidence with regard 
to the character and volume of local business, or with reference to the 
rapid development of such trade and industry in the past or its prob- 
able future. Under the existing banking system competition and the 
general course of trade have mapped out distinct channels within 
which funds are transferred, and have determined the distribution of 
banking capital upon known lines. There is nothing in the new act 
to alter this distribution certainly for the present, and there is no 
reason to believe that the main features of business, its distribution, 
and its character will be materially altered in the near future. They 
will continue about the same under the proposed system as they are 
today. The chief difference that will be gradually developed will be 
found in the fact that those who have prime commercial paper to 
dispose of will be able to market it in local reserve centers instead of 
relying upon distant financial centers. But inasmuch as the capital 
and reserves of the new banks are to be determined as a percentage of 
existing bank capital, the reserve banks represent a function, to speak 
mathematically, of existing banks. They cannot do more for the given 
section in which they are situated than their capital, contributed by 
existing banks, will allow. A certain limitation may of course be 
placed upon this statement in that some stock may be sold to the public 
at the discretion of the Organization Committee. This, however, will 
be a limited, and doubtless, exceptional, resource, and the consequence 
must be that in order to enlarge the resources of a reserve bank it 
would be necessary to develop those of existing member banks. This 
will be done as the wealth of the various centers develops. There is, 
therefore, no direct or immediate relationship between the proposed 
reserve bank and the business concerns of a given district which is 
not expressed in the capitalization of the banks of that district. 


QUESTION OF CLEARINGS 


In like manner, it may be said that the question of clearings is not 
one that is vitally essential to the locating of the new banks. Much 
of the testimony adduced has to do with the relative amount of clear- 
ings at given places. On the other hand, it has been frequently pointed 
out by witnesses that large volumes of trade are not expressed in 
clearings. The reason why the clearings need not be primarily con- 
sidered as throwing light upon the suitability of a given point as the 
Jocation of a reserve bank is found in the facts that, (a) under the 
existing system of banking the clearings are affected by many extra- 
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neous features which will disappear under the new system; (b) the 
precise amount of the clearings varies as between different cities and 
will always do so, according to the number and character of the banks 
and the nature of their relations with one another and with outside 
banks. Clearings are never a very good index of business either as 
to volume, nature, or strain on the financial resources of the places 
where they are effected. There is little need, therefore, to examine 
figures of clearings in seeking to place the new reserve banks. In all 
probability, even the most conscientious study of clearings would be 
found to be useless, owing to the complete alteration which will be 
effected so soon as the new system has been successfully put into 
operation and has had time to produce its results in changing the 
direction of remittances and in altering modes of payment. 


CAPITALIZATION 


Again, the bare facts as to the capitalization of the banks and 
trust companies of a given city or region are of only secondary impor- 
tance in determining the location of reserve banks. The law specifies 
that no reserve bank shall be created with a smaller capitalization than 
$4,000,000, and it is, therefore, necessary to obtain in every district an 
aggregate of banking capital which shall bear the proper relation to 
this minimum amount on the 6 per cent basis indicated in the law. 
For reasons which will be later stated, it is not believed that anything 
is gained by attempting to take in an unduly large amount of banking 
capital in any given district. Assuming these premises—one based on 
legislative provisions, the other upon general reasoning—the question 
how great or how effective is the capitalization of existing banking 
facilities in any particular place is not fundamentally important. The 
district reserve bank, if operated upon public-spirited lines, will be 
managed in such a way as to serve in an equitable manner the various 
needs of the district, and will be managed by directors who presum- 
ably represent the whole district, just as the reserve bank system will 
presumably be operated in the interests of the country as a whole and 
without effort to serve the interests of one particular section or group 
of persons. It may be said, therefore, that since the capitalization of 
the whole district will be available in its due proportion for the uses 
of the district in all of its varied parts, the development of a portion 
of this capitalization at a given point has no fundamental bearing 
upon the placing of the reserve bank at that point. Still less is this 
true in view of the provisions for the creation of branch banks. 
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RAILWAY FACILITIES 


A very different point of view must be taken with respect to the 
question of railway facilities. The Federal reserve bank of a district 
must be located somewhere, and the assumption naturally is that it 
will be located in the place which is most accessible and from which 
it can best serve the community. Other things being equal, a large 
city is favored because it is likely to contain a correspondingly large 
proportion of the heavy borrowers of a community and to bring them 
consequently close to the reserve bank where their habits and methods 
can be easily inspected. It remains true, moreover, that the larger 
places are usually those where the railway facilities are the best. 

The Federal reserve bank is, furthermore, called upon to perform 
the service of clearing for its members, and in order to effect this 
object successfully it must be within as quick and easy reach of the 
member banks as practicable. This is fundamentally important in 
getting the clearing system into effective operation, and it is believed 
that this clearing system will be found to be one of the most significant 
features of the new law. Moreover, easy communication for the pur- 
pose of prompt transmission of funds, the shipment of currency in 
time of necessity with as little delay as possible and the prompt receipt 
of deposits, as well as the affording of immediate means of communi- 
cation with other Federal reserve banks, all dictate the selection of 
places for the head offices of such banks that are best equipped with 
means of communication and are able most speedily to receive from 
and send to their member banks such funds, checks, drafts and the 
like as may be required by the course of business. The testimony 
affords considerable valuable information on this point. 


Hapsits oF BorrowiING 


It will be worth while to devote attention to the data that have 
been developed with respect to the borrowing habits of the community 
inasmuch as these habits undoubtedly will tend to persist and it is not 
desirable to break them except where necessary. For example, if it 
is shown that a large section of the surrounding country is in the habit 
of dealing with point A and of discounting its paper in the banks of 
A, that is a consideration in favor of recognizing A as the center of 
the reserve district which is to include A and the territory adjacent. 
It is also an argument to be considered in that it indicates that A is 
already a financial center for that territory with well-developed lines 
of credit outstanding. At the same time, it should be remembered 
that under the new act there is nothing whatever to prevent indi- 
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viduals from borrowing outside of their own districts or to prevent 
member banks from rediscounting paper with other banks in other 
districts or from selling or buying in the open market. They will be 
able to continue their present practices in that regard. Further, the 
existing banking system has in some cases tended to centralize funds 
under an artificial method, and so to build up balances in certain 
points in a way that they would not naturally have developed. It is, 
therefore, not absolutely essential, or always possible, in laying out 
the districts, to pay heed to the existing practices on the part of given 
banks in borrowing through or from the banks of a specified city. In 
some cases, it may be necessary to place such borrowing banks or 
individuals in a district which will center at a point not heretofore 
regarded as the financial metropolis of the region. It may be gen- 
erally said that the borrowing habits of the community should be 
regarded as fully as possible, in all cases where such regard does not 
run counter to other more forcible or controlling considerations. The 
testimony throws much valuable light upon these borrowing habits, 
and is of material assistance in determining the limits to be assigned 
certain districts. 


QUESTION OF A LARGE BANK oR BANKS 


Inspection of the records and testimony filed at the various hear- 
ings of the organization committee shows that in several places local 
bankers advocated the establishment of a very large bank. This was 
not in all cases because of the desire for an extremely high capitaliza- 
tion, but was in not a few, the outgrowth of a feeling that the city 
where the bank was to be located was entitled to a certain territory 
which was regarded as naturally dependent upon or ancillary to it. 
Thus pleas were made for a bank with a very large capital or a large 
territory, or both, at New York City, Chicago and St. Louis. At other 
places requests for large territories were filed, but in many such cases 
the requests were due to the converse consideration,—the necessity of 
including a sufficiently large territory to supply the banking capital 
requisite upon the percentage basis prescribed by the act, to furnish 
the necessary reserve bank capitalization. Some analysis may now 
properly be made of the two points of view thus offered. 

Those who demanded the organization of a large bank on the 
ground that such a bank was necessary in order to supply the neces- 
sities of the borrowing community dependent upon such bank were 
manifestly in error, inasmuch as they assumed that the bank in ques- 
tion was to be primarily dependent upon its capitalization for the 
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means of supporting its discounts. Such is far from being the case. 
The act itself prescribes that the banks shall be provided shortly after 
their organization, not only with paid in capital, but also with very 
large sums in deposited reserves representing the reserve funds of 
member banks. These both can and should be (as they were intended 
to be) available for use as reserve bank loaning resources. In addi- 
tion the government deposits to be made with the banks will furnish 
further means of supporting credits. The capital will be simply an 
extra or added strength to the banks. If it be contended that the bank 
of any given district is not large enough to meet the needs of the 
community the criticism really amounts to a statement that the amount 
of the reserves required to be deposited is not sufficient. This diffi- 
culty, if it existed, could be overcome by the banks which are jointly 
stockholders in the reserve bank, by simply depositing more of their 
funds with the reserve institution. If necessary, it will have to be 
corrected by enforcing a requirement that a larger percentage of 
reserves shall be deposited with the reserve banks. Merely to extend . 
the area included within the territory belonging to a reserve bank 
would not help, because such extension would simply enlarge the area 
without enlarging the proportion of the capitalization of the bank to 
that of the member banks. In other words, as fast as the area increased 
and the capitalization with it, just so fast would the amount of demand 
or strain likely to be brought to bear upon the reserve bank be 
increased or extended. This means that no purpose’ whatever in the 
direction of strengthening the reserve banks is attained by enlarging 
the area over which they preside, assuming that a sufficient area has 
been included to give them a reasonable degree of capitalization at 
the start. 

Secondly, the statement that a very large capitalization is necessary 
in order to inspire respect either abroad or elsewhere ignores not only 
the fact that the real strength of the banks lies in their holdings of 
reserve funds as just set forth, but also ignores the fact that the 
reserve system will undoubtedly be viewed as a unit by foreign coun- 
tries as well as by domestic interests. There is, therefore, no argu- 
ment whatever on the side of those who demand that an exceptionally 
_ large banking capital shall be assigned to some one or more of the 
new institutions. The contentions put forward in this connection fail 
to recognize the united character of the system and the fact that in 
case of necessity the reserve board has power to require any one of 
the reserve banks to come to the aid of any one or more of the others. 
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AVERAGE CAPITALIZATION 


An estimate of the probable capitalization of the Federal banks 
as a whole, assuming that only the national banks enter the system at 
the start and that practically all of them do so, or (what comes to the 
same thing), that enough state banks enter to make up for any with- 
drawals of national banks, would give a total capitalization of about 
$107,000,000. The Federal Reserve Act prescribes that the number 
of banks to be established shall be not less than eight or more than 
twelve. This means that the average capitalization of the reserve 
banks shall be not more than one-eighth of $107,000,000, or 
$13,350,000, and not less than one-twelfth of $107,000,000, or 
$9,000,000, in round numbers. There is nothing in the act to indicate 
a desire or intent on the part of its framers that none of the banks 
should be materially larger than the others, but on the contrary the 
act has specifically left a large latitude to those engaged in laying out 
the country into districts in order that they may exercise their best 
judgment in apportioning the banking capital among such districts. 
It is, however, obviously true that since the act requires that no reserve 
bank shall have a smaller capital than $4,000,000, and since the whole 
tenor of the law and of the debate on it was against the creation of 
one overshadowing institution, the framers of the act did intend that 
there should be no marked or extreme disparity between the capital- 
ization of the several banks. Inasmuch as the minimum capitalization 
and the number of banks is fixed, it is evident that if eight institu- 
tions were to be established on the basis already indicated, the maxi- 
mum size which could be given to any one of them and yet comply 
with the law would be $79,000,000, while if twelve institutions were 
to be established the maximum size thus assignable would be 
$63,000,000. To these limits the organizers of the act could go with- 
out violating the letter of the law. Such a variation in size of the 
banks would, however, be a manifest violation of its spirit. The same 
is true of the proposal to establish three or four very large banks 
made by the bankers at the hearings. This latter plan in turn repeats 
the proposal which was urged during the debates on the bill that there 
should be not to exceed four reserve institutions. That plan was an 
alternative to the plan of a single central institution and was rejected 
in the same way as the central plan. If the recommendations of the 
bankers of New York, Chicago, and St. Louis were to be accepted, . 
the country would be practically divided up between these centers 
except in so far as a fringe had to be left to comply with the require- 
ments of the law. Worked out in practice and harmonized with one 
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another to some extent, the suggestions of the bankers in these three 
cities would lead to the establishment of eight banks of which three 
should be very large and five small. If the five were kept down to 
the minimum capitalization of $4,000,000, there would be left 
$87,000,000 for division between the three centers, or an average of 
$29,000,000 as the capitalization basis for the reserve bank in each 
place. It is not believed that this would be a compliance with the law 
or that the bankers in those places submitted any evidence showing 
that such a capitalization should be assigned. 

Assuming this reasoning to be accepted, a first approximation 
towards a plan for laying out the proposed districts can be arrived 
at as follows: 

The largest of the reserve banks to be located at the principal 
financial centers of the country should have a capitalization whose 
minimum limits should be in the neighborhood of $9,000,000, or less, 
and whose maximum limit should certainly not exceed $28,000,000, 
and should preferably be very much smaller than that amount,—as 
much smaller as the convenience and customary course of business will 
permit. 


“ FUNDAMENTAL PRINCIPLES 


The fundamental principles of a positive nature upon which the 
process of districting should be carried out may now be laid down. 

(a) The act calls for not less than eight nor more than twelve 
districts ; it leaves the choice of the number within these limits entirely 
open and to be decided without prejudice. 

(b) The plain intent of the framers of the act was to establish a 
number of different and independent institutions, each sufficiently 
strong to care for itself without the necessity in normal times of 
depending upon any other. 

(c) The institutions to be created should, therefore, be reasonably 
similar to one another in size, without attempting to bring about any 
artificial similarity, and should be located at such points as will most 
nearly convenience the business of the country. 

(d) The creation of any one large bank should be avoided, mean- 
ing by large bank, a bank so preponderating in importance as to make 
it ipso facto the most conspicuous and by far the strongest element in 
the system; while at the same time it should be sought to avoid the 
Bestia of two distinct classes of banks, one consisting of large, 
powerful institutions, the other consisting of smaller and weaker 
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institutions likely to become dependent upon the neighboring and 
stronger banks. t 

(e) While the law requires that a minimum capital of $4,000,000 
shall be present in each and every reserve district and while this 
requirement must be observed, there is no harm in approaching closely 
to it or even in going below this limit so far as the banks are con- 
cerned, making up the deficiency by private or Government subscrip- 
tion, if it be true that within a reasonably near future the district will 
probably advance in wealth and capital so as to make the establish- 
ment of such a bank desirable. 

(£) Special study should be given both in establishing the districts 
and in establishing the point in each district where the headquarters 
bank is to be situated, to the facilities and speed of transportation both 
between such point and those at which other headquarters banks are 
located, and between such headquarters point and the outlying portions 
of the district itself. 


GENERAL PROBLEM OF DISTRICTING 


A general survey of the country for the purpose of districting 
clearly shows that several distinct problems are offered in connection 
with the division of the country under the Federal Reserve Act. 
These problems present distinct phases and vary from region to region. 
While it will not be possible in making assignments to proceed in a 
consecutive way, geographically speaking, in the division of the 
country, it will be well to let the work proceed so far as practicable 
and convenient by grand divisions or regions, recognizing the distinct 
character of the soil, industry, distribution of population, and trans- 
portation systems of the several portions of the continent. 

A limitation to be imposed upon this general principle of procedure 
as well as a consideration which will aid in developing the different 
districts is found in the fact that to a certain extent the sites of reserve 
banks must be regarded as practically predetermined, as in the case 
of New York, Chicago, and St. Louis, the present central reserve 
cities. Wherever that is true, for the reasons already generally set 
forth in the foregoing analysis, it is possible to assign certain territory 
as definitely belonging to the banks to be placed in the cities aforesaid. 
Thereby certain definite limitations necessarily to be observed in con- 
nection with the subsequent outlining of the districts are laid down. 


DrrEcCTION OF BUSINESS 


In the division to be mapped out effort must be made to recognize 
the fact that business at the present time has a northern and easterly 
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trend. In most cases the headquarters of given districts will be so 
located as to recognize this fact and to give the fullest possible scope 
to existing habits and methods, doing as little violence as possible to 
prevailing customs and wherever practicable adopting existing bank- 
ing relationships as the basis for the new organization, particularly in 
its clearing phases. At the same time there should be no hesitation in 
making changes wherever it is believed that the existing banking 
practice is purely artificial and where, therefore, a change will increase 
convenience instead of diminishing it. Wherever such a change 
becomes necessary the effort should be to lay out the boundaries of 
the district in such a manner that both from the transportation stand- 
point, as well as from the point of view of business and manufac- 
turing growth the new banking center will develop in harmony with 
the general commercial interests of the district where it is situated. 


QUESTION OF RESERVE HOLDINGS 


Before effecting the districting as a finality it would be well to 
ascertain with accuracy the reserve affiliations of each and every bank 
in the system by obtaining from them the facts in the case as already 
suggested in a memorandum filed with the Organization Committee on 
January 8, 1914. If each bank has been asked to indicate its choice 
of a district or city with which to be associated these data should be 
considered in conjunction with the figures for reserves. 

It should be understood, however, that the data, whatever they may 
be on this subject, will not affect in any very general manner the out- 
lines of the districts. On the contrary, those general outlines must be 
determined by broader considerations and it may be true in many 
cases that there would be reasons for assigning a bank to a given dis- 
trict notwithstanding that its affiliations would place it elsewhere if 
nothing else were considered. The single fact that, as is well known, 
and as the reports of the Comptroller show, a large number of banks 
have their reserve agents in New York, Chicago or St. Louis rather 
than in a reserve city near home is due to an artificial condition which 
has existed heretofore and is not a circumstance to which any par- 
ticular weight should be assigned in making up the districts under the 
new system. In a less degree and with very much greater limitation, 
the same may be said of the facts as to reserve holdings in the smaller 
reserve cities. 

Something needs to be said concerning the general assignment of 
banks to districts in different parts of the country. A survey will 
indicate that there must be assigned to the northern and eastern part 
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of the country an apparently disproportionately large number of dis- 
tricts. In the effort to alter this plan of districting in such a way as 
to give to the “south” or to the “west” a larger number of districts 
on the ground that there should be a certain sectional equality of dis- 
tribution, the difficulty of irregular distribution of population and 

capital will inevitably be encountered. Only two remedies could be 
- applied in connection therewith: (a) the placing of the headquarters 
of given districts in that part of the country which was supposed to 
have been slighted—in those districts where the territory included is 
so great as to occupy parts of two general sections of the country, 
or (b) to readjust the districts themselves so as to divide up great 
regions in a different way and make given parts of the country inde- 
pendent or self controlling. Some have suggested that the districts 
on the Atlantic Coast be elongated while compensating capital is ob- 
tained by carrying the extreme southern states such as Mississippi, 
Alabama and Georgia into a district which should be allowed to run 
high up the Mississippi River along the eastern bank of that stream, 
extending over the southern part of what we have called the Great 
Lakes district. While this plan might be feasible, it is not believed 
that it would be desirable. The effect of it would be to establish too 
great a north and south extent of territory. The same objection would 
hold good of any district embracing the far southern states with the 
southern portion of the middle west. Moreover the districts thus cre- 
ated would be decidedly inferior in transportation as well as in quick 
clearing capacity to those which have been tentatively suggested above. 
It would seem that there is but one argument seriously to be consid- 
ered in favor of such a plan—namely the view that any district estab- 
lished should, if possible, contain a variety of different interests which 
will make seasonal demands for loans at different times. This is 
the argument for so-called “shoe string” districts that has been put 
forward from time to time, or as others have expressed it, it is a 


demand for the inclusion of a lending and borrowing area within each 
district. 


QueEsTION oF LENDING AND Borrow1NG AREAS 


As regards this argument, it should be noted that even if it be 
allowed full scope the idea is one which cannot be fully worked out 
throughout the whole process of districting. The New York and 
Chicago districts for example will almost necessarily be debarred from 
making use of it, while the same is true of sundry of the other dis- 
tricts in greater or less degree. This would not be a good argument 
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against employing the plan so far as practicable if it should be en- 
titled to serious theoretical considerations. The question must be con- 
sidered, therefore, how far such serious theoretical consideration may 
be granted to it. Under existing conditions the idea is one which 
undoubtedly should have large weight, inasmuch as today the banks 
of the country are habitually compelled to shift currency back and 
forth, relying upon one another for seasonal aid through the redistri- 
bution of their fluid resources. If conditions were to be the same 
under the new system as at present it would be necessary to provide 
for this state of things. However, the very essence of the new plan. 
is intended to meet the condition which in the past has caused chief 
trouble by eliminating this necessity of interdependence between dis- 
tricts. The Federal Reserve Act will presumably afford a means of 
making each district self-supporting in a credit way so that assuming 
the plan to work as it is expected to work the need for mutual seasonal 
aid and shipments of currency will be minimized. 


CHOICE OF CHIEF CITIES 


In choosing the chief city of each district—that is to say the city 
in which the headquarters bank is to be located—two main considera- 
tions are to be borne in mind: 

(a) Existing banking relationships and associations. 

(b) Geographical and transportation considerations, governing the 
relative ease of access of different parts of the district. 

In some cases it will be found that these two sets of considerations 
cannot be harmonized; in others that a city can be selected that will 
satisfy both. 

Wherever possible the preference should be given to a city which 
has acquired a distinct leadership in the matter of business and with 
which the banks within the district are in the habit of dealing. Where 
the choice between two cities would otherwise be difficult to make on 
account of practical equality in the extent and importance of their 
commercial relationships, the city to be chosen should be that which 
has the advantage in ease of communication. This is fundamentally 
desirable because of the necessities of the clearing process and the 
advantage to be gained from having all parts of the district within 
easy reach of headquarters. 


LocaTION OF BRANCHES 


The problem of branches is likely to be decidedly serious from the 
very beginning. It will be found upon a close examination of the 
subject that the establishment of branches will be practically out of 


578 ORGANIZING FEDERAL RESERVE SYSTEM 


the question so far as any useful purpose is concerned, unless a dis- 
tinct territory is assigned to each branch. This involves the question 
whether a district shall be broken up among a number of branches 
with the headquarters bank simply presiding over the series, or 
whether a district will be assigned to the headquarters bank just as it 
is assigned to each branch. In either case the problem of subdistrict- 
ing each district is raised. Some of the testimony already available, 
obtained during the hearings before the reserve bank Organization 
Committee has a valuable bearing upon this subject. At some points 
it would require to be eked out with other information. There is, 
however, no purpose to be served in attempting a very careful process 
of subdistricting until the districts themselves have been organized so 
that what is said in this discussion has been confined entirely to the 
districts themselves without effort at the detailed study of the sub- 
district question. 

One further point should be carefully noted in this connection. 
There are two ways in which the branches may beestablished. They 
may be created either (a) as mere local boards of directors charged 
with the duty of passing upon paper and perhaps carrying on a clear- 
ing process for the subdistrict, but without any stock of cash, witheut 
a banking house and without the power to make loans directly, merely 
transmitting the approved paper to the headquarters bank; or (b) as 
full-fledged branch banking institutions with a banking house and fix- 
tures, a stock of coin, and a full staff of employees. Care and judg- 
ment should be exercised even in establishing branches on the first 
named basis and they should not be created unless they are actually 
needed for immediate purposes. Even in the latter event, there should 
be no undue haste in creating them, but the headquarters banks should 
be allowed to get a satisfactory start before the complicating elements 
involved in branch organization are allowed to enter into the problem. 
There will, however, be no harm in announcing at the time of the 
districting the probable names of cities regarded as suitable sites for 
branch banks, leaving the decision to be revised later if necessary, 
and permitting the question of branch organization to remain in the 
background until such time as the actual establishment of the branches 
is resolved upon, when the type of such organization to be adopted 
inay be indicated. 


Local Prejudice 


Outside of these considerations, the factors tending to 
determine the drawing of district lines must necessarily be 
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either of a purely local character designed to meet existing 
prejudice and allow for it as much as possible, or must have 
to do with the advancement or retardation of the interests of 
some particular place or places or must be the product of politi- 
cal trafficking ‘and bartering designed to bring about party or 
other alignments intended for some purpose not immediately 
connected with the districting itself. These were: considera- 
tions of a type that might be interesting to politicians, whether 
bankers or not, but could have no general interest from either 
the scientific or the strictly financial point of view. Accord- 
ingly, in making up the tentative scheme of districts, effort 
was made to draw the district lines chiefly in accordance with 
the considerations just outlined, leaving it then to the politi- 
cians to determine how far in their judgment the work should 
be actually carried through upon non-partisan consideratious 
and how far the extraneous factors already referred to should 
be given a place. These principles were tollowed in the draft- 
ing of the preliminary districting plan—based upon general 
analysis of the testimony which was placed before the Com- 
mittee. It was an analysis designed to apportion the banks 
of the country upon commercial and financial lines from the 
point of view of convenience and financial efficiency. 


Number of Banks Fundamental 

In making up this or any other analysis, however, it was 
recognized as. necessary to decide first of all how many banks 
should be established. The act had called for not less than 
eight nor more than twelve, so that the necessity of’ decision 
was very considerably limited. It might well have been asked 
—as it necessarily was asked mentally by those engaged on the 
task—whether there was any abstract reason for preferring 
eight, nine, ten, or more banks. As has been seen in Book 
I, where the history of the Federal Reserve Act was fully 
reviewed, there was a very good reason for desiring a number 
of banks sufficient to permit of local self-control, and no small 
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part of the controversy as to the terms of the Federal Reserve 
Act had centered around the question how to insure the 
attainment of precisely that object. It will be recalled that, in 
the first instance, the idea of an unlimited number of reserve 
banks had first been broached, the thought being that eventually 
one would be established at every point where local banking 
interests desired it and were able to furnish the resources for 
a strong enough institution. But as between eight and twelve 
the difference was not a very important matter. On the whole, 
a more or less careful study of the situation appeared to indi- 
cate that nine would be a convenient number of districts, the 
other three being reserved for later growth, when the Federal 
Reserve Board might determine that local interests called for 
the splitting off of given areas to form a new district. Subse- 
quent developments have made it more or less questionable 
whether the Federal Reserve Board ever would have done any 
such thing, at least without very severe pressure. It would 
be hard to say whether Secretary McAdoo himself distinctly 
foreshadowed a condition of that kind, but it became early 
quite apparent that both he and the Comptroller of the Cur- 
rency favored the designation of all twelve of the districts. 
This accordingly established a basis for districting which was 
practically éssential to any success. Good districting could be 
done only with a practically definite decision in advance as to 
the total number of banks. When that was given, the problem 
of apportioning the country in such a way as to form the 
twelve best and most desirable districts became much more 
specific and definite. 

Only a relatively limited survey was necessary by the Com- 
mittee in order to reach the conclusion, moreover, that the 
idea of the “self-contained” districts might as well be aban- 
doned. The United States had not developed economically 
upon any such basis, but with thorough and excellent railroad 
transportation reaching all parts of the country, with a banking 
system which had tended to make small country institutions 
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dependent upon city banks, and with a parallel tendency to 
interdependence of the various sections growing out of speciali- 
zation of crops and industries, conditions had been developed 
that practically necessitated continued interdependence between 
the different sections. Recognizing this fact and recognizing, 
too, that the Federal Reserve Act had made ample provision 
for interdistrict accommodation, it was early determined to 
pay no heed to the idea of independent or self-dependent dis- 
tricts and to be guided only by the general commercial criteria 
. already referred to. = 


One-Sided Banking Structure 

These general decisions, however, only laid the groundwork 
for proceeding. It was necessary to recognize certain trouble- 
some facts in the situation which would necessarily have 
impaired the symmetry of the districts. For long years past, 
the United States had been undergoing a lop-sided or one- 
sided development. Population was highly concentrated along 
the eastern seaboard, and thinly spread over the district west 
of the Mississippi River. Banking resources had been highly 
concentrated as a result of the concentration of population and 
industry, in part, but even more as a result of the reserve 
deposit system of the National Banking Act. It therefore 
necessarily followed that the new districts must vary greatly 
in size, and even when so varied must also vary greatly in 
banking resources. This situation necessarily implied serious 
difficulties. 

Prominent among these difficulties was the fact that in 
order to bring about even an approximate balance of resources 
and banking strength, it would be necessary to have some of 
the districts enormously larger than others; while in those 
parts of the country where banking resources had become 
greatly concentrated, it would be necessary to make the dis- 
tricts exceptionally small. This problem was seen in its acute 
form on the Atlantic seaboard where New York City presented 


- 
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an example of unusual specialization and concentration of 
banking assets. Indeed, so obvious was the difficulty involved 
in connection with the New York district that one over- 
enthusiastic advocate of the districting plan suggested that 
the Island of Manhattan be divided into two sections by a line 
in the neighborhood of Fourteerith Street, thus separating the 
so-called Wall Street banks from those “up-state.” In this 
case the northern part of Manhattan together with some terri- 
tory adjacent to it would have been formed into an independent 
district, while Wall Street and its environs would have been . 
given a reserve bank of purely local scope, although even then 
of large capitalization. A similar problem was noted in 
dealing with the territory around Philadelphia, the problem 
whether to place another large bank so close to New York 
with very narrow margins of territory between the two dis- 
tricts involving no small difficulty. 

These problems were of course insoluble except through 
the plain recognition that the one-sided development of Amer- 
ican banking would be overcome, if at all, only by a process 
of natural growth, and that it was out of the question to 
attempt either to produce or to restrict such growth through 
administrative or legislative methods. It was therefore ad- 
mitted from the start that the district whose headquarters were 
to be in New York would necessarily have a small area assigned 
to it, but that this area must be such as was naturally tributary 
to the city and must include all those banks which by custom 
and habit prefer to do their banking with institutions in Man- 
hattan. Deviations from this general practice, it was conceded, 
should be as few as possible. On the other hand, early study 
of the situation clearly showed that there must be an assign- 
ment of banks both to Boston and Philadelphia. To include 
them with the New York district would have rendered still 
more unwieldy the capitalization of the bank to be located in 
the latter place and would correspondingly have limited the 
ability to take in the so-called “hinterland” which naturally 
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belonged to the eastern seaboard. Banks at Boston, New York, 
and Philadelphia were accordingly to be regarded as practically 
basic in any scheme of districting, and the problem relating 
to them was simply how to assign to each its proper territory. 


Position of Chicago and the West 


Surveying, further, the middle western portion of the 
country, it was of course obvious that Chicago, by reason of 
its commanding commercial position, would necessarily be the 
site of a reserve bank—the fourth, accordingly, whose exist- 
ence must be provided for. For many years past it had been 
recognized that San Francisco, as the metropolis of the Patific 
Coast, should have been.a central reserve city and that in 
any plan of districting under the new act it would have to be 
assigned a bank. Thus five were definitely located. The 
question whether to place a bank at St. Louis offered con- 
siderably more difficulty. St. Louis had for many years been 
a central reserve city and, though it had been declining in 
financial significance, it still occupied a premier place. Tenta- 
tively, therefore, it could be regarded as the site of the sixth 
of the reserve banks which were to be distributed. 


A Tentative Grouping 

The problem was now considerably narrowed and might be 
stated as simply the question whether as many as six banks 
should be assigned to and were needed by the remainder of 
the country. Examination of transportation and financial 
conditions, and analysis of so much of the hearings as could 
legitimately be called evidence, pointed to the following very 
distinct areas or centers which might be regarded as properly 
competitors for a reserve institution: 


1. The Great Lakes district; a bank in that region being 
presumably located at either Cleveland or Pittsburgh as 
the head of a district which would bound the New 
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England and New York districts on the northeast of it, 
and Philadelphia on its southeast. 

2. The Southwest; a bank presumably being located at some 
point in Texas or in territory adjacent thereto, and 
serving as the head of a district including Texas and 
territory carved out of adjacent states. 

3. The Southeast; a bank being located at some point in the 
old cotton states with territory running to the southern 
boundary of the Philadelphia district and westward to 
the eastern boundary of the Texas district. 

4. Possibly the Northwest; a bank being placed at Minneap- 
olis or St. Paul to include territory reaching westward 

* to the eastern boundary of the Pacific Coast district. 


Had these institutions been established, the total number 
of banks to be designated would have been ten, two being left 
for later growth. Had the projected Minneapolis bank been 
omitted, the number would have been nine. Either nine or 
ten was the first recommendation made to the Committee; 
but, as already stated, political considerations had already dic- 
tated a decision to establish the full number of twelve from 
the outset. Two “surplus banks” being thus left over, the. 
question where to place them presented itself. Analysis of 
available capital showed that it would be possible to develop 
two reasonably strong districts in the Southwest, throwing 
one to the north probably at Kansas City and thus narrowing 
the area to be assigned to the Texas bank. There remained 
the problem of a twelfth bank and for this, it appeared, the 
claims of New Orleans, both geographically and otherwise, 
were very strong. On this basis of division, therefore, banks 
would have been established at New York, Philadelphia, 
Boston, Cleveland or Pittsburgh, Chicago, Minneapolis or St. 
Paul, Portland or Seattle, San Francisco, St. Louis, Kansas 
City, some point in Texas, some point in the cotton states 
or possibly at New Orleans. In studying the proposed New 
Orleans district, there appeared to be good reason for assign- 
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ing it a territory. This, however, would have practically put 
St, Louis out of the question as a banking point and might 
thus have led to the shifting of the proposed St. Louis bank 
to Cincinnati. The claims of Baltimore which had been 
strongly pressed had some basis, but the preliminary survey 
strongly pointed to the belief that no bank should be estab- 
lished south of Philadelphia and north of North Carolina, | In 
none of the preliminary surveys of the situation was the estab- 
lishment of a bank at Richmond, Virginia, ever seriously 
considered, although that city, like others, had early engaged 
special counsel of various kinds and Comptroller Williams was 
well known to be doing his utmost to forward its claims. 


Problem of Pacific Coast 

A. difficulty in the situation appeared from the fact that 
the Northern Pacific Coast could not furnish enough national 
bank capital to provide the necessary capitalization for a 
reserve bank, although local bankers offered to undertake to 
secure immediate membership from enough state banks to 
provide the necessary amount. This, however, would have 
meant exceptional treatment for the Pacific Coast and eventu- 
ally led Secretary McAdoo to decide against a bank.at Portland 
or Seattle for that reason. This might have made it possible 
to.create the institution at New Orleans while yet leaving St. 
Louis with a reserve bank, although it was apparent from the 
first that the St. Louis district was not likely to be a “natural” 
one and would probably always be somewhat weak. Working 
on this basis, with the head offices at least tentatively deter- 
mined upon, it was then feasible to assign territory for them 
upon the principles already indicated.’ 


2A detailed report on this subject covering the whole question of districting, 
which was prepared by the author for the Organization Committee at the direction of 
Secretary McAdoo and was submitted to the Committee at the conclusion of its hear- 
ings, It is the only analysis (so far as known) that was made of the testimony taken 
by the Committee, and at the time was held confidential, no statement of it ever being 
published. The section of the printed report of the Committee of Technical Experts 
which dealt with districting was prepared by the author but discussed general principles 
only (the details of districting recommended being reserved for the complete confidential 


report). 
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Final Decision of Committee 

While all these considerations were doubtless given some 
weight by the Organization Committee, the final outcome was 
not in accord with the general dictates of economic principles. 
Announcing its decision on April 2, the Organization Com- 
mittee put forth a decision which contained an assignment of 
territory for twelve independent districts varying greatly in 
size and resources, as was unavoidable, and designating one 
city in each district as the headquarters of the federal reserve 
bank thereof. The places thus chosen were Boston, New York, 
Philadelphia, Cleveland, Richmond, Atlanta, Chicago, St. 
Louis, Minneapolis, Kansas City, Dallas, and San Francisco, 
and the districts were designated by number from 1 to 12 in 
the order in which the cities have just been named. In making 
this choice the Committee stated six considerations by which 
it had been guided, substantially as follows: 


1. Mercantile, industrial, and financial connections existing 
in each district. . 

2. Ability of reserve bank in each district to meet legitimate 
demands on it. 

3. Fair division of capital among the districts. 

4. General geographical and transportation situation of the 
districts. 


5. Population, area, and prevalent business activities of the 
district. 


6. Ability of member banks of each district to provide the 
minimum necessary capital. 


Taken in the abstract, there was, as seen from the fore- 
going discussion, no exception to be taken to these criteria or 
principles of action which in general followed the lines that 
had been mapped out in the preliminary work of analysis of 
testimony and survey of the districting problem at large. The 
Committee, however, furnished no particular reason for the 
choices it had made, leaving the reader to draw his own con- 
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clusions concerning the degree in which the principles referred 
to had been put into application in any given place. 


Errors of Choice 


While the impression left by the statement of the Com- 
mittee.doubtless was to the effect that it had first laid out each 
district and had then chosen a headquarters city within the’ 
district, the fact unquestionably’ was that the work had been 
done in the reverse order, cities being chosen first and the dis- 
tricts assigned to them. Remembering this, the errors of 
choice committed by the Committee at once became evident. 
Assuming that twelve places were to be designated as the 
headquarters of reserve banks, only a casual survey was neces- 
sary to make it clear that there was a serious error in the 
attempt to insert a Richmond district. No call for such a 
district existed or could be deduced from the evidence, and the 
creation of it between the Southeastern district with head- 
quarters probably at Atlanta, and the Middle Atlantic district 
with its headquarters at Philadelphia, threw out of gear the 
districting of the entire Atlantic Coast. Elimination of the 
Richmond district would have made the designation of cities 
very much more satisfactory and the districts themselves far 
more symmetrical along the entire Atlantic seaboard. The 
insertion of the Richmond district made it necessary to give 
up the idea of a bank on the North Pacific Coast, an omission 
for which the Committee offered a kind of apology, saying 
that Congress would no doubt provide for another district to 
cover that region “in a few years.” Apart from this unneces- 
sary insertion of the Richmond district, there was very con- 
siderable ground for question as to the wisdom shown in the 
selection of Cleveland, the home of Secretary of War Baker, 
as the site for the reserve bank of the Great Lakes district. 

Some other reasons for complaint appeared, among them 
notably the fact that New Orleans not only had not been given 
an independent district but had been attached to Atlanta instead 
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of to St. Louis, the city to which it was ordinarily regarded as 
tributary although of recent years that relationship had almost 
been reversed. But the unnecessary establishment of the 
Richmond district had cut off so much banking capital from 
Atlanta that it became necessary to extend the borders of the 
latter district far westward in order to get enough capital to 
‘ warrant the appointment of a bank in that city. Atlanta might 
have been omitted and made tributary to Richmond, but the 
influence of Senator Hoke Smith was generally regarded as 
having turned the scale in favor of the inclusion of Atlanta 
among the twelve cities; indeed, there was a prevailing impres- 
sion that the designation of Atlanta was part of a kind of 
political understanding covering a number of subjects. 


Imperfections in Districting 

More important, probably, than the erroneous selection of 
cities as the headquarters of reserve banks, was the imper- 
fection that prevailed in a number of cases as related to the 
drawing of the district lines. Of these, perhaps the most cry- 
ing example of absurdity was afforded by the inclusion of the 
Jersey shore opposite Manhattan in the Philadelphia district, 
while the extreme southern part of Connecticut was assigned 
to Boston’ notwithstanding that both were really portions of 
Greater New York in a business way, if in no other. Appeals 
from the decisions of the Committee were at a later date to 
lead the Federal Reserve Board to readjust the district lines 
and in so doing to correct most of these complaints—a matter 
of which more will presently be said. Meantime, however, the 
obvious blunders, or at all events erroneous decisions, in the 
work of the Committee attracted widespread attention through- 
out the country and led the Organization Committee to issue 
on April 10 (eight days after the original decision) a tart 
rejoinder to the critics in which it discussed in special detail 
the case of New Orleans and the establishment of the Rich- 
mond district. No conclusive argument, however, was sub- 
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mitted on either of these subjects, and the only really apposite 
feature of this second report was the suggestion that those who 
did not like it could apply to the Federal Reserve Board for a 
review of what had been done, if they saw fit. Eventually 
Congress became interested on account of the violent protest 
that reached that body from Baltimore and New Orleans as 
well as from many other quarters. In a Senate resolution 
adopted April 14, request was made for “copies of all briefs 
and written arguments made by each city . . . . and the rea- 
sons relied upon by the Organization Committee. . ... .” In 
response the Committee transmitted the information called for 
together with a mass of statistics. Most of this material was 
of little interest, the really significant testimony being found 
in the stenographic report of the hearings which has never 


been published.° 


APPENDIX TO CHAPTER XXIV 


DECISION OF THE RESERVE BANK ORGANIZATION COMMITTEE DETER- 
MINING THE FEDERAL Reserve Districts AND THE Loca- 
TION OF THE FEDERAL RESERVE BANKS 


[Under the Federal reserve act approved Dec. 23, 1913] 


The Federal reserve act directs the reserve bank organization 
committee to “designate not less than 8 nor more than 12 cities, to 
be known as Federal reserve cities; to “divide the continental United 
States, including Alaska, into districts, each district to contain only 
one of such Federal reserve cities;’ and to apportion the districts 
“with due regard to the convenience and customary course of busi- 
ness.” The act provides that the districts may not necessarily be 
coterminous with any State or States. 

In determining the reserve districts and in designating the cities 
within such districts where Federal reserve banks shall be severally 


3The reply of the Organization Committee was published as Senate Document 485, 
63rd Congress, 2nd Session, 1914 (page 384), and entitled “Letter from the Reserve 
Bank Organization Committee transmitting the briefs and arguments presented to the 
Organization Committee of the Federal Reserve Board relative to the location of reserve 
districts in the United States.’ The material presented in this document was extensive 
and, while fragmentary. and inconclusive, as stated in the text above, constitutes the 
only official collection of information on the districting question. 
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located, the organization committee has given full consideration to 
the important factors bearing upon the subject. The committee held 
public hearings in 18 of the leading cities from the Atlantic to the 
Pacific and from the Great Lakes to the Gulf, and was materially 
assisted thereby in determining the districts and the reserve cities. 

Every reasonable opportunity has been afforded applicant cities to 
furnish evidence to support their claims as locations for Federal re- 
serve banks. : 

More than 200 cities, through their clearing-house associations, 
chambers of commerce, and other representatives, were heard. Of 
these, 37 cities asked to be designated as the headquarters of a Federal 
reserve bank. 

The majority of the organization committee, including its chair- 
man and the Secretary of Agriculture, were present at all hearings, 
and stenographic reports of the proceedings were made for more 
deliberate consideration. Independent investigations were, in addition, 
made through the Treasury Department, and the preference of each 
bank as to the location of the Federal reserve bank with which it 
desired to be connected was ascertained by an independent card ballot 
addressed to each of the 7,471 national banks throughout the country 
which had formally assented to the provisions of the Federal reserve 
act. 

Among the many factors which governed the committee in deter- 
mining the respective districts and the selection of the cities which 
have been chosen were: 

First. The ability of the member banks within the district to pro- 
vide the minimum capital of $4,000,000 required for the Federal re- 
serve bank, on the basis of 6 per cent of the capital stock and surplus 
of member banks within the district. 

Second. The mercantile, industrial, and fiidndiat connections ex- 
isting in each district and the relations between the various portions 
of the district and the city selected for the location of the Federal 
reserve bank. 


Third. The probable ability of the Federal reserve bank in each 
district, after organization and after the provisions of the Federal 
reserve act shall have gone into effect, to meet the legitimate demands 
of business, whether normal or abnormal, in accordance with the 
spirit and provisions of the Federal reserve act. 

Fourth. The fair and equitable division of the available capital 
for the Federal reserve banks among the districts created. 

Fifth. The general geographical situation of the district, transpor- 
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tation lines, and the facilities for speedy communication between the 
Federal reserve bank and all portions of the district. 

Sixth. The population, area, and prevalent business activities of 
the district, whether agricultural, manufacturing, mining, or commer- 
cial, its record of growth and development in the past, and its pros- 
pects for the future. 

In determining the several districts the committee has endeavored 
to follow State lines as closely as practicable, and wherever it has been 
found necessary to deviate the division has been along lines which are 
believed to be most convenient and advantageous for the district 
affected. 

The 12 districts and the 12 cities selected for the location of the 
Federal reserve banks are as follows: 


District No. 1.—The New England States: Maine, New Hampshire, 
Vermont, Massachusetts, Rhode Island, and Connecticut, with the 
city of Boston as the location of the Federal reserve bank. 


This district contains 445 national banks which have accepted the 
provisions of the Federal reserve act. The capital stock of the Fed- 
eral Reserve Bank of Boston, on the basis of 6 per cent of the total 
capital stock and surplus of the assenting national banks in the dis- 
trict, will amount to $9,924,543. 


District No. 2.—The State of New York, with New York City as 
the location of the Federal reserve bank. 


This district contains 477 national banks which have accepted the 
provisions of the Federal reserve act. The capital stock of the Fed- 
eral Reserve Bank of New York, on the basis of 6 per cent of the 
total capital stock and surplus of the assenting national banks in the 
district, will amount to $20,621,606; and if there be added 6 per cent 
of the capital stock and surplus of the State banks and trust companies 
which have applied for membership up to April 1, 1914, the total 
capital stock will be $20,687,606. 


District No. 3—The States of New Jersey and Delaware and all 
that part of Pennsylvania located east of the western boundary of 
,the following counties: McKean, Elk, Clearfield, Cambria, and 
Bedford, with the Federal reserve bank in the city of Philadelphia. 


This district contains 757 national banks which have accepted the 
provisions of the Federal reserve act. The capital stock of the Fed- 
eral Reserve Bank of Philadelphia, on the basis of 6 per cent of the 
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total capital stock and surplus of the assenting national banks in the 
district, will amount to $12,488,138; and if there be added 6 per cent 
of the capital stock and surplus of the State banks and trust com- 
panies which have applied for membership up to April 1, 1914, the 
total capital stock will be $12,500,738. 


District No. 4.—The State of Ohio; all that part of Pennsylvania 
lying. west of district No. 3; the counties of Marshall, Ohio, 
Brooke, and Hancock, in the State of West Virginia; and all that 
part of the State of Kentucky located east of the western boundary 
of the following counties: Boone, Grant, Scott, Woodford, Jessa- 
mine, Garrard, Lincoln, Pulaski, and McCreary, with the city of 
Cleveland, Ohio, as the location of the Federal reserve bank. 


This district contains 767 national banks which have accepted the 
provisions of the Federal Reserve Act. The capital stock of the Fed- 
eral Reserve Bank of Cleveland, on the basis of 6 per cent of the 
total capital stock and surplus of the assenting national banks in the 
district, will amount to $12,007,384; and if there be added 6 per cent 
of the capital stock and surplus of the State banks and trust com- 
panies which have applied for membership up to April 1, 1914, the 
total capital stock will be $12,500,738. 


District No. 5.—The District of Columbia, and the States of Mary- 
land, Virginia, North Carolina, South Carolina, and all of West 
Virginia except the counties of Marshall, Ohio, Brooke, and Han- 
cock, with the Federal reserve bank located in the city of Rich- 
mond, Va. 


This district contains 475 national banks which have accepted the 
provisions of the Federal Reserve Act. The capital stock of the Fed- 
eral Reserve Bank of Richmond, on the basis of 6 per cent of the 
total capital stock and surplus of the assenting national banks in the 
district, will amount to $6,303,301; and if there be added 6 per cent 
of the capital stock and surplus of the State banks and trust companies 


which have applied for membership up to April 1, 1914, the total 
capital stock will be $6,542,713. 


District No. 6—The States of Alabama, Georgia, and Florida; all 
that part of Tennessee located cast of the western boundary of the 
following counties: Stewart, Houston, Wayne, Humphreys, and 
Perry; all that part of Mississippi located south of the northern 
boundary of the following counties; Issaquena, Sharkey, Yazoo, 


EO 
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Kemper, Madison, Leake, and Neshoba; and all of the southeastern 
part of Louisiana located east of the western boundary of the fol- 
lowing parishes: Pointe Coupee, Iberville, Assumption, and Terre- 
bonne, with the city of Atlanta, Ga., as the location of the Federal 
reserve bank. 


This district contains 372 national banks which have accepted the 
provisions of the Federal reserve act. The capital stock of the Fed- 
eral Reserve Bank of Atlanta, on the basis of 6 per cent of the total 
capital stock and surplus of the assenting national banks in the district, 
will amount to $4,641,193; and if there be added 6 per cent of the 
capital stock and surplus of the State banks and trust companies which 
have applied for membership up to April 1, 1914, the total capital stock 
will be $4,702,558. 


District No. 7—The State of Iowa; all that part of Wisconsin lo- 
cated south of the northern boundary of the following counties: 
Vernon, Sauk, Columbia, Dodge, Washington, and Ozaukee; all 
of the southern peninsula of Michigan, viz, that part east of Lake 
Michigan; all that part of Illinois located north of a line forming 
the southern boundary of the following counties: Hancock, Schuy- 
ler, Cass, Sangamon, Christian, Shelby, Cumberland, and Clark; 
and all that part of Indiana north of a line forming the southern 
boundary of the following counties: Vigo, Clay, Owen, Monroe, 
Brown, Bartholomew, Jennings, Ripley, and Ohio, with the Fed- 
eral reserve bank located in the city of Chicago, IIl. 


This district contains 952 national banks which have accepted the 
provisions of the Federal reserve act. The capital stock of the Fed- 
eral Reserve Bank of Chicago, on the basis of 6 per cent of the total 
capital stock and surplus of the assenting national banks in the dis- 
trict, will amount to $12,479,876; and if there be added 6 per cent of 
the capital stock and surplus of the State banks and trust companies 
which have applied for membership up to April ‘1, 1914, the total 
capital stock will be $12,967,701. 


District No. 8.—The State of Arkansas; all that part of Missouri 
located east of the western boundary of the following counties: 
Harrison, Daviess, Caldwell, Ray, Lafayette, Johnson, Henry, St. 
Clair, Cedar, Dade, Lawrence, and Barry; all that part of Illinois 
not included in district No.7; all that part of Indiana not included 
in district No. 7; all that part of Kentucky not included in district 
No. 4; all that part of Tennessee not included in district No. 6; 
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and all that part of Mississippi not included in district No. 6; with 
the city of St. Louis, Mo., as the location of the Federal reserve 


bank. 


This district contains 458 national banks which have accepted the 
provisions of the Federal reserve act. The capital stock of the Fed- 
eral Reserve Bank of St. Louis, on the basis of 6 per cent of the total 
capital stock and surplus of the assenting national banks in the dis- 
trict, will amount to $4,990,761; and if there be added 6 per cent of 
the capital stock and surplus of the State banks and trust companies 
which have applied for membership up to April 1, 1914, the total capi- 
tal stock will be $6,367,006. 


District No. 9.—The States of Montana, North Dakota, South Da- 
kota, Minnesota; all that part of Wisconsin not included in district 
No. 7, and all that part of Michigan not included in district No. 
7, with the city of Minneapolis, Minn., as the location of the Fed- 
eral reserve bank. 


This district contains 687 national banks which have accepted the 
provisions of the Federal reserve act. The capital stock of the Fed- 
eral Reserve Bank of Minneapolis, on the basis of 6 per cent of the 
total capital stock and surplus of the assenting national banks in the ~ 
district, will amount to $4,702,925. 


District No. 10—The States of Kansas, Nebraska, Colorado, and 
Wyoming; all that part of Missouri not included in district No. 
8; all that part of Oklahoma north of a line forming the southern 
boundary of the following counties: Ellis, Dewey, Blaine, Cana- 
dian, Cleveland, Pottawatomie, Seminole, Okfuskee, McIntosh, 
Muskogee, and Sequoyah; and all that part of New Mexico north 
of aline forming the southern boundary of the following counties: 
McKinley, Sandoval, Santa Fe, San Miguel, and Union, with the 
city of Kansas City, Mo., as the location of the Federal reserye 
bank. 


This district contains 836 national banks which have accepted the 
provisions of the Federal reserve act. The capital stock of the Fed- 
eral Reserve Bank of Kansas City, on the basis of 6 per cent of the 
total capital stock and surplus of the assenting national banks in the 
district, will amount to $5,590,015; and if there be added 6 per cent 
of the capital stock and surplus of the State banks and trust companies 
which have applied for membership up to April 1, 1914, the total capi- 
tal stock will be $5,600,977. 
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District No. 11.—The State of Texas; all that part of New Mexico 
not included in district No. 10; all that part of Oklahoma not in- 
cluded in district No. 10; all that part of Louisiana not included in 
district No. 6; and the following counties in the State of Arizona: 
Pima, Graham, Greenlee, Cochise, and Santa Cruz, with the city of 
Dallas, Tex., as the location of the Federal reserve bank. 


This district contains 731 national banks which have accepted the 
provisions of the Federal reserve act. The capital stock of the Fed- 
eral Reserve Bank of Dallas, on the basis of 6 per cent of the total 
capital stock and surplus of the assenting national banks in the dis- 
trict, will amount to $5,540,020; and if there be added 6 per cent of 
the capital stock and surplus of the State banks and trust companies 
which have applied for membership up to April 1, 1914, the total capi- 
tal stock will be $5,653,924. 


District No. 12.—The States of California, Washington, Oregon, 
Idaho, Nevada, and Utah, and all that part of Arizona not included 
in district No. 11, with the city of San Francisco, Cal., as the loca- 
tion of the Federal reserve bank. 


This district contains 514 national banks which have accepted the 
provisions of the Federal reserve act. The capital stock of the Fed- 
eral Reserve Bank of San Francisco, on the basis of 6 per cent of 
the total capital stock and surplus of the assenting national banks in 
the district, will amount to $7,825,375; and if there be added 6 per 
cent of the capital stock and surplus of the State banks and trust com- 
panies which have applied for membership up to April 1, 1914, the 
total capital stock will be $8,115,494. 

The committee was impressed with the growth and development 
of the States of Idaho, Washington, and Oregon, but on the basis of 
6 per cent of the capital stock and surplus of national banks and State 
banks and trust companies which have applied for membership, that 
section could not provide the $4,000,000 minimum capital stock re- 
quired by the law. With the continued growth of that region it is 
reasonable to expect that in a few years the capital and surplus of its 
member banks will be sufficient to justify the creation of an additional 
Federal reserve district, at which time application may be made to the 
Congress for a grant of the necessary authority. 

It is no part of the duty of the organization committee to locate 
branches of the Federal reserve banks. The law specifically provides 
that “each Federal reserve bank shall establish branch banks within 
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the Federal reserve district in which it is located.’’ All the material 
collected by the committee will be placed at the disposal of the Fed- 
eral reserve banks and the Federal Reserve Board when they are organ- 
ized and ready to consider the establishment of branch banks. .... 


W. G. McApoo, 

D. F. Houston, 

Jno. SKELTON WILLIAMS, 
Reserve Bank Organization Committee. 


WasuinectTon, D. C., April 2, 1914. 


GEA EER EX XY 


INTERNAL ORGANIZATION 


Major Problems of Technique 

While the reserve districts were thus in process of being 
shaped, the technica] Organization Committee’ had been actively 
prosecuting its work. It had recognized at the outset several 
major problems, all of which required uniform treatment in 
the several district institutions, and each of which was certain 
to present itself in one way or another by the time that the 
banks had been fairly opened for business. 

Foremost among these problems was that of commercial 
paper, and the conditions of rediscounting. As to this, of 
course, it was possible to take a broad or a narrow position. 
The original plan of the act had contemplated active rediscount 
operations in all types of liquid commercial paper, but there 
could be no doubt that the language of the act leaned to the 
side of two-name paper in the proper sense of the term, such 
as bills of exchange or acceptances. 


Commercial Paper 

The regulations or policies suggested by the Organization 
Committee, therefore, sought to recognize the fact that it was 
intended to favor two-name paper but at the same time to 


admit to discount on the basis of equality with two-name paper — 


single-name paper which constituted the staple of the port- 
folios of most of the smaller banks and of many of the larger 
ones of the country. The Committee prosecuted its inquiry 
with very considerable detail on this point, consulting with 


1See p. 548. 
598 
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expert bankers and getting their advice, finally formulating a 
series of propositions with respect to the discount of paper 
which was eventually adopted practically in toto by the Fed- 
eral Reserve Board. These propositions need not be reviewed 
in detail. They, in addition to recognizing the necessary 
eligibility of both single- and double-name paper under the 
Federal Reserve Act, went on to urge the necessity of confin- 
ing the eligible paper with absolute strictness to that which 
grew out of short-term liquid business transactions. At a later 
date the Federal Reserve Board sought to accept these ideas 
and even to carry them somewhat further through the require- 
ment of a statement which was designed to show liquid con- 
dition. The Committee would gladly have limited itself if 
possible to some form of paper that on its face indicated that 
it grew out of the sale or purchase of goods, but in the existing 
condition of American commercial paper practice this was 
impossible. As clearly appeared from even a cursory exam- 
ination made of the subject, some of the best and most liquid 
paper of the country was not the direct result of sales of goods 
but represented borrowing in round figures conducted on a 
large scale on behalf of a concern undoubtedly liquid in its 
condition but not disposed to organize its financing in such a 
way as to furnish direct evidence of the fact that its business 
was actually upon that footing. The restrictions suggested by 
the Committee, however, were of an austere type based upon 
the belief that notes and bills to be taken by federal reserve 
banks and used by them as desired as a basis for note issue, 
must be of the very highest type and must represent absolutely 
the best paper produced in the several localities which gave 
rise to them. 

In closing its review of the situation, the Committee out- 
lined the chief methods of safeguarding the practice of the 
reserve banks with regard to commercial paper and enumerated 
ten principal points to be borne in mind for the future, as 


follows: 
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The following points at least are, however, deemed essential in 
determining the practice to be followed by reserve banks: 

1. Commercial paper must be broadly defined as including two- 
name paper given in lieu of cash for goods sold and bearing the name 
of maker and endorser, if discounted, and single-name paper which is 
largely discounted or sold to provide cash in anticipation of future 
purchases and sales. Where the price of the commodity involved has 
been fixed, two-name paper, so far as the seller is concerned, repre- 
sents a closed transaction, whereas in the use of single-name paper, 
representing as it does principally money borrowed for future trans- 
actions, the price remains to be fixed by seasonal demand and trade 
limitations. 

2. From an economic standpoint, two-name paper may be regarded 
as having no inherent quality that will develop inflation, while single- 
name paper involving, as previously stated, future transactions, may 
(though not necessarily) promote speculation and thus develop price 
inflation. Member banks, therefore, should carefully analyze the 
business on which single-name paper is to be predicated, differenti- 
ating sharply, for purpose of rediscount, between that which is to be 
used to finance accounts receivable or strictly seasonal requirements, 
and that which is to finance a floating debt or be used for the exten- 
sion of business that cannot be readily liquidated. 

3. Single-name paper, secured or unsecured, must bear the name 
of a solvent party whose responsibility is secured by the filing of a 
satisfactory statement made within one year prior to the date of the 
discount, or by the filing of a certified copy of such a statement by a 
responsible person who is in possession of the original. 

4. Such paper must bear the endorsement of a member bank and 
be accompanied by a statement attached to its schedule of application 
for rediscounts, signed by an officer of said bank, to the effect that 
to said officer’s best knowledge and belief the proceeds of the notes 
discounted have been or are to be used for commercial, industrial or 
agricultural purposes of a current nature. Such schedule of applica- 
tion must be classified (on a standard form), giving the kinds of 
business supported by individual items. 

5. Such paper must have a maturity at the time of discount of not 
more than ninety days, except in the case of notes, drafts and bills 
drawn or issued for agricultural purposes or based on live stock, which 
may have a maturity of not exceeding six months. The total amount 
of such six months’ paper to be taken by any one Federal reserve 


bank, however, shall not exceed .......... per cent of the capital of 
said bank. 
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6. Any Federal Reserve Bank may discount acceptances (bank or 
other than consignee) based upon the importation or exportation of 
goods and which have at the time of discount a maturity of not more 
than three months and are endorsed by at least one member bank. 
The amount of acceptances so discounted shall at no time exceed one- 
half the paid up capital and surplus of the bank for which the redis- 
counts are made. 

7. Two-name paper must bear the names of two solvent-parties, the 
maker and the endorser. The responsibility of one being reasonably 
assured by customary credit statements, or the opinion of an officer or 
director of a member bank formally stated and filed. 

8. Such paper must bear the endorsement of the member bank 
and be submitted on a schedule separate and apart from, that used for 
single-name paper, but similarly classified as to the kinds of business 
involved. 

g. Such paper must have a maturity at the time of discount of not 
more than ninety days, except as provided by the act for six months’ 
paper based upon agricultural products or live stock. 

1o. It is recommended as a general practice that at least one party 
involved in the discount of two-name paper may be required to file a 
statement with the member bank. 


Clearances 

Of fully equal importance was the attention given by the 
Committee to the question of clearances. Nowhere in the 
Federal Reserve Act, perhaps, had a more difficult or more 
necessary task been assigned to the Federal Reserve Board 
than that of providing for a system of par clearance effective 
throughout the United States and designed to bring about 
the absolutely prompt and reliable collection of sight claims 
deposited in the banks. The act had necessarily left some 
features of this provision to be worked out, although it had 
enumerated the chief. It was plain, from the language of the 
law, that the intent of the measure was to insure the general 
receipt on deposit with federal reserve banks of checks and 
drafts upon all banks and banking organizations and their 
crediting to the various accounts as reserve deposits. Charges 
for exchange were to be prohibited, while as between federal 
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reserve banks themselves it was the manifest intent of the law 
to create an interbank clearance system. 

ln speaking of the clearing question, the Committee recog- 
nized the necessity of: (a) a clearing system providing for 
the clearing of items among member banks which are stock- 
holders and depositors in any federal reserve bank; and (b) a 
clearing system which shall provide for clearing the trans- 
actions of federal reserve banks among themselves. Working 
on this as a basis the Committee went on to propose three 
classes of clearance. The first related to federal reserve banks 
and their members in the same city, and it was suggested that 
reserve banks should undertake to clear only those checks 
which were not payable through the local clearing house, the 
reserve banks themselves becoming members of the clearing 
house and so effecting a perfect clearance. Eventually, it was 
recognized, the federal reserve banks would probably super- 
sede local clearing houses, taking over their functions and 
performing the same work which they in the past had per- 
formed. In the second place, it was recommended that in 
relations between reserve banks and their members outside 
the city, each item deposited by member banks with a federal 
reserve bank should become reserve ‘only after they had been 
collected,” that is, placed in the possession of a paying bank 
and thus chargeable to the account of the drawer. Alternative 
to this it was suggested as “more practical and simple in 
operation,’ that member bank checks be charged against the 
balances of such members on the day forwarded. The work- 
ing out of the technique in each alternative case was carried 
through by the Committee, and the choice between them was 
left open for later determination, while it was suggested that 
such items be credited to the account of the member banks 
on the day of receipt of the items although no bank should 
be allowed to draw against its uncollected funds except subject 
to interest. As will be seen at a later point, this plan was 
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adopted almost literally in developing the intradistrict collection 
system. 


Gold Settlement Fund 

The mechanism of the gold settlement fund, which after- 
ward proved to be so essentially a feature of the working of 
the federal reserve system during the war, was sketched in 
simple and concise language, which was adopted practically as 
it stood by the Federal Reserve Board in its subsequent estab- 
lishment of the gold settlement fund for clearances between 
federal reserve banks. 

Working further with the intention of carrying out these 
provisions, the Committee of Experts now devoted itself, 
first of all, to the development of the details surrounding the 
organization of a central clearing. The act had permitted the 
placing of this clearing function either in the hands of the 
Federal Reserve Board or of those of one of the federal 
reserve banks to be designated by the Federal Reserve Board 
and to serve as a clearing house for the others. The latter 
alternative had been introduced as a matter of expediency 
largely for the purpose of meeting the views of those who 
were in the habit of contending that the Board would have 
no machinery with which to transact any ordinary banking 
operation, although there could be no question in the mind 
of any informed person familiar. with the work of our clearing 
houses that the performance of these duties by the Board was 
a perfectly practicable undertaking. The Organization Com- 
mittee accordingly recommended immediate and direct assump- 
tion of the duty by the Federal Reserve Board. It then 
recognized that as a basis for the management of clearing 
operations it would be necessary, following the custom of 
clearing houses in the past, to require of the participating 
banks that they make a gold deposit with it. It suggested 
that this deposit include all the gold beyond what was required 
by local needs; and in order-to obviate objection that such 
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deposit would constitute an additional reserve responsibility, 
it recommended that deposits so made should be regarded as 
constituting a part of the reserve of the various federal reserve 
banks. Looked at in this way, the outworking of the plan 
merely called for the segregation of the reserve of the federal 
reserve banks in the hands of the Federal Reserve Board. 

Two ways were noted as possibly favorable for the man- 
agement of this gold fund and transfers under it. The gold 
might be physically handed over to the Treasurer of the United 
States, who could be asked to issue in exchange certificates of 
the denomination of $10,000, or it might simply hand it to 
the Treasurer as a trust fund. In the former case, transfers 
in the gold settlement fund could be made from bank to bank 
by the actual physical shifting of gold certificates, a compara- 
tively easy process when the certificates were in large denomi- 
nations. On the other basis the transfers in the fund would 
take the form merely of book entries, credits and debits, 
according to the balances to and from each bank. On the 
whole, the latter process was the one which commended itself 
most to the Committee; but recognizing that the adoption of 
it might necessarily give rise to a question as to: the actual 
custodian of a part of the reserve of the federal reserve banks, 
it was suggested that the former plan be pursued and that the 
gold deposit be handled in the form of certificates which should 
be actually in the possession of the Board or its officers and 
should by them be shifted from one bank to another. This 
was the plan subsequently introduced by the Board as will later 
appear, the method suggested by the Organization Committee 
being followed to the letter and the technical clearing expert 
who had served on the Committee being called into service to 
aid in the preparation of a satisfactory set of books for use 
in conducting the gold settlement fund. 

The problem of the gold settlement fund presented no 
very serious difficulties, for the questions of policy which have 
just been outlined were not difficult to dispose of ; and, when 
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disposed of, the technique was simple. Much more difficult 
was the establishment of the intradistrict system of clearing, 
with entries on the books of the several banks designed to bring 
about a collection of checks at par and to end roundabout rout- 
ing of such checks which had previously been the custom. 
From the beginning of the Committee’s work on this subject, 
it was recognized that the taking over of this function would 
necessarily interfere very seriously with the exchange methods 
and practices of the other banks in the community, and that 
these banks would eventually be driven to surrender their 
system of exchange charges since they would find themselves 
unable to compete against a system which did the work with- 
out expense. More important than this, if anything, was the 
recognized fact that an instantaneous debit and credit would 
end the tremendous system of pyramiding which had developed 
in the cities and would be a strong inducement to banks to send 
their checks immediately through to the reserve bank. The 
difficulty in the way, it was seen, lay in the fact that, on the 
one hand, country banks would be most reluctant to give up 
the heavy charges for exchange which they had been in the 
habit of exacting, while city banks would be equally reluctant 
to witness the introduction of a plan which must unavoidably 
reduce the balances carried with them by country banks 
throughout the United States, already depleted as these un- 
avoidably were by the operation of the federal reserve system 
with its required transfers of funds from city banks to reserve 
banks. A careful canvass of the entire situation, however, 
convinced the Committee that there was no basis for expecting 
any easy method of overcoming these elements of friction, 
and it accordingly reached the conclusion that the best plan 
was to ignore them, or rather to allow them to take their own 
course and to require the immediate introduction of the clear- 
ing system which had been called for in the act, so soon at 
least as the reserve banks should find themselves sufficiently 
provided with equipment to carry on work which at the easiest 
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must prove to be a very serious undertaking. Accordingly a 
full and detailed plan was worked out, and alternative methods 
of making reserve credits as a result of the deposit of checks 
and drafts were developed. 


Reporting of Condition 

The subject of reporting condition was dealt with by the 
Committee in an exceptionally careful and effective way. Mr. 
J. A. Broderick, afterward Chief Examiner of the Federal 
Reserve Board and still later Secretary of the Board, who 
was a member of the Committee, had had large experience in 
examinations and reporting, and with his aid a thorough plan 
was developed whereby on a specified day each week figures 
of condition were to be telegraphed by each reserve bank to 
Washington and there combined into a general statement or 
balance sheet which should be given to the public. Provision 
was also made for a plan later put into effect by the Board 
upon identically the basis mapped out by the Organization 
Committee. This plan called for a weekly report of member 
banks, the figures therefor to be compiled under the direction 
of the federal reserve agent and then forwarded to the Board 
for the purpose of publishing them each week. The combined 
statement was designed to show the exact situation of member 
banks in each and every federal reserve district. Coupled with 
this was the development of a general plan for the examination 
of banks as provided for under the Federal Reserve Act. 
According to this plan, it was recommended that there be 
adopted in each federal reserve district a uniform plan of 
examination, to be carried on in collaboration with the national 
and state examiners. Examination of the federal reserve 
banks themselves was described, and the plan therefor out- 
lined in some detail, while provision was made for the estab- 
lishment of a credit bureau in each federal reserve bank. Such 
a credit bureau was eventually set up in the several reserve 
banks and, after a long struggle, the co-operation of the 
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Comptroller of the Currency was obtained in sufficient degree 
to permit the efficient functioning of these bureaus. 


Accounting 


On no subject did the Committee develop more careful and 
detailed recommendations than on that of accounting. It of 
course recognized from the outset the absolute necessity of 
having accounting practice uniform among the twelve reserve 
banks, and assumed that the Board would issue regulations 
to that effect—an assumption later to be disappointed. It 
recognized also that speed in opening the new banks would 
be largely conditioned by the care and skill with which ac- 
counting details had been provided for. It therefore under- 
took to work out a complete set of accounting forms and 
practices. In speaking of the work thus done, the accountants 
connected with the Organization Committee described the 
purpose in mind as follows: 


Our constant endeavor in devising the system of account- 
ing for the Regional Banks has been to combine simplicity 
and directness of records and procedure with that comprehen- 
siveness of control so essential in bank accounting. In the 
development of the system, therefore, every effort has been 
made to simplify and abridge the clerical routine by the use 
of manifold forms where initial entries could be utilized for 
a number of purposes; to organize the departments and pro- 
cedure so that needless duplication of work and records 
would be avoided; and finally, by the introduction of special 
Departmental Settlement forms which would serve both for 
the departmental proof and the Auditor’s control, to cen- 
tralize in the Audit Division complete control over the daily 
operations. 


Mechanical Accounting 

The Committee was not satisfied to stop with the develop- 
ment of an ordinary system of accounting, but, recognizing 
that the business of reserve banks especially in the transit and 
clearing department would probably assume very large propor- 
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tions, while in government transactions it would probably run 
to heavy figures should the funds of the Treasury be com- 
pletely transferred to the reserve institutions, it sought to work 
out the latest applications of mechanical accounting as used in 
connection with banking. With the assistance of officers of 
the Irving National Bank of New York, who devoted them- 
selves to the task of aiding in this branch of the Committee’s 
work, there was developed a complete plan of “bookkeeping 
without books’? or loose-leaf records in which the so-called 
“block system of accounting’? was given full scope. This 
system was especially adapted to use on modern typewriting 
and bookkeeping machines by Mr. Stephen H. Farnham of 
the Remington Typewriter Company. There was thus every 
effort to provide a plan of accounting which was not only 
sound theoretically, but had also been applied to the require- 
ments of latest banking technique as well as to mechanical 
necessities by the assistance of experts who were pre-eminent 
in their own lines. This system of accounting, as will later 
appear, was eventually accepted by the reserve banks for their 
own use. It proved too elaborate (or was so considered by 
local bookkeepers) for comparatively limited operations and 
hence was displaced in favor of the orthodox type of book- 
keeping in so far as related to a considerable proportion of 
ledger and journal transactions. The mechanical accounting 
system held its own in many departments at a majority of the 
reserve banks until the enormous expansion of. operations 
which came with the entry of the United States into the war. 
Reserve accountants then found it desirable to revert as far 
as possible to the original plan. 


Reconciliation of Plans 


The two plans thus offered were both feasible and both 
carefully prepared, but were in many particulars mutually 
exclusive, so that it remained for the Board and the banks to 
choose between the respective ideas—a choice which resulted, 
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as will later be seen, in the selection of the mechanical account- 
ing scheme as the best suited to requirements. Neither plan, 
however, was at any time adopted in toto and simultaneously 
put into operation by the several reserve banks. As time went 
on, the local systems of the several banks tended more and 
more to diverge and to draw away from one another. Even- 
tually there was only a very vague similarity between the 
accounting systems and the Board never required uniformity 
in any save a very few respects. No more serious error of 
internal management was ever committed by an organization. 


Foreign Exchange 


The federal reserve banks in later years never permitted 
themselves to engage in foreign exchange transactions, save 
in sporadic cases during the war. There were many reasons, 
as the system ultimately developed, why the system was not 
permitted to embark upon this phase of its development. The 
technical Organization Committee took the act at its word and 
recognized foreign exchange as “the second principal element 
in the business of the Federal Reserve Banks.”’ It continued: 


The Federal Reserve Act makes express provision not only for 
dealing in foreign exchange and securities, but also for the mechanism 
necessary for such exchange transactions, and finally for the regula- 
tion and control both of the foreign agencies and of the transactions 
themselves by the Federal Reserve Board through its regulations. It 
is therefore necessary to indicate first of all the conditions under 
which the reserve banks should operate abroad and their relations to 
the member banks engaged in similar business as well as to one 
another. It is recommended that above’ all in dealing in foreign ex- 
change, the Federal Reserve Banks should act together as a unit. 
While this is not necessary, and while the reserve banks could un- 
doubtedly do a successful foreign exchange business independently 
of one another, each establishing its own agencies as it saw fit, it is 
believed that better results would be obtained if the reserve banks at 
least had general knowledge of one another’s transactions and were 
required to act together so far as conditions would permit. It is, 
therefore, recommended that the policy to be prescribed with refer- 
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ence to foreign exchange by the Federal Reserve Board shall be 
uniform and that there shall be as little opportunity as possible for 
the development of conflicting or unnecessarily duplicating orders and 
policies. Moreover, it is believed that the establishment of agencies 
by each and every one of the banks would be an unnecessary expense. 
It is, therefore, suggested that in selecting agents or in establishing 
offices abroad, the reserve banks shall be required to act jointly. 
Joint offices for all reserve banks will ultimately need to be estab- 
lished in each of the principal financial centers in foreign countries 
and pending the time that such joint office is established, it is recom- 
mended that consent be given only to the establishment of agencies 
which shall jointly act for all of the Federal Reserve Banks. The 
details of this proposal will be fully considered in connection with 
the question of establishing branches in general. 


Branches 


Both foreign and domestic branches had been carefully 
provided for in the Federal Reserve Act, and the experts of 
the Organization Committee accordingly felt it essential to 
make elaborate study of the conditions under which such 
branches might be established—a phase of work whose results 
were found of utmost use when the Board began the creation 
of its own branches. As to the organization of such branches, 
two distinct plans (both later adopted in the organization of 
the reserve system) were set forth and their comparative 
merits analyzed. On this point the Committee said: 


Two methods of dealing with these branches suggest themselves : 

1. The establishment of a completely organized banking house 
acting as a branch of the reserve bank of the district in each place 
where a branch may have been determined upon, 

2. The establishment of a local office only without banking ma- 
chinery and equipped merely with a limited clerical organization at 
the service of the board of directors appointed as above provided for. 

These types of organization may be considered in reverse order. 

If it be determined to organize simply a local office the board of 
directors of the branch so-called would necessarily amount to nothing 
more than a sub-committee whose functions would be those of ascer- 
taining the character of the paper offered for rediscount by the banks 
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of the community, certifying to its desirability, or disapproving it as 
the case might be, and then transmitting the paper for actual redis- 
count to the reserve bank of the district. This plan would have the 
advantage of avoiding the outlay necessitated by the organization of 
a complete branch and would also eliminate all necessity for estab- 
lishing a system of accounting in the reserve bank of the district. 
It would also eliminate all question of necessity for a readjustment 
of the clearing system. On the other hand the question may be raised 
whether so simple a type of organization would satisfy the demands 
of the community in which the branch was located and would supply 
a sufficient addition to the mechanism of the reserve bank to warrant 
establishing it. Its function would obviously be only that of a credit 
committee passing upon particular paper. If this plan should be 
resorted to, it is suggested that the only records required by the branch 
would be those relating to offerings of paper. 

On the other hand, if a full-fledged bank should be established at 
each branch point, it is believed that. the following questions would 
have to be definitely considered in connection with the matter : 

1. Relation of branch accounting to accounting of district reserve 
bank. 

2. Relation of method of handling checks and transit items to cor- 
responding methods in district bank. 

3. Area or territory to be assigned to branch as special:or peculiar 
to it, i.e, extent of sub-district within which such branch would be 
located. 

4. Internal organization of branch. 

5. Capitalization, if any, to be assigned to the branch. 


Organization of Banks and Board 

Besides carefully specifying the conditions relating to com- 
mercial paper and rediscounting, clearings both national and 
local, examinations and reports, publication of statements, and 
a variety of matters ancillary to these branches of operation, 
the Organization Committee of technical experts also drafted 
forms of by-laws which eventually formed the basis first of 
the Board’s own by-laws and then of the by-laws of the several 
federal reserve banks. As time went on, experience showed 
where modifications could well be made in these preliminary 
sets of by-laws and such changes were from time to time 
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introduced. The essential basis laid by the Organization Com- 
mittee was, however, but little changed, save in minor respects 
which were recommended during an organization convention 
whose doings will be sketched in a later chapter. The by-laws 
of the Board itself followed closely the tentative draft which 
had been laid down by the Committee. Subsequent changes 
during the first eight years of its existence occurred only at 
relatively unimportant points, the conclusions being such as 
were indicated by the preliminary work which had been accom- 
plished in laying out the plan beforehand. Internal organiza- 
tion and the bonding of federal reserve agents also occupied 
the attention of the Committee, and, through consultation with 
some of the bonding experts in sundry of the larger companies 
having headquarters in New York, conservative conclusions 
were reached and recommendations made for the adoption of 
a safe bonding policy on the part of the reserve banks. Many 
other details of technique, too numerous to consider at this 
point, were developed in detail, the result being to leave but 
little necessary work to be accomplished by the Reserve Board 
at the time of its organization. The intent was that the 
Board’s attention should be entirely freed from detail. It 
could thereby secure opportunity to devote itself wholly to 
questions of policy and theory, 


CHAPTER XXVI 
SELECTING THE FEDERAL RESERVE BOARD 


Composition of the Board 

The Federal Reserve Act had placed upon the President 
_ the duty of selecting five men who, with the Secretary of the 
Treasury and the Comptroller of the Currency, were to make 
up the Federal Reserve Board. Practically the only restric- 
tions in the law were to the effect that, of the five men thus 
selected, not more than one should come from any single fed- 
eral reserve district, and that two of them should be experi- 
enced in banking and finance. The field of choice was thus a 
very large one, and while the geographical restriction was 
unfortunate, it was not sufficient to prevent satisfactory selec- 
tion. President Wilson took the matter of selection in hand 
at a comparatively early date. The act had been passed on the 
23rd of December, 1913, and discussion of possible choices 
began in “administrative circles” very shortly after the open- 
ing of the new year. The appointments were expected to be 
of considerable importance, and as the salary of the members 
had been fixed at $12,000 per annum, thus placing them on an 
equality with Cabinet officers, it was believed that the selection 
would be given an unusual amount of attention. The banking 
community thought that the members of the Federal Reserve 
Board were intended practically to rank with members of the 
Cabinet—an expectation later to be greatly disappointed—and 
that this “Supreme Court of Finance,” as the current phrase 
described it, would be of the utmost influence, not only in 
banking but in public policy. 

613 
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A Misunderstanding 

It was probably unfortunate that almost at the very outset 
there was issued in Washington—whether with official sanc- 
tion or not is uncertain—a statement that the President desired 
no advice about the personnel of the Federal Reserve Board 
and that efforts to press the candidacy of given persons would 
constitute the surest way of defeating the selection of those 
persons. This statement, if in fact officially authorized, was 
probably never intended to have the meaning which was popu- 
larly assigned to it—that the President objected to receiving 
suggestions as to the personnel of the new body. It may well 
be doubted whether undesirable persons who really wished to 
make such suggestions were deterred from so doing by the 
statement thus disseminated. Undoubtedly, moreover, the 
belief that such a feeling existed at the White House prevented 
desirable candidates whose names would otherwise have been 
suggested from permitting their names to be offered. 

Of more importance, however, than this unfortunate 
atmosphere surrounding the appointments, was the view .which 
shortly began to be taken by some of those quite close to the 
administration that in selecting the new body it was desirable 
to represent different “sections” and “interests.”” Thus, for 
example, the view was accepted that there should be a ‘Wall 
Street man” or “New York banker” on the Board, the thought 
being that inasmuch as New York was the greatest financial 
center of the country it was in some way entitled to representa- 
tion on the Board. This in itself might reasonably be doubted, 
since there were twelve districts and only five members to be 
chosen. Still less was there any reason for thinking that a 
resident of New York must, in order to be satisfactory, neces- 


sarily represent the inner group of banking interests which 
center about Wall Street. 


Need of “Business Man” 


Equally regrettable was the acceptance’ of the idea that: 
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of the other members one should or must necessarily be a 
“business man,” meaning thereby a man who had been actively 
identified with large mercantile or industrial operations. Still 
less was there warrant for the view that it was desirable to 
have a lawyer or economist as a member of the organization. 
These views were the outgrowth of a mistaken conception of 
what the new Board actually was. As has been seen elsewhere, 
it was distinctly planned not as a political body and not as in 
any sense a representative of different groups or interests, 
but as a central board of directors whose function it should 
be to operate the federal reserve system as a whole. What 
was to be desired, therefore, in the membership was not the 
“representation” of any section of the country or of a group 
of business interests, but simply that the new body should be 
capable and efficient, acquainted with the general character of 
the problems with which it had to deal, and above all be 
entirely independent of political or other extraneous con- 
siderations. 

There is of course no means of knowing how far the view 
of the Board as a representative of different “interests’’ was 
accepted by the President, save in so far as the eventual choice 
of the members might be construed as a reflection of his 
thought on the subject. His first choice of men seemed to 
indicate a commitment to the idea that the members should 
be representative of different interests. Thus, for example, 
Mr. Paul M. Warburg, who was eventually confirmed as a 
member of the Board, was apparently chosen distinctively as 
standing for the views of the so-called “Wall Street group” 
of New York bankers. 

The first choice of a business man fell upon Mr. W. D. 
Simmons of St. Louis, a merchant of well-known standing in 
the Middle West, who, however, was unable to accept the place, 
and the selection then turned to Mr. H. A. Wheeler of Chi- 
cago, vice-president of one of the trust companies of that city, 
but who felt himself likewise unable to accept appointment, 
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owing, it was currently reported, to the stringent requirements 
of the act which limited the freedom of members after leaving 
the Board to re-engage in banking for a stated period. From 
Mr. Wheeler the President’s choice was transferred to Mr. 
Thomas D. Jones of Chicago, a lawyer, who; however, was 
unfavorably received by the Senate on account of his connec- 
tion with the International Harvester Company which was 
then being prosecuted by the Department of Justice. After a 
vigorous effort to secure the appointment of Mr. Jones, the 
President finally withdrew his name at Mr. Jones’ own re- 
quest. 

The choice then turned to Mr. Frederick A. Delano of 
Chicago, who had had an honorable record in connection with 
various railroad enterprises and who at the time was a member 
of the Industrial Relations Committee which had been named 
by the President some months previously. It had been expected 
from the outset that at least one member of the Board would 
distinctively represent the southern states, and in accordance 
with this forecast, the President did in fact name Mr. W. P. G. 
Harding of Birmingham, Alabama, who at that time was 
president of a large national bank in Birmingham. He and 
Mr. Warburg were regarded as filling the two places for which, 
in the language of the act, experience in banking or finance 
was requisite. 

It had been desired from the outset to have some one 
technically to represent the Pacific Coast, and there had been 
unofficial announcement from the White House quite early in 
the process of selection, that the President was intending to 
place upon the Board one economist or scientific student of 
economics. Mr. A. C. Miller, at that time nominally Professor 
of Economics in the University of California, but actually 
resident in Washington as Assistant to the Secretary of the 
Interior, was named as the Pacific Coast representative; and 
the final choice fell upon Mr. Charles S. Hamlin as the repre- 
sentative of New England, he being a Boston lawyer who at 
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the time of his selection was Assistant Secretary of the 
Treasury.’ 


Senate Opposition 


The Senate, indeed, had not confirmed these nominations 
without serious qualms. There had been no material objection 
to either Messrs. Harding, Hamlin, or Miller, but, as we have 
just seen, Mr. Jones had been completely rejected, while Mr. 
Warburg was eventually confirmed only after severe cross- 
examination and after determined opposition by a consider- 
able group of members of the upper chamber. The appoint- 
ment of Mr. Delano in place of Mr. Jones was made with 
little or no objection, but although the opposition of the Senate 
was thus centered upon two nominees, there was considerable 
criticism of the general character of the appointments. Some 
of this criticism emanated from political sources, it being 
asserted that of the five thus chosen, all were Democrats, 
while the desire of Congress and the informal promise of some 
of those who had urged the new measure had been that the 
Republican party should be given a reasonable representation 
upon the Board. 

Although it was probably true that every one of the mem- 
bers of the organization eventually confirmed had voted for 
the existing administration, and were thus in a certain sense 
“Democrats,” it was also true that at least two of them were 
far from being properly designated by that title and had no 
hesitation in voting the Republican or any other ticket for 
which they might feel a preference. In fact, the Board as 
eventually selected could not be said to be in any sense a 
political body, for even those members who were admittedly 
life-long Democrats had, with one possible exception, been 
inactive politically, and were certainly not to be classed as 
distinctively organization men. It may fairly be said that the 


b) 


1 Mr. Hamlin had previously served in the same capacity during President Cleve- 
land’s second administration. 
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selections made by the President had thus resulted in the crea- 
tion of a non-partisan Board, and the subsequent record of 
the Board itself in making selections and appointments in the 
various banks amply demonstrated that it. felt no political 
preference and was governed by none in its choice of men. 


Personal Alignments 

It, however, speedily appeared that the selections which 
had been made had been determined upon, after very careful 
consideration, with a view to the probable alignments of the 
different appointees. It was probably true, from the very 
beginning, that the Secretary of the Treasury could secure. a 
practical majority for any measure or policy that he might 
choose to advocate. Starting with his own vote and that of 
the Comptroller of the Currency, he was usually able to add 
to this the vote of his former Assistant Secretary of the 
Treasury, and thus stood in need of but one more to make a 
clear majority upon any given subject. The division between 
the so-called Treasury and non-Treasury groups in the Board 
did not at first become apparent, but later developed itself 
very clearly, whether or not it was the outgrowth of any 
original intent—a matter as to which conclusions could be 
based upon conjecture only. 

This situation was promptly recognized by the general 
banking community and was the subject of unfavorable com- 
ment, much of it biased and unfair in tone, although possess- 
ing the technical basis already indicated. On the other hand, 
there was at the outset no distinct grouping as between the 
so-called financial and other influences in the Board. If any- | 
thing, it was the feeling of the financial interests that the Board 
was so selected as to prevent them from obtaining any such 
control, or at least to prevent them from starting with an 
apparent nucleus of votes looking to the establishment of any 
such control. Similarly, the Board was apparently free from 
sectional bias. Not only had the provisions of the law for- 
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bidding the choice of more than one member from any one 
district been of possible service in bringing about this result, 
but it was also true that the members themselves were practi- 
cally as free from ordinary sectional prejudices as perhaps any 
that could have been chosen. 

The criticisms to be offered with reference to the selections 
that had been made could not rest with propriety upon any 
of the ordinary grounds, for reasons which have just been 
stated. Even the effort to retain a satisfactory Treasury 
majority in the Board—if it had been made—was hardly to 
be complained of, since the act itself had specifically created 
a nucleus of administrative control by making the Secretary 
of the Treasury and the Comptroller of the Currency ex-officio 
members. Legitimate criticism could be developed only upon 
the basis of the actual acts and temperaments of the different 
members as they were subsequently to be made plain through 
experience. 


Lack of Banking Experience 

Perhaps the most severe criticism to be passed at the time 
of organization was that the President had, to so limited an 
extent, exhibited any regard for knowledge and experience in 
his choices. It was true that one national banker had been~ 
designated, but of the remaining four only one could be said 
to have had direct banking experience in any large way, either 
from the theoretical or practical standpoint. None of the 
members had played any part in the actual work of forward- 
ing the adoption of the Federal Reserve Act, while at least 
one had been directly opposed to its enactment, and at least 
one other had had membership in an organization which had 
been distinctly hostile throughout the whole formative period 
of the new law. The Secretary of the Treasury, as has been 
seen, had, moreover, sought to substitute another measure for 
the original bill or plan, and the same was true of the Comp- 
troller of the Currency, so that the new choices represented in 
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this respect nothing different from the early attitude of im- 
portant members of the administration. 

Nevertheless, it was true that the Board as first constituted 
was predominantly doubtful of, or actually hostile to, the law 
which it had been set to administer. This was perhaps an 
unprecedented situation, and one whose nature was possibly 
not known to the President, though it is difficult to suppose 
that the main fact could not have been before his mind in 
making his selections. The effort to put into effect a great 
and novel system of banking through the agency of a body of 
men possessing at the bottom little or no knowledge of, and 
on the whole disbelieving in, the act under which they were 
to operate, was, to say the least, unprecedented, the situation 
containing in itself elements of possible disaster whose exist- 
ence could not properly be ignored. While these conditions, 
however, were evident to those who had been familiar with 
the details of the long struggle for the enactment of the new 
law, they were not recognized by more than a very few persons 
in the country at large, and it is probably true that on the whole 
the general attitude of the community was favorable to the 
selections made by the President, they being regarded as, on 
the face of things, sound designations. 


Later Changes of Membership 

In order to avoid recurring to the personnel of the Federal 
Reserve Board in later treatment, it is worth while to furnish 
at this point a brief survey of the changes in membership which 
occurred during its later history. According to the provisions 
of'the act, the terms of the members had been ten years each, 
but the first five appointed members had been given variable 
terms ranging from two years up to ten. Of the original five 
members, the full ten-year term was given to Mr. A. C. Miller, 
while the short term of two years was allotted to Mr. C. S. 
Hamlin, who was at the outset designated as Governor of the 
Board. Mr. Hamlin’s two years having expired in 1916, he 
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was renominated by President Wilson and confirmed without 
opposition. The four-year term had been assigned to Mr. 
Paul M. Warburg and expired in the summer of 1918. This 
date of expiry fell during the war and, for reasons which will 
appear at a later point, the President had determined (appar- 
ently) not to reappoint Mr. Warburg for a second term. After 
his term of office had expired (he being then Vice-Governor), 
his seat remained vacant for a time and was then filled by the 
appointment of Albert Straus of New York City, a private 
banker formerly of the firm of J. and W. Seligman and Com- 
pany. Mr. Straus, however, retained the office only during 
the year 1919, being then succeeded by Edmund S. Platt of 
New York, who was then chairman of the House Committee 
on Banking and Currency. Mr. Delano had received the six- 
year term, but having determined to resign from membership 
of the Board, he retired at about the beginning of August, 
1918, and after a lapse of some months was succeeded by 
Henry S. Moehlenpah, a country banker of Wisconsin. Mr. 
Moehlenpah continued for the remainder of the unexpired 
term of Mr. Delano, which was over on August 10, 1920, 
and was later succeeded by John R. Mitchell of Minneapolis,” 
who received the first appointment made by President Harding. 
The eight-year term had been assigned to Mr. W. P. G. Hard- 
ing and expired on August 10, 1922, at which time Mr. 
Harding went out of office, his seat continuing vacant until 
January 11, 1923. In the meanwhile Congress had provided 
for an additional member of the Board, adopting an amend- 
ment to the Federal Reserve Act to that effect in 1922. The 
first appointment to fill this sixth seat was made by President 
Harding in the person of Milo D. Campbell, on January 11, 
1923.’ The ex-officio members of the Board, the Secretary of 
the Treasury Mr. McAdoo, and the Comptroller of the Cur- 
rency Mr. Williams, took office at the same date, theoretically, 


2D. C. Willis, of Cleveland, served for a few months prior to March 4, 1921, as 


an ad interim member, ; 
3Mr. Campbell died a few days after taking office on March 26, 1923. 
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as did the other members. Secretary McAdoo continued in 
office until the close of 1918, when he was succeeded by Hon. 
Carter Glass as Secretary of the Treasury and, accordingly, 
as Chairman of the Board. Comptroller of the Currency 
Williams had received the usual five-year term as Comptroller, 
beginning in the summer of 1913 and therefore expiring in 
1918. The Senate having refused to reconfirm him for a 
second term, he was nevertheless retained in office by virtue 
of a Department of Justice ruling until the expiry of Presi- 
dent Wilson’s second term of office on March 4, 1921. Mean- 
while Secretary Glass had himself been succeeded at the 
opening of 1920 by David S. Houston, then Secretary of Agri- 
culture, who became Secretary of the Treasury and Chairman 
of the Board, holding that office until March 4, 1921. Under 
the Republican administration of President Harding, Mr. 
Andrew W. Mellon of Pittsburgh succeeded to the Secretary- 
ship of the Treasury and Chairmanship of the Board, while Mr. 
D. R. Crissinger took office as Comptroller of the Currency. 
This review of experience shows that the turnover in the 
Board’s membership has, on the whole, been very rapid. 


Delay in Choice 


The process of selection had taken a long time. President 
Wilson had not made his first choices known to the prospective 
candidates themselves, it would seem, before March, 1914, 
and he did not send to the Senate the first set of names until 
May of that year. The Senate, as we have seen, hesitated to 
confirm two of the appointees, and the process of considering, 
examining, and finally acting upon them was not completed at 
the end of July. It may be doubted whether the final action 
would not have been still further delayed, had it not been for 
the sudden outbreak of war in Europe, a fact. which conclu- 
sively bore in upon the mind of the financial community. the 
danger of banking disaster, and once again emphasized the 
unprotected condition of the United States in so far as its 
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currency and banking system was concerned. Had there been 
no such foreign cataclysm, and had conditions been suffered 
to drift as before, it may be doubted whether a much longer 
time would not have been consumed in the discussion of the 
personnel and individual history of the Federal Reserve Board. 

The new organization was technically formed by the roth 
of August, although some of the members who had been earlier 
confirmed by the Senate had already placed their services at 
the disposal of the Secretary of the Treasury in an unofficial 
way, in order that they might be of such service as was pos- 
sible in helping to dispose of the numerous troublesome ques- 
tions which attended the outbreak of the European War. The 
first problem to be met by the new body was that of organiza- 
tion. The federal reserve banks themselves not being in 
existence and the Board not being expected to depend upon 
Congress for appropriations, there was at the outset no fund 
for the payment of its expenses, pending the actual organiza- 
tion of the new banks. 

The Organization Committee, consisting of the Secretary 
of the Treasury, the Comptroller of the Currency, and the 
Secretary of Agriculture, was, however, still in existence, and 
had by no means exhausted the fund of $100,000 which had 
been appropriated to cover the cost of installing the new sys- 
tem. This Organization Committee had in its employ a con- 
siderable staff under the direction and control of the secretary 
of the Committee. At the outset it was a natural step for the 
Federal Reserve Board to accept the hospitality of the Organi- 
zation Committee, making use of its staff and facilities so far 
as necessary to carry into effect the first measures which must - 
necessarily be developed in connection with the preliminary 
work of organization. This staff, however, had, as already 
seen at an earlier point, been selected under purely political 
influences and was on the whole far from efficient. 

The question of its continued existence or other disposition 
was thus one of some immediate difficulty and gave rise to 
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possibly the first setious difference of opinion within the Board. 
It was the view of the Secretary of the Treasury and the 
Comptroller of the Currency, who constituted the majority of 
the Organization Committee under whose auspices the staff 
had been appointed, that it simply be taken over by the Federal 
Reserve Board and the appointments of the several employees 
be confirmed and made permanent. Eventually this action was 
determined upon, although, as will presently be seen, it did not 
have the consequences which might ordinarily have been 
expected from it. 


Internal Organization 


One of the first duties undertaken by the Board was neces- 
sarily the development of a set of by-laws, and these were 
early formulated and adopted. They contained nothing of 
unusual character, following quite closely along the lines which 
had been mapped out in the report of the Preliminary Organi- 
zation Committee, which had provided a sample set of by-laws. 
Included in the by-laws eventually adopted was provision for 
a Secretary of the Board, charged with the duty of supplying 
the Board with scientific analyses of banking conditions, besides 
acting as general executive under the direction of the Governor 
whose appointment had been provided for in the act. This 
was the beginning of a more or less elaborate organization 


which will be described in Chapter XXX. 


CHAPTER XXVII 


THE FEDERAL RESERVE SYSTEM AND THE WAR 


Effect of War on Finance 

The outbreak of war between Germany and the allied Euro- 
pean powers, came to the United States, as to all other parts of 
the world, not merely as the shock of a great surprise but as the 
immediate cause of practically complete reversal of many pol- 
icies and expectations which had been based upon the assump- 
tion of continued peace. In no part of our national policy 
did the outbreak of war create a more serious disturbance and 
unsettlement than in that part of it which had to do with finance 
and banking. Although at the outset it was not believed that © 
there was any reason why the United States should feel serious 
immediate anxiety on account of the European war, and 
although some predicted the development of a great trade as 
a result of the war, it was soon seen that even under the most 
favorable conditions the situation would be for a good many 
months uncertain while the profound changes in foreign trade 
which almost immediately set in seemed likely, for a time at 
least, to be disastrous rather than profitable. 


Effect on Business 

It would be impossible in this discussion of the develop- 
ment of our banking system to attempt anything like a thor- 
ough or complete analysis of the actual financial conditions 
which directly resulted from the war. Yet a brief survey of 
the outstanding factors is essential to an understanding of 
contemporary and subsequent events. Two outstanding occur- 
rences were immediately traceable to the war and should be 
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noted as such. They were: (1) the adoption of legislation 
designed to provide emergency currency relief; and (2) the 
resort on the part of the Treasury and the new federal reserve 
mechanism to expedients intended to serve the place of the 
central banking mechanism which ought to have been earlier 
established. 

As for the general business situation and its bearing on 
the federal reserve system, the outlook was well stated by the 
Board itself in its first annual report as follows :* 


The condition with which the Board was confronted when it began 
its work on the roth of August had such a considerable bearing upon 
the policy pursued that it is well worthy of further notice. Seldom, 
if ever, has the banking and business community of the country found 
itself in a situation of such uncertainty and perplexity. The outbreak 
of hostilities in Europe led immediately to a serious rupture of inter- 
national financial relationships, not only in the affected areas of 
Europe, but throughout the whole commercial world. The United 
States was directly and profoundly affected by the suspension of com- 
munication with Europe, involving as its most serious consequences 
the temporary breaking down of the export trade and the collapse 
of the financial markets, with resulting shock to the credit system. 
There had been extraordinary efforts on the part of European holders 
of American securities to realize by sales in the New York market. 
The: securities markets were badly demoralized, prices fell with 
alarming rapidity, and the country was exposed to a serious and dis- 
astrous drain of gold. 

The whole situation demonstrated afresh, and to a striking degree, 
the dependence of our banking system upon the call-loan market 
because of the large proportion of the country’s banking reserves 
which were invested in call loans protected by stock-exchange collat- 
eral. Stock exchanges throughout the country closed, and call loans 
were thus made unavailable. Emergency currency was issued by the 
Secretary of the Treasury and clearing-house certificates in large 
volume were issued by clearing-house associations in the principal 
financial centers. Moreover, the tendency to hoard cash, frequently 
experienced in former periods of stringency, was again being mani- 
fested by country banks, some of which curtailed accommodation to 
an extreme degree, thereby adding greatly to the embarrassments of 


1 First Report Federal Reserve Board, 1914. 
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their customers and city correspondents. Much doubt was expressed 
as to the ability of borrowers to meet their maturing obligations, 
securities of high grade were unmarketable, while a situation existed 
in the foreign-exchange market which was altogether unprecedented. 
The conditions thus briefly outlined created an impression of profound 
alarm throughout the business community and gave rise to frequent 
expressions of the belief that the organization of the reserve system 
should be deferred until the return of more normal conditions, both 
for the success of the system and in order that the existing situation 
might not be complicated and aggravated by the injection of new and 
incalculable elements into it. 


Amendment of Federal Reserve Act 

Confronted with an unprecedented world convulsion, recog- 
nizing the fact that the machinery of the federal reserve sys- 
tem was still in the making and that the Board itself had not 
yet taken and was not likely for some time to take the oath of 
office and perfect its own organization, it was not strange that 
the Secretary of the Treasury should have felt at the very 
outset of the European difficulties, that he would perhaps do 
well to secure an amendment to the Federal Reserve Act, 
designed to correct the inherent defects in the Aldrich-Vreeland 
Law and to make emergency currency readily available in 
order that reassurance might be given to the banking com- 
munity and that a return to specie payments at as early a date 
as possible might be insured. The measure which he determined 
to submit to Congress accordingly took the form of a supple- 
mentary provision to be incorporated in Section 27 of the 
Reserve Act, its terms, however, being amendatory of the 
so-called Aldrich-Vreeland Law of May 30, 1908. This legis- 
lation introduced changes into Section 9 of the Aldrich-Vree- 
land Law so as to alter the rates of taxation imposed upon 
new notes issued under the act and in one or two. other 
respects to relieve the difficulties which had been found inherent 
in such experience as had previously been had under the old 


law. 
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The text of the legislation thus adopted by Congress 1s 
interesting in connection with the discussion of the present 
chapter and is therefore appended hereto verbatim as follows: 


An Act To amend section twenty-seven of.an act approved December 
twenty-third, nineteen hundred and thirteen, and known 
as the Federal reserve act. 


Be it enacted by the Senate and House of Representatives of the 
United States of America in Congress assembled, That section twenty- 
seven of the act approved December twenty-third, nineteen hundred 
and thirteen, known as the Federal reserve act, is hereby amended and 
reenacted to read as follows: 

“Src. 27. The provisions of the act of May thirtieth, nineteen 
hundred and eight, authorizing national currency associations, the 
issue of additional national-bank circulation, and creating a National 
Monetary Commission, which expires by limitation under the terms 
of such act on the thirtieth day of June, nineteen hundred and four- 
teen, are hereby extended to June thirtieth, nineteen hundred and 
fifteen, and sections fifty-one hundred and fifty-three, fifty-one hun- 
dred and seventy-two, fifty-one hundred and ninety-one, and fifty-two 
hundred and fourteen of the Revised Statutes of the United States, 
which were amended by the act of May thirtieth, nineteen hundred 
and eight, are hereby reenacted to read as such sections read prior to 
May thirtieth, nineteen hundred and eight, subject to such amend- 
ments or modifications as are prescribed in this act: Provided, how- 
ever, That section nine of the act first referred to in this section is 
hereby amended so as to change the tax rates fixed in said act by 
making the portion applicable thereto read as follows: 

“National banking associations having circulating notes secured 
otherwise than by bonds of the United States, shall pay for the first 
three months a tax at the rate of three per centum per annum upon the 
average amount of such of their notes in circulation as are based upon 
the deposit of such securities, and afterwards an additional tax rate 
of one-half of one per centum per annum for each month until a tax 
of six per centum per annum is reached, and thereafter such tax of 
six per centum per annum upon the average amount of such notes: 
Provided further, That whenever in his judgment he may deem it 
desirable, the Secretary of the Treasury shall have power to suspend 
the limitations imposed by section one and section three of the act 
referred to in this section, which prescribe that such additional circu- 
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lation secured otherwise than by bonds of the United States shall be 
issued only to national banks having circulating notes outstanding 
secured by the deposit of bonds of the United States to an amount not 
less than forty per centum of the capital stock of such banks, and to 
suspend also the conditions and limitations of section five ot said act 
except that no bank shall be permitted to issue circulating notes in 
excess of one hundred and twenty-five per centum of its unimpaired 
capital and surplus. He shall require each bank and currency associa- 
tion to maintain on deposit in the Treasury of the United States a 
sum in gold sufficient in his judgment for the redemption of such 
notes, but in no event less than five per centum. He may permit 
national banks, during the period for which such provisions are sus- 
pended, to issue additional circulation under the terms and conditions 
of the act referred to as herein amended: Provided further, That the 
Secretary of the Treasury, in his discretion, is further authorized to 
extend the benefits of this act to all qualified State banks and trust 
companies, which have joined the Federal reserve system, or which 
may contract to join within fifteen days after the passage of this act.” 
Approved, August 4, 1914. 


Discussion in Senate 


It might have been supposed that this proposal, far reaching 
as it easily might become, would attract some serious 
attention or discussion in Congress, but the urgency of the 
time was of such outstanding character as largely to set aside 
such dangers of obstruction as might otherwise have existed. 
The first draft of the amendment prepared in the Treasury 
Department and sent to the Senate was introduced on August 
3, becoming law on the following day. Senator Owen called 
it to the attention of the upper chamber with the request for 
immediate action, noting that: 


The stock exchanges of all Europe have been closed; 
the Bank of England has suspended specie payment; the 
Bank of France has suspended specie payment; the Bank 
of Germany the same; and there is a possibility of some 
disturbance in our country unless we take immediate 
steps to prevent it. 


The amendment, he explained, was designed to enable such 
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banks which had not 4o per cent of their capital invested in 
United States bonds with circulating medium issued against 
it, to receive emergency circulation under the Aldrich-Vree- 
land Act by the consent of the Treasury Department. It 
left the Secretary of the Treasury to suspend the limitation 
whenever in his judgment he might deem it desirable. Mr. 
Owen, in referring to the financial situation of the country, 
pointed out: 


»... that the Nation never was in such a magnifi- 
cent condition to meet this world-wide disturbance, as it 
iSMMNOWIUS 810: The banks of the country are in splendid 
condition generally, but to have them know that if they 
need it, they can get $500,000,000 of emergency circulation, 
will absolutely prevent anybody demanding currency, for 
they will not want it. The mere fact that they know 
they can get it will be all that will be necessary.’ 


The bill passed with little explanation; it was merely 
emphasized—and this only for the sake of public opinion— 
that there was no immediate danger and that the amendment 
was to be regarded simply as a precautionary measure. 


Action in House 


The same determination, to act quickly in the emergency, 
was shown, when Mr. Glass introduced the Owen bill in the 
House. There was some obstruction on the part of Messrs. 
Murdock and Lindbergh, who were not willing to vote for an 
amendment to an act whose adoption they had already opposed. 
The bill in their opinion was designed to help the investment 
bankers chiefly. “The legislation that is proposed this morning 
is to bridge the speculators over an emergency they have 
encountered.’”* 

Mr. Glass had introduced the Senate bill with an amend- 
ment. This provided that the Secretary of the Treasury might 
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also suspend that provision of Section 5 of the Aldrich-Vree- 
land Act which contained restrictions to the effect that no bank 
should receive any currency in excess of an amount equal to 
its capital and surplus and that notes in excess of $500,000,000. 
should in no contingency be allowed to issue. Although Mr. 
Murdock considered the measure, thus amended, a material 
improvement over the Senate bill, he could not agree with 
emergency legislation which under the cry of “exigency” 
granted, in his opinion, greater power than ever to the Secre- 
tary of the Treasury, exposed the redemption fund of the 
United States once more to danger, and possibly hurt public 
credit. No other objection was, however, heard on the floor, 
speakers on both sides of the House laying aside party lines 
and party differences and concurring in the determination to 
protect the supposed interests of the public in this emergency. 

Mr. Underwood defended the bankers for not having issued 
national bank notes up to the requirements of the law per- 
mitting emergency currency. 


We were glad to have them dispose of the bonds and grad- 
ually contract that currency. We invited them to do it by 
passing the Glass bill last winter ; and yet, under the conditions 
under which we invited them to do it under our own legisla- 
tion, they cannot take advantage of the present law." 


Said Mr. Glass: 


Of the nearly eight hundred millions of 2 per cent bonds 
available for circulation, seven hundred and thirty six millions 
are now owned by the banks. Hence banks have little basis 
for additional circulation; and could not help themselves if 
they would, without this additional legislation. . . . . If the 
Federal reserve system were fully organized, there would be 
no earthly necessity for the action proposed here today, but 
the Attorney General of the United States, having expressed 
the opinion that the Federal Reserve Board can not organize 
until all seven members shall have been appointed and con- 


4Record, p. 13170. 


632 ORGANIZING FEDERAL RESERVE SYSTEM 


firmed, we are now proposing to bridge the difficulty by lodg- 
ing with the Secretary of the Treasury for immediate use 
should occasion demand, this power already vested in the Fed- 
eral Reserve Board, but which can not be exercised by that 
board to meet this exigency.” 


Conference and Passage 

As soon as the bill had passed the House, it was referred 
back to the Senate. On the same day, August 3, Mr. Owen, 
authorized by the Committee on Banking and Currency, recom- 
mended the approval of the House amendment with a further 
amendment. The House amendment had provided for the 
suspension of Section 5 with its two restrictions (that no bank 
receive any currency over an amount equal to its capital and 
surplus, and that no excess above $500,000,000 should be 
issued). The Senate committee recommended that the first 
limitation be adhered to, but that the second one be exceeded 
if necessary. This recommendation was agreed to and Senators 
Owen, Hitchcock, and Nelson were appointed as conferees. 


Conference on Bill 

A conference was also agreed to in the House, and Messrs. 
Glass, Korbly, and Hayes were appointed on the part of the 
House. In conference the following changes were accepted 
by both sides: suspension limitations of Section 5 to be per- 
mitted, except that no bank be permitted to issue notes in 
excess of 125 per cent of its capital and surplus; and the Sec- 
retary of the Treasury to be authorized to require each bank 
to maintain on deposit in the Treasury a sum in gold sufficient 
in his judgment for the redemption of such notes, but in no 
event less than 5 per cent. 

The conference report as thus framed was immediately 
agreed to and passed both Houses on the 4th of August, 1914, 
and the bill was signed on the same day. 


5 Record, p. 13170. 
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Other Measures of Relief 


As elsewhere seen, certain members of the Federal Reserve 
Board had been confirmed without hesitation by the Senate 
and immediately after the opening of the war had placed them- 
selves at the disposal of the Treasury to aid in carrying into 
effect the emergency relief measures of various kinds, which 
were in process of preparation or application. In such service, 
Messrs. Harding and Hamlin were especially engaged, but 
within ten days the full Board had been convened and had 
taken the oath of office, thus formally creating the organiza- 
tion on the roth of August. As thus established, it had before 
it the choice of proceeding instantly with reserve bank organi- 
zation or of continuing for the time its emergency service. It 
wisely regarded the latter as probably more immediately help- 
ful, and accordingly devoted itself for some time after its 
formal organization to two principal schemes or plans in which 
the reserve system was necessarily an active factor. These 
were the so-called gold exchange fund and the cotton loan 
fund. The history of these funds had been variously pre- 
sented by different writers on the subject, but the statement 
given in the first annual report of the Federal Reserve Board*® 
is the authentic and accurate survey of the work then under- 
taken and accomplished. Its salient features therefore con- 
stitute the authoritative statement of what was actually done. 


Gold Exchange Fund 
The Board said: 


One of the earliest and most trying consequences of the war was 
the development of a highly abnormal and artificial condition in the 
foreign exchange market. 

This situation was due essentially to the fact that a large current 
balance was at the time owing to Europe, foreign holdings of American 
securities had been placed on the market, foreign credit facilities had 
been withdrawn, and our export trade had suffered a serious shock 
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from the disorganization of shipping and the breaking. down: of 
European credit machinery immediately after the outbreak of the war. 
Furthermore, a large amount of American securities had been issued 
payable in Europe, and were about to mature. 

These conditions exposed our banks to a drain of gold severe 
enough to endanger our entire banking structure. This, on the other 
hand, made it difficult for those who had to discharge obligations due 
in Europe to procure gold or remittances at prices equivalent to the 
shipment of gold. The consequence was that rates for drafts and 
cable transfers rose to prices which were equivalent to a substantial 
premium on gold. 

In order to cope with this extraordinary situation, it was felt that 
joint action on a comprehensive plan would become necessary. The 
Federal Reserve Board, in conjunction with the Secretary of the 
Treasury, therefore, took the initiative in calling, September 4, a con- 
ference of representatives of the clearing houses of all the reserve 
cities. The conference had a twofold purpose. On the one hand, it 
sought to establish, so far as that could be done, the aggregate amount 
of the actual current indebtedness of the United States to Europe, and, 
on the other hand, to devise a means of cooperation in dealing with 
the situation. 

The investigation undertaken by the Federal Reserve Board and 
the conference above mentioned disclosed the opinion that the current 
indebtedness of the United States to foreign countries was to’ be 
stated at approximately $500,000,000, a sum the maturity of which 
was spread over a period of months. The conference also resulted 
in the formulation of a plan of relief. A committee of bankers 
appointed at this conference subsequently recommended a plan for 
the formation of a gold fund of $100,000,000, which was approved by 
the Board on September 19, and a letter was sent to the presidents of 
the clearing house associations throughout the country under date of 
September 21, 1914, in which subscriptions aggregating this sum 
were asked. The Federal Reserve Board had been requested to allot 
the pro rata of the contributions to be made to each clearing-house 
district, and such allotment was made. Action upon these allot- 
ments was prompt and effective, and a total of over $108,000,000 was 
subscribed. 


Cotton Loan Fund 


A very different kind of relief, and one whose outworking 
was far less helpful than that of the gold exchange fund, was 
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developed in the so-called cotton loan plan which was intended 
as a means of enabling those who are in possession of cotton 
to obtain a sufficient supply of credit at what were considered 
reasonable rates. As in the case of the gold exchange fund, 
the Board undertook an active share in the various negotia- 
tions which were attendant upon the undertaking. The 
explanation of what was actually attempted has been briefly 
given by the Board in part as follows: 


An unusually large acreage had been planted, the season had been 
favorable, and a very large crop was approaching maturity. These 
circumstances would in any event have depressed the price of cotton, 
even under ordinary conditions. The closing of the cotton exchanges, 
both in the United States and in England was, however, precipitated 
by the chaotic conditions following the sudden interruption of the 
movement of cotton and the apprehension that, with most of the great 
cotton-consuming countries involved in war, a normal demand for the 
staple could not be expected. Prices collapsed, quotations were unob- 
tainable, and with the markets utterly demoralized, sales were made 
sporadically at various points in the South at 5 cents per pound—and 
even lower have been reported. As the cotton planter is so largely 
dependent upon credit in the raising of his crop, it was necessary to 
provide some means of assisting him to secure such accommodations 
as he might require to meet the obligations he would ordinarily have 
provided for by the sale of his product in the open market. 

Various plans of relief were brought to the attention, both of this 
Board and of the Secretary of the Treasury, by bankers and business 
men, among them a suggestion for the establishment of a cotton-loan 
fund somewhat similar in character and management to the gold- 
exchange fund. Many conferences were held regarding the problem, 
with the ultimate result that the banks of the city of New York 
agreed to pledge a subscription of $50,000,000 to such a fund, pro- 
vided that an equal amount be raised through the clearing houses in 
other than cotton-producing States. The plan provided that to the 
$100, 000,000 thus to be raised should be added a further sum of 
$35,000,000 to be contributed by banks in the cotton-producing States, 
provided that the $100,0c0,000 should be called for in proportion as 
the $35,000,000 should be subscribed and paid in. The Board was 
asked to pass upon this plan and gave it official sanction on October 
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During these negotiations the Federal Reserve Board became 
convinced that, as in the case of the gold fund, it would be impossible 
to raise the money necessary to relieve the cotton situation under 
any plan devised simply for the general good, unless the members of 
the Board, even though not acting in their official capacity, should 
give their support and sanction to the undertaking. While very 
reluctant to assume any additional responsibilities, the members of 
the Board, acting in their individual capacity, felt impelled by the 
same sense of public duty which had actuated them in the case of 
the gold fund to respond to the call and to act as the central committee 
of the cotton loan fund, being satisfied that the necessities of the 
case demanded such action, and that public opinion would approve 
this step." 


Emergency Relief Psychological 

Full credit should be given to the beneficial results of these 
two outstanding plans for emergency relief, and it should be 
recognized that, as matters stood at the time, it was practically 
out of the question for the Federal Reserve Board to have 
proceeded with its work in reserve bank organization had it 
not first disposed of all possible claims upon it, originating 
either with the Treasury or the community in the belief that 
real and immediate help could be given. It should, however, 
be always borne in mind that what was thus done produced a 
psychological rather than a material effect. Operations under 
the gold exchange fund were small and under the cotton loan 
fund practically zero. The machinery of both was more or less 
clumsy and would have worked with some difficulty in either 
case. However, it was not long before the early events of the 
war as they unrolled themselves, made it plain that there was 
no occasion for panic, but that on the contrary the banking 
system was amply in position to meet all probable demands 
that would be brought to bear upon it. Particularly was this 
true of the drain of gold which had been begun by the English 
banks and which, as was soon recognized, inevitably brought 
with it its own corrective. The policing of the North Atlantic 
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shortly made it plain that cotton would safely move to Europe, 
and that as a result of intense war demand, its price would 
undoubtedly go to high figures. Thus, as so often is the case, 
the financial dangers practically cured: themselves, although 
this fact should not be in any way taken as impairing the 
utility of the work done in providing reassurance and possible 
financial aid at the outset. But as issues were gradually cleared 
up, it was more and more apparent that such emergency meth- 
ods were of no real use, and that what was needed above all 
else was prompt and effective organization of the new banking 
machinery provided in the Reserve Act. 


nth 


CHAPTER XXVIII 
THE ORGANIZATION CONVENTION* 


Problem of Bank Organization 


As has been seen, the first few weeks of the period after 
the formal organization of the Federal Reserve Board had 
been spent in sporadic work growing out of the economic and 
financial confusion due to the outbreak of war in Europe. It 
was not until later that the Board began to consider with very 
great seriousness the immediate problem of organizing the 
new banks. 

Strange to say, some of the members of the Board were 
disinclined to hasten its installation. This attitude was in part 
a reflection of that of the larger member banks which had 
failed to develop any considerable confidence in the prospective 
working of the act. Nevertheless, it was practically universally 
admitted by the members of the, Board that at least the techni- 
cal organization of the new banks was necessary, and it was 
determined to summon a convention which should meet in 
Washington and which should take up for consideration the 
various practical problems connected with the opening .of the 
banks and the undertaking of business. 


Convention Summoned 


Such a convention was accordingly called for the 20th of 
October and met on that date. It was to embrace either the 
entire directorates of the several reserve banks, including both 
the government and the banking members, or else a substantial 
representation selected by the various boards of directors and 
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authorized to act for them at the meeting. In addition to these 
directors, there were present in not a few cases governors of 
the banks who had been selected by the local boards, while in 
some, other officers were also invited. A few outside experts 
received special invitations, and altogether the meeting included 
an attendance of more than one hundred persons. 

The convention was at once divided into various commit- 
tees dealing with assigned topics, such as by-laws, accounting, 
installation of machine methods, and a variety of others, and 
by these committees most of the important work was done. To 
‘each committee was referred that part of the report of the 
Preliminary Organization Committee, whose work has already 
been described in Chapter X XV, which had a bearing upon its 
deliberations. Thus, to the committee on legal matters was 
referred the question of by-laws for use by the several reserve 
banks, to the committee on accounting was referred the two 
systems of accounting which had been prepared and trans- 
_ mitted to the Secretary of the Treasury by the Preliminary 
Committee, to the committee on clearance of checks was 
referred the recommendations of the Preliminary Committee 
on that subject, while corresponding distribution was made in 
other particulars. 

In only two respects were the results of the deliberations of 
very great immediate importance. Discussion had not pro- 
ceeded far before it was apparent that what would be essential 
at the very outset would be a workable set of by-laws for use 
by the several banks and a feasible and available set of accounts 
which would be practically uniform throughout all banks. 
While most of the reports of the various committees followed 
the lines which had been mapped out in the preliminary report 
and were accordingly ratified in a more or less routine way by 
the general convention, there was difficulty concerning both 
the by-laws and the accounting system. The committee on 
by-laws had had the assistance of the Board’s counsel who sat 
with it, and had eventually modified the by-laws which had 


640 ORGANIZING FEDERAL RESERVE SYSTEM 


been proposed by the Preliminary Committee in a number of 
particulars. 


Conflicting Points of View 

There was comparatively little disagreement about these 
modifications, but it was evident from the beginning of the 
discussions in the general convention that there were two very 
distinct points of view in the meeting, the one based upon a 
desire to keep the federal reserve agent and all representatives 
of the government, including the Board, as far apart from the 
practical work of the banks as possible; the other based upon 
the idea that the Board, through its representatives, was to be 
accepted as a direct and constant participant in the operations 
of the several banks. This point of view did not prevent the 
tentative ratification of the by-laws as recommended by the 
committee of the convention which had had them under advise- 
ment, although this ratification was accompanied by various 
statements intended to reserve the right of the banks to modify 
these by-laws as they might see fit—a reservation which was 
later to be acted upon as conditions seemed to make it desir- 
able in the several institutions. 

As for the accounting system, the difference of opinion 
which had been threatening from the start, almost immediately 
developed itself. Necessarily the adoption of a system of 
accounting implied the tentative establishment of the general 
structure of organization within the banks. The facts in the 
case were clearly seen by the more practical men among the 
, boards of directors, as well as by the bankers whom they had 
selected as presidents of several of the institutions. These 
practical bankers, therefore, took the position that, in attempt- 
ing to obtain the adoption of a uniform system of accounts, the 
Board was practically seeking to control down to minute details 
their internal organization and methods of operation, and that 
the effort consequently represented an extreme type of govern- 
ment interference and control in the affairs of the banks. | 
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Uniform Accounting Essential 


Nothing could have been less warranted than this point of 
view, for it was evident from the outset that it would be 
essential, particularly at the beginning, to have the operations 
of the banks conducted upon a practically uniform basis, while 
the necessity of immediately selecting some basis and providing 
the necessary books of account, were the banks to be opened in 
the near future, was so obvious as hardly to require mention. 
Although heated speeches were made by various of the gov- 
ernors of the reserve banks (as they afterwards came to be 
called) to the effect that they would never submit to inter- 
ference of this kind on the part of the Board, they were, before 
the convention. finally broke up, practically obliged to accept 
the idea of community of action. A special committee includ- 
ing all the governors who were present at the convention, was 
formed and. requested to consult with the Secretary of the 
Board who had been chairman of the Preliminary Organiza- 
tion Committee and under whose direction the accounting work 
of that Committee had been done. 

The outcome of these consultations was to authorize the 
Secretary to prepare and immediately transmit at the expense 
of the several banks, a complete set of accounting forms, books, 
etc., following along the line of one of the systems which had 
been developed by the Preliminary Committee. It is probable 
that this action would never have been taken had the governors 
of the banks been in position to provide themselves promptly 
with the necessary records for opening their operations upon 
the same basis that was to be employed by the several banks. 
Some of the governors, however, although “practical bankers,” 
were anything but practical in the sense of understanding the 
actual technique of banking, much less of bank accounting. 
They had thus far not obtained cashiers, auditors, accountants, 
etc., and it was evident to them that even with the utmost of 
speed they would be unable to obtain ordinary accounting 
facilities were they to depend entirely upon their own efforts. 
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Question of Opening 

The convention at Washington closed with a final action 
suggesting November 30 as the time for opening the new 
banks. 

The act, however, vested in the Secretary of the Treasury 
the power to determine when the banks should actually be 
established and their capital paid in. It was therefore exclu- 
sively the function of the Secretary to settle this matter and 
he immediately took it under advisement. The problem was 
one which called for courage and initiative in its solution rather 
than for deliberation, but, as we have seen, neither the Board 
nor the directorates of the several reserve banks were much 
inclined to leave the matter to the Secretary’s sole determina- 
tion. 

By the end of October the currency of the country had 
reached what was for it at that time a very inflated condition. 
As a result of the operations of the extended Aldrich-Vreeland 
Law, some $400,000,000 emergency notes had been issued by 
national banks in all parts of the country, while bankers were 
still in a condition of serious apprehension as to the probable 
results of a continued drain of gold. True, as the autumn 
advanced, the danger of a drain of gold had been very largely 
eliminated, partly through the psychological effect of the gold 
pool, whose operations have already been sketched, partly as 
a result of the restoration of confidence which reached its 
climax with the sinking of the German raiding fleet which had 
been terrorizing shipping in the North Atlantic. Nevertheless, 
the stock exchanges continued closed and the complete restora- 
tion of confidence was evidently some time off. 


Reluctance to Start New Banks 


It might have been supposed that in these circumstances 
there would have been great eagerness to see the new reserve 
institutions opened, but in fact the reverse was the case. Mem- 
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ber banks recognized that they would ‘be obliged to pay into 
the banks at the outset, not only their proportionate share of 
the capital stock, but also within a very short time a substantial 
sum in reserve deposits. They looked upon these transfers of 
funds as the equivalent of a weakening of their strength, appar- 
ently regarding the addition of strength which was to come 
from the efficiency of the new banks as entirely problematical 
and uncertain. Viewing it as they did in this light, it was a 
natural conclusion that the draft upon their cash resources was, 
if possible, to be avoided. A less obvious point of view was 
expressed by some members of the Board who contended that, 
should the reserve banks be opened under the conditions which 
then existed, they would almost immediately be closed, inas- 
much as the drain of gold would be entirely shifted to them, 
and they with their relatively small resources would be unable 
to resist it. 

It was difficult to see exactly how these members sustained 
their argument, since the reserve banks at opening would have- 
no demand liabilities except for their reserves which must, 
under the terms of the law, be maintained at a specified point 
and could not be drawn down below that point without incur- 
ring severe penalties. Apparently the thought of those who 
thus argued was that, simultaneously with the opening of the 
reserve banks, there would be a heavy rediscount demand which 
would give rise to large issues of federal reserve notes, and 
that the presentation of these notes for gold would result in 
promptly exhausting the comparatively slender gold resources 
of the several institutions. The fear could be logically 
defended only upon the assumption that the management of 
the reserve banks was to be almost contemptible, since under 
no other conditions could it be assumed that the new-fledged 
institutions would permit themselves to be exhausted and close 
almost simultaneously with their initiation. As a matter of 
fact, no such danger existed. 
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Opposition to System 

Among certain of the member banks, it would seem, 
although this of course could never be conclusively proved, 
that there was a calculating and more or less far-sighted effort 
to prevent the reserve banks from opening, in order that they 
might be definitely shown to have been of no use in a period 
of critical emergency. There was at about this time, both 
among members of Congress and throughout the country, a 
disposition to argue that it was, after all, the Aldrich-Vreeland 
Act which had served the country in its hour of need at the 
opening of the European war, and that the Federal Reserve 
Act, with its “heavy and clumsy machinery,” could not be 
called into operation in time to yield needed relief. In order to 
make this argument really effective and to put it into use for 
future political campaigns, it was very desirable to prevent 
the reserve banks from opening at all until the emergency had 
completely and thoroughly passed. How far this point of view 
was held as a result of conscious effort, it would be difficult to 
say, and no charge on the subject ever could be substantiated 
or should be definitely made in the absence of documentary 
proof. That in the minds of many bankers who opposed the 
act and of many politicians of the inferior sort the point of 
view thus broadly sketched existed, there can, however, be little 
doubt. 

The sum total of these various forces was seen in a deter- 
mined pressure upon the Secretary of the Treasury McAdoo, 
to defer almost indefinitely the opening of the new institutions. 
Falling in line with what they conceived to be the attitude of 
the member banks, some of the governors of the reserve banks 
added the weight of their influence to the broader ‘representa- 
tions already made to the Secretary of the Treasury and to the 
Federal Reserve Board, by stating in so many words that the 
banks could not be opened without weeks and months of prepa- 
ration. Shortly after the October convention in Washington, 
it had been suggested by some that the country expected action 
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and that it would be well if the Secretary of the Treasury 
should name an early date for the first payment of the capital 
stock of the reserve banks. A date early in November had been 
tentatively mentioned and this would have implied the calling 
for the first instalment of reserve within about two weeks 
thereafter. 

So soon as it was seen that early action was tentatively 
under consideration, the executive officers of one of the larger 
federal reserve banks visited the Secretary of the Treasury 
and plainly told him in so many words that it was “not physi- 
cally possible’ to open the bank on the date that had been 
named. Very much the same word came from other institu- 
tions, so that the Secretary of the Treasury was facing not only 
a general opposition to the opening of the banks at any early 
date, but also the positive and specific testimony of experienced 
practical men that the work could not be accomplished. It was 
a very high tribute to the determination of the Secretary of 
the Treasury that he was able to estimate these statements at 
their true value and that, having done so, he accordingly 
announced to the Board that he had definitely determined upon 
calling for the first instalment of capital on November 2, 1914. 

The announcement precipitated an outburst of criticism in 
the Board itself, those members who had determined to oppose 
early opening regarding the decision as a reflection upon them- 
selves and an imprudent or perhaps arrogant assumption of 
authority not to be justified by any known facts. To these 
men it was promptly pointed out that the act vested the power 
to determine the date of opening in the Secretary of the Treas- 
ury, and that in thus determining it in accordance with his 
best judgment he was only fulfilling the duty that had been 
specifically given to him by the act, whether wisely or unwisely, 
circumstances alone could determine. It was therefore neces- 
sary for those who opposed the attempt to open the banks at 
an early date, to withdraw their decision or at least to sit 
silent, and to this course they were accordingly reluctantly 
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induced. Instructions were therefore sent and announcement 
made public with reference to the payment of the capital on 
the date mentioned; while this announcement was shortly fol- 
lowed by a second to the effect that the reserve payments them- 
selves should be made on the 14th of November and _ that 
simultaneously therewith the new banks should be considered 
opened. 


Physical Equipment 

The definite determination to open the banks at so early 
a date could not, however, be completed in any effective way 
without some prompt and intensive work. First of all, it 
was necessary to obtain either temporary or permanent quar- 
ters. To this matter local committees and various boards of 
directors promptly addressed themselves. They were for- 
tunately able to find in almost all of the federal reserve cities 
either vacant banking rooms or suitable space which could be 
promptly fitted up in a way that would meet their general 
requirements. It was not true in all cases that proper or even 
satisfactory quarters could immediately be had, but in others 
the accommodations obtained were so acceptable that it was 
not necessary even to consider making a change until the 
operations of the banks had so greatly expanded as a result of 
subsequent war operations as to put their working staffs upon 
an entirely different basis. Had it not been for this unexpected 
expansion which occurred after the United States entered the 
‘war as a belligerent, it is probable that in the large majority of 
cases the quarters taken by the federal reserve banks at the 
outset would have sufficed them for a number of years to come. 
As it was, practically all of the banks were sufficiently com- 
fortably housed and were able to undertake with entire facility 
the limited business which came to them. Much aid was ren- 
dered by the sub-treasuries and, where they had vaults, the local 
clearing houses, in undertaking the storage and safe-keeping of 
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coin, notes, bullion, and valuables—a fact which rendered it 
unnecessary to install at the very outset an elaborate system of 
safes and vaults in the newly created institutions. 


New Accounting System Delivered 

The preparation of the accounting system had, as has 
already been seen, been directly placed in the hands of the 
Secretary of the Federal Reserve Board. With the co-opera- 
tion of a large printing plant, it was possible within the three 
weeks’ time which elapsed between the close of the October 
convention and the opening of the new banks, to produce and 
deliver at each institution a complete six months’ supply. of 
forms for each of the banks which it was intended to initiate at 
the opening. The entire cost of the accounting forms thus 
supplied was in the neighborhood of $50,000. The Secretary 
of the Board had at the same time been requested to make 
investigation as to the types of banking and bookkeeping 
machines to be preferred and, in order to ascertain this with 
certainty, had obtained the co-operation of the manufacturers 
in conducting practical exhibits and, tests in the Treasury at 
Washington. These tests were supervised by a committee of 
auditors, and with their assistance selection was made of the 
different types of machines to be preferred in use by the system 
of accounting forms which had been supplied and a full report 
relating to the use of the machines, as well as to the terms and 
conditions under which they could be obtained, was furnished 
to each institution. 


APPENDIX TO CHAPTER XXVIII _ 


The following text of a letter to federal reserve banks (reproduced 
only so far as of general interest) affords the details relative to the 
proposed installation of accounting and machine systems in the 
different banks: 
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The Governors of the Federal Reserve Banks. 


Gentlemen : 


I submit a statement with reference to the work placed in my 
charge relating to accounting systems for use in Federal Reserve 
Banks and equipment therefor, such assignment having been made 
partly by the Organization Committee or the Federal Reserve Board, 
partly by the Convention of Directors which met in Washington 
October 22nd, and partly by several of the Governors of the banks 
acting together on a later date. 

In January, 1914, I was requested by the Secretary of the Treasury, 
as Chairman of the Organization Committee, to form a preliminary 
committee of experts for the purpose of considering questions respect- 
ing the organization of Federal Reserve Banks. This duty was 
carried out and part of the work of the Preliminary Organization 
Committee thus formed by me consisted in preparing accounting plans 
for the banks. With expert assistance, two such plans were formu- 
lated and were presented to the Board. Both were referred by the 
Board to the Bureau of Efficiency, U. S. Civil Service Commission, 
which, after examination of both plans, reported in favor of a system 
prepared under the direction of Messrs. Harry E. Ward and C. C. 
Robinson, of New York City, acting as expert advisers to the sub- 
committee on mechanical accounting which had been appointed by the 
Preliminary Organization Committee already described and of which 
I was Chairman. Subsequently the two systems already mentioned 
were referred by the Board to Mr. W. P. G. Harding, one of the 
members of the Board, as a sub-committee. Mr. Harding carefully 
discussed both systems with me and finally presented to the Board a 
report coinciding with that of the Bureau of Efficiency. This report 
was adopted by the Board. At the convention of Directors and 
officers of Federal Reserve Banks held in this city on October 20-22 
a sub-committee of the convention to deal with statistics and account- 
ing was appointed. This committee devoted two days’ work to con- 
sideration of both the accounting systems, whose genesis has already 
been described and reported back to the convention favorably the 
same system that had already been approved by the Bureau of Effi- 
ciency and by Mr. Harding—and by the Board itself. A report of 
this committee is embodied in circular No. 11 issued by the Board, 
which includes the reports of committees to the convention. A copy 
of circular No. 11 is attached hereto as Exhibit A. In adopting the 
report thus laid before it, the convention, however, expressly requested 
that the Board should refer the accounting system to a meeting of 
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Governors to be held after the close of the convention. This meeting 
was held on October 22nd, and there were present: Mr. Theodore 
Wold, Governor of Federal Reserve Bank of Minneapolis, Mr. George 
J. Seay, Governor, Federal Reserve Bank of Richmond, Mr. Archibald 
Kains, Governor, Federal Reserve Bank of San Francisco, Mr. Alfred 
L. Aiken, Governor, Federal Reserve Bank of Boston, Mr. Charles M. 
Sawyer, Governor, Federal Reserve Bank of Kansas City, Mr. Joseph 
A. McCord, Governor, Federal Reserve Bank of Atlanta, Mr. Oscar 
Wells, Governor, Federal Reserve Bank of Dallas. 

Governor Benjamin Strong, Jr., Federal Reserve Bank of New 
York City, had already, on a previous occasion, devoted careful study 
to the accounting system and had approved it. Governor James B. 
McDougal, Federal Reserve Bank of Chicago, and Governor Rolla 
Wells, Federal Reserve Bank of St. Louis, had not at that time been 
elected, while Governor Charles J. Rhoads, of the Federal Reserve 
Bank of Philadelphia, and Governor E. R. Fancher, of the Federal 
Reserve Bank of Cleveland, were not present. Federal Reserve Agent 
D. C. Wills, of Cleveland, had, however, been a member of the com- 
mittee on accounting and had devoted very careful attention to the 
whole subject on a previous occasion. The seven Governors who were 
present on October 22nd carefully reviewed the system of accounting 
in conjunction with Mr. C. C. Robinson, who had been largely instru- 
mental in framing it, and with myself. At the conclusion of their 
investigation, the scheme of accounting ‘was tentatively approved by 
them subject to further investigation on their return home, and the 
following requests were made of me: 

1. To place contracts for printing the accounting forms embodied 
in the system; to receive orders from such of the banks as might 
choose to introduce them, and to distribute the forms in accordance 
with such orders. 

2. To obtain bids for machines suitable for use in equipping the 
banks to carry bookkeeping operations involving the use of the pro- 
posed accounting system; to classify such bids; and to inform the 
several banks of the result in order that they might, in their discretion, 
supply themselves with machine equipment. 

Subsequently three of the banks requested me to place their actual 
orders for machines in accordance with the decision that might be 
arrived at after bids had been obtained and opened. 

In accordance with the request thus made to me, I at once pro- 
ceeded to place the contract for the accounting forms, having obtained 
the services of Mr. C. C. Robinson as consulting expert to aid in this 
and other allied work. Recognizing that the time would be extremely 
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short before the opening of the banks, I had already obtained bids 
from several responsible concerns for the printing of the forms in 
order that if they should be adopted there might be no delay in begin- 
ning operations: It had been found when these bids were opened that 
most of the proposals were incomplete, owing to the fact that few 
concerns were equipped to handle so large an undertaking. ... . By 
November 4th all the orders had been completed and shipped. It was 
determined that in order to prevent delay a minimum supply of forms 
should be shipped by express to each bank, the balance of the order to 
follow by freight, that the preliminary shipments should be equipped 
with binders and that a supply of carbon paper adequate to start the 
banks in the use of the forms upon the 16th of November, pending 
such time as they could supply themselves more fully, should be fur- 
nished. The printers were ordered to furnish those binders which in 
their opinion were most suitable for the purpose and to add the cost 
to their statement. .... 

Upon further consideration it was deemed wise to invite to Wash- 
ington the accounting officers of the several banks for the purpose of 
turther explaining to them the accounting system and of enabling 
them to buy without further delay the machines needed. Invitations 
were accordingly sent out by telegraph for a meeting on November 2nd 
and at the same time manufacturers were informed that if they desired, 
a room would be placed at their disposal in the Treasury Building for 
the purpose of demonstrating their machines. Many of them availed 
themselves of this invitation and in consequence an exhibit of about 
twenty-eight machines and devices was assembled in Room 28 of the 
Treasury Building. 

On November 2nd there met at the Treasury Department repre- 
sentatives of the Federal Reserve Banks of Boston, New York, 
Philadelphia, Cleveland, Richmond, St. Louis, Kansas City, and San 
Francisco. The following banks were not represented: Minneapolis, 
Chicago, Dallas, and Atlanta. 

The representatives of the eight banks referred to assembled in 
the Board Room and devoted two days to the accounting system in its 
practical aspects and to the testing of the various machines on the 
accounting forms, the forms being run through the various machines. 
As a result, several placed orders for the machine equipment then 
deemed necessary, while others prepared memoranda as to their 
requirements, such memoranda to guide them on their arrival at their 
several institutions... .. 

As orders had been placed for three banks, six had been repre- 
sented at the conference and the others notified. The results of the 
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investigation have thus been made available to all the institutions in 
question. 

Some bids which were received after the date set for closing the 
bids owing to lack of information on the part of the bidders were 
separately tabulated and transmitted as a supplementary list to all 
Governors. 

I desire at this point to make acknowledgment of the assistance 
rendered by the special committee which considered the machine bids, 
and of the able work of Mr. C. C. Robinson in assisting me to carry 
through the requests of the Governors of the Federal Reserve Banks. 
Without his aid it would have been impossible to finish this duty in 
the time available for it. 

This report closes the work undertaken by me at the request of the 
Governors for the purpose of aiding in the prompt installment of the 
accounting and machine systems in the several banks. 

Respectfully submitted, 
H. PARKER WILLIs. 
November Io, 1914. 


CHAPTER XXIX 
SHIFTING THE RESERVES 


Reserve Question Fundamental 


As was seen when discyssing the congressional debate on 
the provisions of the Federal Reserve Act, as well as in study- 
ing the conditions which led to the formulation of the act in 
the first place, the proper disposition of reserves under the 
new régime was one of the most fundamental, if not actually 
the most fundamental, element in the reorganization of bank- 
ing which was now to occur. The act, although its essential 
provisions, as has already been shown, proved to be the result 
of compromise, was nevertheless clear and unmistakable in its 
description of the reserve policy and mandatory in its instruc- 
tions as to what measures should be adopted in administration. 
It provided for immediate transfer to the federal reserve banks 
of a specified minimum amount of reserve amounting approxi- 
mately to 5 per cent of the entire outstanding deposit liabilities 
of the member banks of the system. The transfer was to be 
only the first in a series of transfers which, under the pro- 
visions of the original measure, would be completed three years 
after its enactment. Immediately upon the organization of 
the federal reserve banks, therefore, it became the duty of the 
Federal Reserve Board to arrange for the transfer of reserves. 
The payment of the stock instalment of the reserve banks on 
November 2, 1914, was consequently followed by an imme- 
diate order to members to pay in their reserves, the date for 
such payment being set at November 16; such payment of 
course relating merely to the first instalment as provided by law. 
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Payment in Gold 


It was decided by the Board to request that this payment be, 
in fact, made as largely as possible in gold in order that there 
might be at least the nucleus of a genuine gold reserve in the 
hands of the reserve banks. Accordingly, in circular 10 of 
1914, the Board directed the making of the transfers as just 
set forth, and, for the purpose of encouraging members to 
ship actual specie, undertook that the express charges upon 
such specie should be borne by the federal reserve banks, a 
cost of transfer which was well warranted in view of the 
object to be gained—that of providing the reserve banks at 
the outset of their career with a reasonable supply of actual 
gold. This circular had the desired result, a very large propor- 
tion of the funds actually paid in to cover the first instalment 
of reserves consisting of coined gold. It is probable that of 
the entire payment not less than 87 per cent was in gold of all 
descriptions. Estimating the reserve payments to be turned 
in upon a percentage basis, computed with reference to the 
then outstanding deposit liabilities of the three classes of 
banks under the old law—central reserve city banks, reserve 
city banks, and country banks—it had been supposed that 
about $300,000,000 would be paid in. In fact, the payments 
amounted to approximately $263,000,000, the difference being 
due to the former pyramiding of reserves, which naturally 
introduced an element of uncertainty and difficulty into any 
preliminary computation. The ease with which this first pay- 
ment was made and the ease of the reserve situation after the 
transfers had been effected, undoubtedly came as a pleasant sur- 
prise to many banks which had dreaded the necessity of giving 
up their specie. It had unquestionably a very beneficial influ- 
ence upon the attitude of the members toward the undertaking. 

Reports of federal reserve agents showed the manner in 
which initial reserve payments were made by member banks 
from their own vaults and other correspondent banks, and the 
composition of reserves held on December 4, 1914. 
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Five of the federal reserve banks did not report the initial 
reserve payments received by them, but gave merely the 
amounts received from reserve agents for the account of mem- 
ber banks. The figures in column A of the table given below, 
therefore, are the amounts reported by them as due to member 
banks on December 4.* 

In the case of Dallas the amount due on December 22 was 
taken as being probably nearer the total reserve payment than 
the figures on December 4. 

The percentage of gold and gold certificates to total 
reserves, including national bank notes, held by the 12 federal 


Initial reserve payments made from meniber banks’ own vaults and through 
correspondent banks. 


oA B Cc D _E 
Total re- Number 
serve pay- of mem- 
—— = ber banks 
ceived OY | Reserve | Amounts ee 
pentane payments | deposited Fae 
made by | by corre- tr | deposits Remarks. 


’ 
reported bY! hanks from |to the credit| © 18 | made 
the agent, | their own | of member | °! 4- 


or deposits 
on band vaults. banks. nnEre 
on Dee. 4, spondent 
1914 % 

Boston (Nov. 16-17, |$13, 796, 000 |$12, 763,820 | $1,032, 160 7.5 81 | 69 banks paid in $912,180 b 
as reported by hraustestrone vaults of com 
Federal reserve respondent banks in re- 
agent). serve cities; in the case of 


12 banks the amount of 
$120,000, reported as paid 
in by Boston correspondent 
banks, represents only part 
of the initial deposits of 
these banks, the remainder 
fed tm eee paid in by the 
7 Ss 
New York (Federal |105, 000, 000 /'103,500,000 | 41,500,000 | 21.5 90-100 | In a Great. tharie "caked the 


Teserve agent’s es- banks referred to in col- 
finale of Dec. 9, umns C to E had shipped 
). gold or lawful money to the 
correspondents, on whom 
checks for initial deposits 

were drawn. 

Philadelphia (re- | 18,608,488 | 16,280,622 | 2,327,866 | 12.5 249 | Of the total shown in column 
ported by Federal C, $310,676 was paid in by 
at agent un- drafts of 50 member banks 
on te of Dec. 9, on correspondents and 

s $2,017,190 by correspondent 


ene! Upon request of 199 
Cleveland (reported | 16, 653, 603 | 15,830, 998 $22,605] 4.0 |/ set. < age Bee ois 
by Federal re- 


serve agent under 
date of Dec. 4, 
1914). 


1 Over. 2 Less than, 


1 First Report, Federal Reserve Board, 1914. 
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Initial reserve payments made from member banks’ own vaults and through 
correspondent banks—Continued. 


| 


A B Cc D E 
Total re- Number 
serve pay- of mem- 
poe ae ber banks| 
vi y whose 
tiie Foderall - Reser vei) (Amounts initial 
reserve | Paymen eposited | ber | deposits 
b made by | by corre- pos) Remarks 
ba eg member | spondents | nt | were : 
8 ¥| banks from|to the credit] © 18 | made 
the agent, | their own | of member | ° A- |wholly or| 
or deposits vaults Leics in part by 
on hand . s corre- 
on Dec. 4, spondent| 
1914. anks. 


Richmond (re- 
ported by Federal 
~ reserve agent Dec. 
4, 1914). ° 


1$7, 343, 450 | $6, 840,725 |.......2....f...2.0. 91 | In many cases the interior 
banks treated in columns 
C to E sent their cash de- 
posits to their correspond- 
ent bank, particularly at 
Richmond, with the re- 
aiiest that the money be 

ispatched to the Federal 
reserve bank for their ac- 
count. In some instances 
drafts on New York were 
sents to the Federal reservo 


bank. 

4,171,518 ine scscensesaeeees 62 | Two-thirds of amount shown 
in column C was paid in for 
account of 3 banks, 


ai dadags ites $640,190 |....... 126 | Of the total number of banks 
stated in column E, 42 
banks shipped $269,110 
from their own vaults in 
addition to $186,648 de- 
posited by their corre- 
spondents and included in 
the total shown in column 
C. The total required re- 
serve of the latter is stated 
as $880,382. 12 banks not 
heard from are presumed 
to have required their cor- 
respondents to make initial 
deposits for them. 

10, 498, 826 260,451] 2.4 59 | 400 banks paid in $1u,315,927 
in cash out of their own 
vaults. Of the 59 banks 
which made payment 
through their correspond- 
ents, 12 made additional 
payments of $182,899 out of 
their own vaults. 

A few member banks sent 
checks on their reserve 
agents. Initial deposits by 
the latter for account of the 
former not accépted, unless 
the correspondent banks 
agreed to insist upon the 


Atlanta (reported 
by Federal re- 
serve agent Dec. 
8, 1914). 

Chicago (letter of 
Federal reserve 
agent, Dec. 22, 
1914). 


1 4,532, 626 


137,772,497 


Bt. Louis (letter of | 10, 759,277 
Federal __ reserve 
agent, Dec. 30, 


1914). 


Minneapolis (letter 
of Federal reserve 
agent, Dec. 5, 


18, 620, 062 


: return of the gold paid in. 

Kansas City (letter | 9,916,062 | 9, 407,983 476,789 4.8 131 By ator ee meets a E 
ion e receiv 

Spetlesst ehaeAy frbitva0 momberbanikancith 


agent, Dec. 15, 
1914). 


Dallas (letter of 
Federal reserve 
ent, Dec. 22, 
1914). 

San Francisco (let- 


aggregate payments of re- 
serves of $31,290. 


26,226,367 | 4,951,940 |...... wadenpheeee- 167 


9 12:373;903) | Sree te sc --| 1,568,997 |....... 154 | Figures given in column E do 


ter of Federal re- not refer to those banks 
which shipped the required 
Lae te amount of lawful money to 


24, 1914): reimburse their correspond- 


ents for making the initial 
reserve deposits. 


1 Reserve deposits at close of business Dec. 4, 1914. 
2 Reserve deposits at close of business Dee. 22, 1914, 
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reserve banks on December 4, as indicated in table below, was 
87.7 per cent. The lowest percentage, 61.1 per cent, is shown 
for Atlanta. Minneapolis and San Francisco show a per- 
centage in excess of 99 per cent. 


Composition of reserves held by each of the Federal reserve banks and the 
system as a whole on Dec. 4, 1914. 


District District 


Composition of reserves. No. 4. No. 5. 
Dollars. Dollars. Dollars. 
Gold bullion and coin........- 55 868,410 | 1,709,935 1,576,525 
Gold certificates..............- 13, 144,590 | 59,345,130 | 14,262,780 | 11,102,660 | 6,528, 415 
Clearing-hou certificates 
(gold certificates)......-.-..-Jeceeeeeeeeee 26,560,000 | 2,320,000 | 4,315,000 |............/..00 


Due from Treasurer U.S. gold 
redemption fund (F. R. 


notes) 5,500 55, 000 37,000 3,750 
13, 150,145 | 85,961, 120°} 17,488,190 | 17, 131,345 


Silver certificates. of 2,061, 291 488, 264 


Clearing-house 


(silver certificates).........-|-.....--e00- §, 080,000: |. ohio ubicstid sl ondoe cates aclusdanmeth ti eve ons pes 
Total silver............. 6,741, 291 
National-bank notes........... $1,260']) 1:S88)670;] 08h 2,040 eS 
Legal-tender notes............ 5, 887, 663 
Clearing-house certificates 
(legal-tender notes)..........|.....--..--- G90, 000 fo Sow cc ecacb [os demessecidalesdanqquesss| naceccdenathe 
Total legal tender....... 13, 517, 663 
Grand total............- 106, 231, 334 Tih 
Per cent of gold......... 3 80.9 


Composition of reserves. Total. 
14 bullion and cotn.... { i 1,258, 348 io | 210,028 
certificates......... 40 
arn "house ati , 093, 623, 650 |166, 616, 370 
Catas (go icates).| 4,285,000 |........... 1,655, 000 To. eecn ane 
Due from Treasurer U.S.| ” irae! #2, $90,000 
ers redemption fund 
Hs/Remotes)-saecaues 20,000} 23,000 |........... 295, 500 
Total gold......... 36, 539, 350 230, 960, 808 
Bilver coin............... 44,200) Ete Boles 428, 3 
Gllver certificates. ....... 867 | 413,172) 2; 911 | 835" 400 
Mnited Atates nobews west sch cecs once lots coceades|saccuasccdeloestecedcadlbeodees hii ted 
xi States Dotes, os |r sbesnecnseletoesseadealnoe-eoconcaJucancnsseadlssrebensoaehinnneeaatonlangarag=t 5 
Oates (elkver-certificntes)|. 75.26.00. |speckeosdeulesscccccces|stcnansesadlvec tena 4, 680, 000 
Sia Wee aicas ane x 
Total silver........ 114, 988 11, 448, 817 
National-bank notes.....) 80,000 |...........] 4,480 J........... 1,040 527, 400 
_————S>S—S ss sX—SS  ——— ——=—~[ a ees 
Legal-tender notes....... 
Clearing-house _ certifi- ; hacia cinta. ned 
cates (legal-tender 
MOVER IO PE SC Urea |. ec deg seafoh cahscetedlecnscsbeat« toot ecwatere Ee utct seanice |. cee come 7, 630, 000 


Total legal tender... 


Grand total........ 
Per cent of gold.... 


11, 568, 362 | 9,376,964 |10, 782, 660 | 6,276, 128 |13, 622 , 
11] eee BRE ates QO 8 $5.6 ora [bes pencht 
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The object sought had been, moreover, not only that of 
obtaining a large payment in gold, but also of obtaining this 
payment with as little shock or disturbance to business as pos- 
sible. The time selected proved to be peculiarly opportune for 
the accomplishment of this purpose. As noted in connection 
with the description of the’act itself, the provisions of the new 
law permitted a very material reduction in the gross amount of 
reserves to be carried. This had been done for the twofold 
reason that it was believed that a strong central banking reserve 
in each district would be a much more powerful protection 
against the demands of depositors than a much larger reserve 
in the hands of scattered banks throughout the region; while 
it had also been felt that inasmuch as eventually the banks 
throughout the country would lose the interest which they had 
habitually received from city banks on their reserve balances, 
it was but fair to make some offsetting compensation to these 
out-of-town banks by permitting them to release a part of their 
funds, if they could safely do so, and thereby to obtain the 
means of making additional earnings designed to take the place 
of those which were lost through the cessation of the interest 
payments. Because of this reduction in required reserves, the 
banks of the country, as soon as the Federal Reserve Act went 
into actual operation, would in any case have been in an 
exceptionally easy position. While it was true that they were 
called upon to make a large transfer of cash to federal reserve 
banks, this cash constituted only a fraction of a total reserve 
which was materially less than that which they had previously 
carried, so that their aggregate lending power, if they chose 
to exert it, was considerably greater than before with refer- 
ence to the reserve balances of which they stood possessed. 
This fact, of course, had nothing to do with the earning power 
of the bank, and the net position of any given institution from 
the dividend standpoint might be better or worse at the end 
of the first six months under the Federal Reserve Act, than 
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it had been during the last six months preceding the date when 
the law took effect, according as the institution was ably or 
unskilfully managed. 


Earning Position Irrelevant 

Its earning power had nothing for the moment to do with 
its relation to business or its capacity to comply with the terms 
of the new legislation. The truth of the matter was that even 
under ordinary conditions, the average national bank could not 
only meet the requirements of the first instalment to be trans- 
ferred to the federal reserve banks, but after paying such 
instalment would find itself with an increased lending power. 
Not only was there thus a large release of reserve and increase 
of lending power, but, as it happened, the banks found them- 
selves at the time of the organization of the reserve institu- 
tions faced by a sudden decline of demand for loans. Busi- 
ness had heavily fallen off immediately after the opening of 
the European war. Both exportation and importation had 
been seriously interfered with, while domestic manufacturing 
was partly quiescent and partly preparing for the transition to 
the war industry basis which afterward so completely trans- 
formed it. From most standpoints there could probably not 
have been chosen a time when the process of shifting the 
reserves could have been more easily and more effectively car- 
ried out than the months of November and December, 1914. It 
was well that the transfer was effected at a moment of mone- 
tary ease. Pessimistic critics of the Federal Reserve Act had 
consistently predicted that the transfer of the reserves would 
almost shipwreck the banking system of the nation, and it had 
been their view that even the first transfer would at least cause 
a temporary stringency of alarming character. In the cir- 
cumstances which then existed nothing of the kind was to be 
looked for, if there had ever been the slightest basis for it, and 
in fact, as already stated, the transfer took place on November 
16 without the least interference with the natural course of 
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events. Indeed, had the fact of the transfer not been men- 
tioned in the press or otherwise, it is doubtful whether there 
would have been any external indications of what was occur- 
ring. 


Revulsion of Feeling 

So unmistakably easy and innocuous was the process that 
even certain members of the Federal Reserve Board, who had 
previously feared the effect of the transfer, now regretted that 
it could not have been for a larger amount—recognizing as 
they did that even a much larger amount would, in consequence 
of the circumstances of the time, have been transferred with- 
out causing a ripple on the surface of the money market. The 
stock exchange indeed had already closed its doors, due to the 
“war panic,’ but even had it continued open with a brisk 
market for shares and securities, there is little or no reason 
to suppose that the transfer of the first reserve instalment 
would have been different from what it was. In short, from 
November 16 onward, a triple reserve system had practically 
been put into operation, including as it did reserve in the vaults 
of banks, balances with their correspondents in specified cities, 
and required balances with federal reserve banks. 

The only difficulty in the situation was really the reverse 
of that which had been predicted. So easy was the money 
market and so slender was the demand for loans, that it became 
apparent almost at the start that federal reserve banks would 
find it difficult to get any considerable amount of discounts 
unless they were willing to compete actively and directly with 
member banks. This policy, as elsewhere seen, they were, 
however, extremely reluctant to pursue. Accordingly, the cash 
in federal reserve banks tended for a good while to equal 
practically their liabilities—or in other words, it was many 
months before the reserve percentage of reserve banks fell much 
below 100 per cent. At times, indeed, it was in excess of 100 
per cent of deposits, because both capital and reserve had been 
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paid in cash, while the outstanding deposits represented simply 
the reserve credits thus established. The reserve banks in 
these circumstances were not banks in the true sense of the 
term, but banking warehouses, providing safekeeping for a 
certain amount of coin belonging to the members. Reasons 
why the operations of reserve banks continued upon so low 
a level have been furnished elsewhere. In this place it is 
enough to note from the reserve standpoint that discount 
business was extremely slow in developing. 


Reluctance to Shift Funds 


The situation at the reserve banks and the conditions 
attending the first transfer of reserves had been watched by 
reserve city bankers with a morbid eye. It was a cardinal 
article of faith with bankers, both of reserve and central 
reserve cities, that they derived a very material advantage 
from the deposits of out-of-town correspondents. Their faith 
in this respect was plainly indicated by works, since they had 
for years past been competing with one another in various more 
or less indirect ways for the purpose of accumulating these 
deposits. No phase of the new legislation had so taken them 
by surprise and none had been so bitterly resisted when they 
became alive to its implications, as those clauses in the Reserve 
Act providing for the transfer of member bank reserves. It 
was on this point that the threats to leave the system had been 
most numerous, and it is probable that in some cases these 
threats had originally been voiced with more or less of con- 
viction, although not with a sufficient degree of such convic- 
tion as to take any of the banks out of the system. Although 
obliged to recognize that the transfer of the first instalment 
of reserves had not produced the dangerous results that were 
expected of it, reserve city bankers nevertheless determined to 
make another effort to maintain the old system. 

It has been seen that during the progress of the Federal 
Reserve Act through the House, central reserve city bankers 
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had attempted to arrange a ‘‘deal’’ whereby the power to 
determine whether balances in specified cities could count as 
reserve, should be vested in the Federal Reserve Board. Their 
purpose in this proposed deal had been to secure at last an 
opening which might be availed of for the purpose of bringing 
about an administrative ruling in their favor. This, as we 
have seen, had been defeated in part through the bankers’ own 
decision to contest the reserve provisions of the new law in 
the belief that they could defeat them entirely. 


New Plan of Anti-Reserve Campaign 


After the transfer of the first reserve instalment, a dif- 
ferent attack had necessarily to be followed. Consultations 
of bankers in various places developed the following plan of 
campaign : 


1. Delay the introduction of the collection system as long 
as possible in order to have it appear that balances 
must be maintained in cities under the old system, and 
thus provide a basis for collection. 

_2. Argue from this necessary continuance of balances that 
such balances ought not to be simply “dead’’ but that 
they should be allowed to count as reserves since the 
banks must hold them idle. 


Almost unlimited argument along these lines was directed 
to the Federal Reserve Board during the early days of the 
system, and immense amounts of discussion on the subject 
appeared in the press, but apparently without influencing the 
Board or members of Congress who were requested to take a 
hand in bringing about the change of policy. Accordingly, 
it was determined by reserve city bankers to do their utmost 
to secure permission to establish a “regional” system of rede- 
posited reserve. They now resolved to abandon the argument 
in behalf of power to redeposit reserve in any part of the 
United States that they saw fit, and to substitute for it a 
demand that each community be permitted to retain its own 


662 ORGANIZING FEDERAL RESERVE SYSTEM 


funds by redepositing these funds in neighboring cities. Late 
in the winter of 1914-1915, a delegation of reserve city bank- 
ers appeared at Washington and presented argument before the 
Federal Reserve Board in behalf of a discontinuance of the 
reserve transfer process, accompanied by a substitution of 
provisions authorizing the redepositing of reserves in any 
reserve city within 300 miles of the bank desiring to make 
such deposit. This plan, if adopted, would have placed each 
existing reserve city at the center of a theoretical circle, 600 
miles in diameter, within which any bank might, if it chose, 
deposit with it. As 600 miles was a considerable distance, it 
would often have occurred that a number of reserve cities 
would lie within the circumference of one of these circles. 
The proposed division of the country, therefore, would have 
been based upon organization within a series of overlapping 
zones or circles, the banks being permitted to shift within the 
maximum limit of 300 miles from one zone to another. A 
modification of this plan was the suggestion that all banks 
situated outside of the twelve federal reserve cities might be 
permitted to deposit their reserves with the banks in these 
cities, which in turn, of course, would have to deposit the 
necessary percentage with the federal reserve banks. Neither 
of these plans had the slightest merit. They were practically 
destitute of any supporting argument and the Federal Reserve 
Board devoted only desultory and sporadic discussion to the 
suggestions that had been made. 


Failure of Opposition 


Within a month after. the meeting at Washington, most 
of the reserve city bankers were quite well convinced that the 
attack upon the reserve transfer system had again failed and 
that if they expected any relief they would be obliged to look 
elsewhere. The country, however, was becoming more and 
more absorbed in the course of the European war and financial 
or banking questions received only very limited attention. 
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Moreover, as the months passed the federal reserve system 
had succeeded in commending itself in the main to the less 
partisan and less biased observers, both in Congress and out 
of it. The predictions of disaster and ruin to follow the trans- 
fer of reserves accordingly received but little attention, and 
the date for the second instalment payment arrived on Novem- 
ber 16, 1915, and was passed without causing the slightest 
disturbance to market conditions. The second instalment, like 
its predecessor, had amounted to approximately one-twelfth 
to one-fifteenth of required reserves, and although computa- 
tions were again partially vitiated by the existing system of 
pyramiding reserves, the second payment resulted in a transfer 
of rather more gold than on the first occasion, so that at the 
close of the year 1915, when the system had been technically 
in existence for about fourteen months, but actually for only 
thirteen and a half months, subject to the first and second 
reserve payments, and not more than eleven or twelve months 
from effective organization, the gross gold holding of the 
reserve banks amounted to $345,000,000. 

This second payment, as just intimated, had received, if 
anything, less attention than its predecessor, although for 
entirely different reasons. Money market conditions were still 
easy, and abundance of lending power existed in the hands of 
the member banks without any recourse to rediscounting. 
There had set in, however, an enormous movement of actual 
gold toward the United States. This movement had begun 
about the end of the first quarter of 1915, and its first result 
was to create an immense surplus of cash reserve. Had it not 
been for this movement of cash into the banks of the United 
States, some rediscounting might have been necessary in order 
to bring about the successful transfer of the second instalment. 
As it was, the transfer of the reserves in gold had no relation 
to the situation because of the already unduly increased reserve 
percentages which had resulted from the heavy net gold import 
movement. 


CHAPTER XXX 
ORGANIZING THE FEDERAL RESERVE BOARD 


Theory of the Act 


The Federal Reserve Act had provided for the choice of a 
Governor and a Vice-Governor of the Federal Reserve Board, 
but it had not specified their terms of office and it had left their 
selection to the President. This was not the result of acci- 
dent. The question how these officers should be chosen or 
designated and what they should do had been actively debated 
from the very beginning. Certain conclusions had been 
reached as follows: 


1. The Secretary of the Treasury is too much busied with 
his own duties to act steadily and efficiently as the 
head of the Board. 

2. The actual executive of the Board should therefore be 
chosen from among the appointive members and should 
be given important operating functions. 

3. Experience with other boards which chose their own 
heads not having been happy, the better plan is that of 
leaving the designation to the President. 

4. The qualities and abilities of the new members being in 
doubt at the outset, the plan to be preferred will be 
that of leaving the situation flexible, enabling the 
President to change or modify it if conditions demand. 


Out of these general conclusions came the decision to adopt 
the section relating to the organization of the Board as origi- 
nally formulated. It was altered but little in the progress 
through the two houses, and as finally passed stood as follows: 


Sec. 10. A Federal Reserve Board is hereby created which shall 
664 
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consist of seven members, including the Secretary of the Treasury 
and the Comptroller of the Currency, who shall be members ex officio, 
and five members appointed by the President of the United States, 
by and with the advice and consent of the Senate. In selecting the 
five appointive members of the Federal Reserve Board, not more than 
one of whom shall be selected from any one Federal reserve district, 
the President shall have due regard to a fair representation of the 
different commercial, industrial and geographical divisions of the 
country. The five members of the Federal Reserve Board appointed 
by the President and confirmed as aforesaid shall devote their entire 
time to the business of the Federal Reserve Board and shall each 
receive an annual salary of $12,000, payable monthly, together with 
actual necessary traveling expenses, and the Comptroller of the Cur- 
rency, as ex officio.member of the Federal Reserve Board, shall, in 
addition to the salary now paid him as Comptroller of the Currency, 
receive the sum of $7,000 annually for his services as a member of 
said board. 

The members of said board, the Secretary of the Treasury, the 
Assistant Secretaries of the Treasury, and the Comptroller of the 
Currency shall be ineligible during the time they are in office and for 
two years thereafter to hold any office, position, or employment in 
any member bank. Of the five members thus appointed by the Presi- 
dent at least two shall be persons experienced in banking or finance. 
One shall be designated by the President to serve for two, one for 
four, one for six, one for eight, and one for ten years, and thereafter 
each member so appointed shall serve for a term of ten years unless 
sooner removed for cause by the President. Of the five persons thus 
appointed, one shall be designated by the President as governor and 
one as vice governor of the Federal Reserve Board. The governor 
of the Federal Reserve Board, subject to its supervision, shall be the 
active executive officer. The Secretary of the Treasury may assign 
offices in the Department of the Treasury for the use of the Federal 
Reserve Board. Each member of the Federal Reserve Board shall 
within fifteen days after notice of appointment make and subscribe to 
the oath of office. : 

The Federal Reserve Board shall have power to levy semiannually 
upon the Federal reserve banks, in proportion to their capital stock 
and surplus, an assessment sufficient to pay its estimated expenses and 
the salaries of its members and employees for the half year succeeding 
the levying of such assessment, together with any deficit carried 
forward from the preceding half year. 
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The first meeting of the Federal Reserve Board shall be held in 
Washington, District of Columbia, as soon as may be after the passage 
of this act, at a date to be fixed by the Reserve Bank Organization 
Committee. The Secretary of the Treasury shall be ex officio chair- 
man of the- Federal Reserve Board. No member of the Federal 
Reserve Board shall be an officer or director of any bank, banking 
institution, trust company, or Federal reserve bank nor hold stock 
in any bank, banking institution, or trust company; and before entering 
upon his duties as a member of the Federal Reserve Board he shall 
certify under oath to the Secretary of the Treasury that he has com- 
plied with this requirement. Whenever a vacancy shall occur, other 
than by expiration of term, among the five members of the Federal 
Reserve Board appointed by the President, as above provided, a suc- 
cessor shall be appointed by the President, with the advice and consent 
of the Senate, to fill such vacancy, and when appointed he shall hold 
office for the unexpired term of the member whose place he is selected 
to fill. 

The President shall have power to fill all vacancies that may happen 
on the Federal Reserve Board during the recess of the Senate, by 
granting commissions which shall expire thirty days after the next 
session of the Senate convenes. 

Nothing in this act contained shall be construed as taking away 
any powers heretofore vested by law in the Secretary of the Treasury 
which relate to the supervision, management, and control of the 
Treasury Department and bureaus under such department, and wher- 
ever any power vested by this act in the Federal Reserve Board or 
the Federal reserve agent appears to conflict with the powers of the 
Secretary of the Treasury, such powers shall be exercised subject to 
the supervision and control of the Secretary. 

The Federal Reserve Board shall annually make a full report of its 
operations to the Speaker of the House of Representatives, who shall 
cause the same to be printed for the information of the Congress. 

Section three hundred and twenty-four of the Revised Statutes of 
the United States shall be amended so as to read as follows: There 
shall be in the Department of the Treasury a bureau charged with 
the execution of all laws passed by Congress relating to the issue 
and regulation of national currency secured by United States bonds 
and, under the general supervision of the Federal Reserve Board, 
of all Federal reserve notes, the chief officer of which bureau shall 
be called the Comptroller of the Currency and shall perform his duties 
under the general directions of the Secretary of the Treasury. 
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Designation of First Governor 


' President Wilson accordingly found it needful to desig- 
nate a member of the Board as Governor and did so, naming 
Mr. C. S. Hamlin; while in like manner he named F. A. Delano 
as Vice-Governor. 

Mr. Hamlin thus became the first Governor and (in the 
absence of the Secretary of the Treasury) the presiding offi- 
cer of the Federal Reserve Board, and he continued for two 
years in that capacity. The choice was wise. Many of the 
more difficult problems to be met by the Board at the outset 
were those of personal relationship, choices of men, settlement 
of organization questions. Mr. Hamlin was essentially a 
diplomat in the best sense of the word, tactful, gracious, and 
considerate of the feelings and opinions of his associates. 
He was thus perculiarly well qualified for the first problems 
that grew out of Reserve Board organization. 

Mr. Hamlin had a distinct theory of the functions and 
organization of the new Board. His was an essentially legal- 
istic mind and a study of the act convinced him that the law 
had been framed upon definite and distinct lines of theory. He 
believed that the Board was a group of equally influential mem- 
bers who were called upon to assume the responsibility and to 
share the work accruing to the group as a whole. From the 
first, therefore, Mr. Hamlin’s administration made it a point 
to bring officially to the attention of the Board every item of 
business that had any significance and even many that were of 
routine importance only and to obtain definite instructions as 
to their disposal. 


Policy of Management 

The policy thus pursued by Mr. Hamlin was not, however, 
acceptable to other members. Some of them resented the 
necessity of long routine discussions on details. Others ob- 
jected to the confinement and attention to business involved 
in the actual discussion and disposal of details. Still others, 
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willing and ready to work, felt that the plan pursued involved 
too great delay and was not sufficiently “businesslike.” The 
first plan of organization as finally evolved had necessitated 
the naming of a number of committees on which (as the total 
number of members was small) each member had to serve in 
more than one capacity. This necessitated many meetings and 
thorough consideration of every action both in committee and 
before the Board as a whole. The work was onerous and the 
members found it disagreeable. 

Nevertheless the plan of organization which had been 
devised by Mr. Hamlin practically perpetuated itself during 
the first two years of the Board’s life. This carried the 
organization to August, 1916, at which time it was determined 
to change the Governorship. Mr. Hamlin had in the mean- 
time been redesignated for one year, his first term of office 
having lasted but a single year as Governor. Inasmuch as Mr. 
Hamlin had himself drawn the short membership term (two 
years) in the assignment of the first places in the Board, it was 
necessary to reappoint him and obtain his confirmation from 
the Senate, and this was accomplished in the summer of 1916. 
At the same time he was advised that the President had deter- 
mined to make a change in the Governorship and he was suc- 
ceeded by Mr. Harding who continued to hold the office up to 
expiration of his own term in the summer of 1922. 


Change in Organization 


This change of personnel brought with it a great change 
in the organization of the Board. It was not the result of 
accident but grew out of the formation of a cabal within the 
Board which was dissatisfied with the older system and with 
Mr. Hamlin’s management of affairs. It was the object of 
this cabal to secure the designation of Mr. P. M. Warburg as 
Governor, but the opposition to the proposed change suc- 
ceeded in shifting the choice of the new Governor to Mr. 
Harding. Mr. Warburg, however, was designated as Vice- 
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Governor, succeeding Mr. Delano, and continued to hold the 
Vice-Governorship up to the end of his term of office in 1918. 
Those who had sought to engineer the change of manage- 
ment in 1916 had not, however, thought of it purely as a mat- 
ter of change in personnel. The complaint was brought 
against Mr. Hamlin’s management that it was not sufficiently 
prompt and that it resulted in too great a dispersion of func- 
tion throughout the membership of the Board with correspond- 
ing “loss of motion” and “unbusinesslike”’ conditions in the 
treatment of current affairs. One of the first steps of Gov- 
ernor Harding upon taking office was therefore to bring about 
a very considerable alteration of committee assignments and 
particularly the vesting of large powers in a small Executive 
Committee, which was authorized to hold meetings whenever 
necessary and to take action along specified lines, reporting the 
same to the Board in the form of minutes which, when duly 
approved, made the action of the Executive Committee the 
action of the Board itself. This, at times, degenerated into 
so-called “constructive meetings” of the Executive Committee, 
in which minutes were prepared by the Secretary of the Board 
indicating action of a specified kind, and were then presented 
to individual members of the Committee for initialing, the 
result being the theoretical holding of a committee meeting 
which, however, had never actually taken place. The prin- 
cipal idea of the new Harding administration in executive 
management was that of operating the Board “like a bank,” 
and this was more and more nearly possible because of the fact 
that with the gradual approach of war, and later with the 
actual advent of war itself, the Secretary of the Treasury, the 
titular chairman of the Board, took a smaller and smaller part 
in affairs and attended meetings with less and less frequency. 
Thus it may fairly be said that during the administration of 
Governor Harding, there was a strong tendency towards the 
centralization of executive business in the Governor’s office 
and an equally strong tendency to concentration of the powers 
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of the Board in the hands of the Governor. The Board itself 
at times appeared to be merely a consultative organization or 
a body possessed of the veto power, the actual initiating of 
business and the carrying through of policies being left in the 
hands of the Governor or, at times, of the Governor and Vice- 
Governor jointly. This may perhaps have been in considerable 
degree accentuated by the urgent exigencies of war. It was at 
all events the characteristic type of organization from and 
after the first two years of the Board’s life. It implied a 
great change’ in the character of the relations between the 
Board itself and the several reserve banks, as well as in the 
relationships between members of the Board themselves. 


Method of Appointing Directors 


It seems appropriate at this point to refer, as a feature of 
the early organization of the Reserve Board, to the practice 
developed during its first days of existence with respect to 
appointments. At the outset, the responsibility rested upon 
the Board of selecting three government directors (one the 
chairman) at each of the twelve federal reserve banks, while it 
was inevitable that during the organization stages the reserve 
banks themselves should be inclined to consult quite freely 
with the Board or its individual members with regard to the 
choice of their staffs. There were thus a large number of 
valuable appointments to be distributed, and question early 
arose as to methods to be adopted in choosing or passing 
upon candidates. An informal understanding was developed 
whereby the senatorial practice of leaving to each member the 
verdict concerning appointments in his own and (so far as 
necessary) neighboring or adjoining districts was accepted by 
the Board; and accordingly a division of districts was made, 
roughly corresponding to the portions of the country from 
which the different members were drawn. Needless to say, 
this informal division was not always strictly adhered to, nor 
was the report of a member of the Board with respect to a 
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given candidate in one of his districts always regarded as final, 
although it might be described as at least first evidence in favor 
of the candidate in question or the policy recommended—in so 
far, of course, as either could be considered to be purely local. 
This policy was undoubtedly injurious, indeed might almost 
have been considered disastrous. It could be defended only 
on the ground that some very prompt work was called for in 
setting the system on foot, and that this was one means of 
covering the necessary ground with as little delay as possible. 
Such a defense, of course, could hold good only with respect 
to the earliest appointments and policies and could not be urged 
as regards those of later date. 


Plan of Supervision 

Closely allied with the question of appointments thus dis- 
posed of, was also to be noted the policy adopted with respect 
to supervision of the several districts. This closely followed 
the appointment policy, each member of the Board being at the 
outset required to exercise a certain supervision over occur- 
rences within his district or districts. Literal fulfilment of 
such a mandate would have required extensive travel on the 
part of those who were in charge of the more distant districts, 
but members soon found it either impracticable or unattractive 
to spend much of their time in travel to and fro between Wash- 
ing and the several districts under their charge. As things 
eventually developed, much of this supervisory work was left 
to the staff of examiners, although from time to time special 
visitations were made by members of the Board or occasionally 
by others of its officers or employees for the purpose of ascer- 
taining facts or conveying the views of the organization. How 
successful this method may be considered to have been will 
more clearly appear later. At this point it is sufficient merely 
to call attention to the method adopted and to note its obviously 
inherent defects. 
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Relation to Treasury 


There was another problem of organization which from 
the very beginning received the anxious attention of the mem- 
bers of the Board but which never was finally settled; and was, 
throughout the whole history of the enterprise, the source of 
greatest trouble and confusion. This doubt was found in con- 
nection with the relation of the Board to the Treasury Depart- 
ment. Although the act itself had contemplated the question 
what should be the character of this relationship and had 
sought to define it with some care, it was impossible to reach 
a positive conclusion as to all details. This was partly due to 
the jealous attitude adopted by the Treasury officials during the 
discussion in committee and in Congress. But it was also 
partly due to the fact that there could be no absolute forecasts 
of the problems which must be encountered by the new organi- 
zation. The act, for example, had made no specific provision 
with regard to the quarters to be occupied by the Board, and 
one of the earliest questions to be settled was whether the new 
organization could accept rooms in the Treasury Department 
or not. Another phase of the same question was seen in con- 
nection with accounting. The Board was authorized to levy 
large sums upon the reserve banks, and it was recognized from 
the beginning that this might be a source of scandal should 
there be the slightest laxity or carelessness. Hence arose the 
question: Was the Board subject to government accountancy 
supervision? Must it guide itself as to outlay for traveling 
and other expenses by government rules, inflexible and at times 
unfair as these were? These and other allied questions soon 
forced upon the Board the necessity of getting from the 
Attorney-General an opinion regarding its true position and 
such an opinion was rendered on December 19, 1914. 


Opinion of Attorney-General 


The opinion, as handed down, set at rest some questions 
relative to the status of the organization and proved to be of 
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fundamental importance in connection with its later history. 
The Board was described as an “independent bureau or estab- 
lishment of the Government,” and as such obviously was not 
under the jurisdiction of the Treasury Department. While the 
language employed by the Attorney-General in his decision 
did not expressly require that the Board should subject itself 
and its doings to government audit and examinations, it evi- 
dently contemplated that type of supervision, its funds being 
“public moneys”; and an opinion of the solicitor of the Treas- 
ury rendered at about the same time did clearly contemplate 
such a situation. This might have been contested and for a 
moment some members of the Board thought of resisting. It 
had been the opinion of some members that a semiannual or 
quarterly audit of the Board’s accounts made by an accountancy 
firm of known reputation and published, would have been quite 
as valuable and would have served as fully as effective a check 
upon undesirable tendencies as would the regular oversight of 
the government accountants. But in this the influence of the 
Treasury Department was sufficient to leave matters as they 
had been adjusted by the Solicitor of the Treasury; and in 
consequence the Board fell into the practice of pursuing gov- 
ernment methods of bidding, paying out moneys, certifying, 
auditing, and generally of managing its own financial affairs. 
In some ways, the decision thus reached was wise as a matter 
of expediency, and doubtless tended to protect the Board 
against later criticism of a political nature, but in other ways 
the decision was injurious. The worst effect of it was found 
in the fact that it tended more and more to give the Board the 
character of a regular routine bureau or office organized and 
operated like other government bureaus. 


An Unhappy Guest 

At the time of the Board’s organization the Treasury 
Department was very crowded. Secretary McAdoo, however, 
was determined to have the Board located within the walls of 
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the main Treasury building and, at considerable expense and 
annoyance, he succeeded in clearing a part of one floor in the 
west wing of the Treasury for use as offices. The Board 
found the offices incomplete, inadequate, and inconvenient. 
Yet, although an unhappy guest of the Department, it did not 
dare to move. During the first year or two of its tenancy of 
the rooms in the Treasury, there was constant complaint on 
the part of members and from time to time a proposal to take 
quarters in some other building. One member of the Board 
even called attention to the fact that there was nothing in the 
act compelling the retention of the head office at Washington 
and proposed that it be moved to Chicago. Such a course 
would have effectually prevented the Secretary of the Treasury 
{rom attending any of the meetings and the suggestion was 
never very seriously urged. In later years, the desire for ade- 
quate quarters led to various proposals that the Board itself 
move into another building but the nearest approach to such 
policy was seen in the leasing of outside rooms for the Board’s 
own staff; all of its various departments and offices being 
eventually consolidated in one structure at some distance from 
the Treasury. The organization itself never had the courage 
to act upon its own instincts, and the result was that as time 
passed it gradually became more and more dependent upon 
Treasury dictation and less and less able to assert itself inde- 
pendent of the Treasury authorities. This was perhaps the 
most fundamental error in the process of organization, since 
it forever condemned the Board to a position of subordination 
and definitely established it as in fact, even if not in theory, a 
portion of the organization of the Department. 


Social Status of Board 


The position thus assigned it was somewhat emphasized 
by what would ordinarily have been regarded elsewhere than 
in Washington as an amusing piece of byplay or official snob- 
bery. Soon after the organization of the Board, ‘the social 
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authorities of the State Department were called upon to deter- 
mine the “‘status’’ of members at official receptions, dinners, 
and the like. They determined that members of the Board 
must enter dining-rooms after Assistant Secretaries of the 
Treasury and after Assistant Secretaries of other departments 
of the government, thus placing them substantially upon the 
same sort of basis as the Interstate. Commerce Commission 
and other similar bodies which had always had a notoriously 
unsatisfactory position in official society. The decision was 
conveyed to the Board by the Secretary of the Treasury with 
somewhat sardonic humor and was a subject of considerable 
debate. Eventually, the Board decided not to accept the social 
status assigned to it and thus never obtained any definite posi- 
tion in that regard. But the harm had been done and in an 
atmosphere like that of Washington the effect of such a deci- 
sion in impairing the morale of the organization made up as 
was the Board was considerable. The incident would be 
unworthy of notice in and of itself, but in its indirect financial 
effects it had a significance that might perhaps otherwise 
escape attention. The notion of “a Supreme Court of Finance” 
which had been carefully fostered in many quarters and had 
been accepted with pleasure by the new appointees, was thus 
given a severe blow; and, taken in conjunction with other 
influential factors some of which have already been reviewed, 
this blow tended to impair very greatly the feeling of inde- 
pendence and freedom from subordination to political authori- 
ties which it had been hoped to develop. 


Internal Organization 

Reference has been made at an earlier point to the fact that 
the Board had, as an early official act, selected a Secretary 
whose duty it was to conduct the general executive business of 
the Board subject to the direction of the Governor, while his — 
supplementary function was to oversee the Board’s scientific 
work and provide such data as might be required for the inves- 
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tigations and studies of the organization. The by-laws of the 
Board gave to the Secretary's office a considerable scope of 
authority, and the early practice of the organization required 
the presence of the Secretary at all meetings. With the Secre- 
tary was associated an Assistant Secretary who was given 
charge of the office management, and who succeeded the Secre- 
tary in charge of general business in the absence of the latter ; 
while a counsel (subsequently called General Counsel) was 
entrusted with the management of the Board’s affairs and the 
rendering of opinions. A statistician, with a small corps of 
assistants, was of course an early necessity, and to him was 
given supervision of the reports and public statements of 
condition of reserve banks. A chief examiner was shortly 
appointed, with instructions to examine into conditions at 
reserve banks practically at quarterly intervals, later at approxi- 
mately half-yearly intervals, and he was directed to build up a 
staff of examiners. At a later date the duties of the statis- 
tician were divided, supervision of reports and auditing being 
given to a new and independent division, the old one being 
confined to statistical work pure and simple; while a division 
of analysis and research established in 1918 was given charge 
of the Board’s scientific work, its investigations into banking 
questions, its function of business reporting, developed in 
1918, and various other duties. 


Board’s Report on Organization 

In describing its action regarding the development of an 
administrative staff, the Board at the close of 1914, reported 
in summary form as follows :* 


In organizing its staff the Board has sought to observe economy 
and to keep the personnel within the narrowest limits consistent with 
efficiency. The Reserve Bank Organization Committee had established 
a staff of about 75 persons, and the Board determined to take over 
as a nucleus of its own force such members of this staff as were 
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deemed necessary for the conduct of its work. After careful investi- 
gation, a total of about 4o persons were thus transferred and given 
a permanent status in the Board’s organization. There had been many 
applicants for appointments to the staff of the Board, the total aggre- 
gating more than 1,200, and in order to give applicants in places 
distant from Washington an equal opportunity and provide fairly for 
a distribution of such appointments as might later be made, an 
examination conducted (on a basis prescribed by the Board) by the 
Civil Service Commission was given on behalf of the Board on 
December 9. Returns from this examination had not been received 
up to December 31, but future appointments will be made from the 
list of eligible persons established as a result of this examination, 
save in so far as there may be a need for officers of highly special 
or technical attainment... . 

As at present organized the Board’s staff comprises four divisions— 
one dealing with correspondence, one with bank audit and examination, 
one with reports and statistics and a law department in charge of a 
general Counsel. The Board has appointed two administrative officers, 
to be known as Secretary and Assistant Secretary, and has appointed 
to these positions, respectively, H. Parker Willis, as the former, and 
Sherman P. Allen, as the latter. The general management of the staff 
of the Board is under the direction of the Secretary’s office. The 
Board appointed as counsel M. C. Elliott, previously the Counsel of 
the Organization Committee. Apart from the Correspondence Di- 
vision, the name of which sufficiently indicates the nature of its duties, 
the Board’s work is now carried on by the Division of Audit and 
Examination and the Division of Reports and Statistics. 


Character of Organization 

The character of the organization which had thus been 
effected on behalf of the Federal Reserve Board, was des- 
“tined to be of considerably more importance than was at first 
believed. The Board had, in the first instance, undoubtedly 
organized its staff upon a basis of unusual economy. This was 
true no matter whether the situation be considered absolutely 
or as a matter of comparison with other government commis- 
sions and administrative bodies. For the year 1915 the total 
amount paid out by the Board was only about $200,000. Dur- 
ing the war years this amount was greatly increased because 
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of the fact that new duties connected with the control of foreign 
exchange and the movement of gold were laid upon the Board, 
although they really had no relation to its functions. When 
the war was over and it had been relieved of these duties, its 
expenses were restored to somewhat their former level and it 
may be asserted without question that throughout its whole 
history the administrative organization in Washington has 
been conducted upon a narrowly economical basis without 
supernumeraries and with salaries closely adjusted to the gen- 
eral level of government salaries. Considering the amount of 
work done and the quality which was necessarily required in 
it, the cost of central supervision has thus been remarkably 
low. Taking, for example, such a function as the management 
of the gold settlement fund, it is found that the cost of trans- 
ferring $74,000,000,000 in this fund was, during the year 
1919, only $250,000. Not even the severe critics of the 
system in Congress have ever suggested that there had been 
nepotism or favoritism or political influence or extravagance 
in connection with the central organization. 


Efficiency of System 


A much less favorable estimate of what the Board did in 
perfecting its own organization must be. afforded when we 
consider that organization from the standpoint of efficiency in 
the larger sense. Partly because of the constant effort to 
retain its staff at a very low cost figure, and partly because of 
the unwillingness on the part of some members of the organ-° 
ization to commit to subordinates duties which should have 
been placed in their hands, thereby leaving the members them- 
selves entirely free, the staff of the Board never attained a 
complete or fully organized status. Refusal to. employ the best 
experts or to give those in the service of the Board the time 
necessary to devote themselves to detailed studies of the prob- 
lems before the Board, have often resulted in unfinished work. 
The Board has undoubtedly always been understaffed and not 
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sufficiently expertly staffed. Perhaps there would have been 
no very great hardship in this situation had the members of 
the Board themselves been more permanent in tenure of office, 
but it speedily appeared that they were anything but firmly 
fixed in their offices, and, as has already been seen at an earlier 
point, the first eight years of the Board’s history resulted in 
many changes, not all of them for the better. The effect has 
been to cause a changing and shifting membership in the Board 
itself and to prevent the maintenance of a uniform standard 
of efficiency in the work done by the members. This same 
insecurity of tenure has always affected the members of the 
Board’s staff. The Secretaryship of the Board was in the first 
eight years held by four successive incumbents, while many 
more changes were made in the Assistant Secretaryship. The 
counsel of the Board has been changed four times, and the 
assistant counsel at least as many. The examination staff has 
been in a condition of frequent change, sometimes almost of 
disorganization. Instead, therefore, of a highly expert spe- 
cialized staff of men practically permanent in tenure and en- 
tirely capable of carrying on the work of the organization, 
even if the entire membership of the Board itself should be 
suddenly unable to attend to duty, the organization of the 
Federal Reserve Board has at times been almost on the verge 
of breakdown. Changes in personnel have been rendered more 
serious as the result of changes in method. Refusal to divide 
the work among a number of officers in order to get it effi- 
ciently and expertly done, desire on the part of all members of 
the Board to see and approve practically everything that was 
sent out, the necessity from time to time of sending even 
routine correspondence in folders from office to office in order 
that carbons of the more important letters might bear the 
“O. K.” of all members, have been partly the product of 
mutual suspicion and partly the result of insufficient activity 
on the part of the membership. The concept originally enter- 
tained of the Federal Reserve Board as a “Supreme Court of 
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Finance,” its members devoting themselves steadily to study 
and action upon abstract financial problems, was feasible only 
in the event that the membership of the Board itself was will- 
ing and capable of acting like a supreme court of finance. 
Such action would have been possible only in the event of the 
development of a strong supporting expert organization to 
which should be committed the entire routine of operation. 
This has never been done. The responsibility for the failure 
to do it does not rest upon any one individual but is a joint 
responsibility, its effects, however, being none the less of far- 
reaching significance. 


Difficulty of Relation with Federal Reserve Banks 

An extremely weak element in the Board’s method of 
organization, already briefly referred to, was found from the 
beginning in its lack of direct relationship with the federal 
reserve banks. The membership, as elsewhere seen, was never 
inclined to devote the time necessary to constant travel for the 
purpose of visiting the different banks, and perhaps could not 
have been expected to do so. It, however, never retained per- 
manently in its service inspectors whose duty it should be to 
make rounds regularly and to report on special local conditions. 
This function could not be and was not performed by the 
examination staff except in a very remote and unsatisfactory 
way. Neither could it be performed by the Secretary of the 
Board who from the beginning was occupied with many phases 
of administrative work at Washington. At one time an assis- 
tant to the Governor was appointed and during the period of 
his incumbency it was possible at least to send either him or 
the Secretary of the Board upon such tours of inquiry and 
some little work was done in this way. From time to time, 
members of the Board, either singly or in groups, have visited 
the reserve banks for the purpose of making some specific 
investigation, but the work has undoubtedly been sporadic and 
the result of the situation has been to establish only an inade- 
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quate means of understanding and co-operation between the 
central institution and the local branches. This during the 
earlier years was the more regrettable because of the presence 
of many problems of organization which, although general in 
their essential nature, assumed a very special form locally. 
What these were will be detailed more at length in another 
chapter. 


APPENDIX TO CHAPTER XXX 


STATUS OF FEDERAL RESERVE BoARD—AN Opinion RENDERED BY 
ATTORNEY GENERAL 


OFFICE OF THE ATTORNEY GENERAL, 
Washington, D. C. 


The honorable the Secretary of the Treasury, 
Washington, D. C. 


Sir: I have the honor to acknowledge your letter of October 29, 
1914, wherein you request my opinion (a) whether accounts of moneys 
derived from the semiannual assessment to be levied on Federal reserve 
banks by the Federal Reserve Board are subject to audit by one of 
the auditors of the Treasury Department, and (6) as to the status of 
the Federal Reserve Board, particularly with reference to the Treasury 
Department. 

Section 10 of the “Federal reserve act” of December 23, 1913 (the 
act authorizing the assessment), provides: 

“The Federal Reserve Board shall have power to levy semiannually 
upon the Federal reserve banks, in proportion to their capital stock 
and surplus, an assessment sufficient to pay its estimated expenses and 
the salaries of its members and employees for the half year succeeding 
the levy of such assessment, together with any deficit carried forward 
from the preceding half year.” 

The answer to your first question depends on whether the moneys 
so levied by the Federal Reserve Board are, when received, “public 
moneys.” If so, they are clearly to be audited under sections 7 and 10 
of the act of July 31, 1894 (28 Stat., 207), either by the auditor pro- 
vided for in the first paragraph of said section 7 or by the auditor 
provided in the fifth paragraph, such paragraphs (so far as material) 
reading as follows: 

First. “The Auditor for the Treasury Department shall receive and 
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examine all accounts of salaries and incidental expenses of the office 
of the Secretary of the Treasury and all bureaus and offices under his 
direction, all accounts relating to... . and all other business within 
the jurisdiction of the Department of the Treasury and certify the 
balances arising thereon to the Division of Bookkeeping and 
Warrants.” 

Fifth. “The Auditor for the State and other departments shall 
receive and examine all accounts of . . . . and accounts of all boards, 
commissions, and establishments of the Government not within the 
jurisdiction of any of the Executive Departments. He shall certify 
the balances arising thereon to the Division of Bookkeeping and 
Warrants.” 

Section 10 (so far as material) provides for a Division of Book- 
keeping and Warrants, and that— 

“Upon the books of this division shall be kept all accounts of 
receipts and expenditures of public money,” etc. 

Reference is also to be made to the act of February 19, 1897 (29 
Stat., 550), reading (so far as material) as follows: 

“All books, papers, and other matters relating to the office or 
accounts of .... commissions, boards, and establishments of the 
Government in the District of Columbia, shall at all times be subject 
to inspection and examination by the Comptroller of the Treasury and 
the Auditor of the Treasury authorized to settle such accounts, or by 
the duly authorized agents of either of said officials.” 

(This statute plainly applying to boards, etc., located within the 
District of Columbia, rather than to boards of the District govern- 
ment, and the Federal Reserve Board being located within the District. ) 

I am of opinion that moneys received by the Federal Reserve Board, 
under section 10 of the act of December 23, 1913, are “public moneys” 
within the meaning of these auditing statutes, for the following rea- 
sons, among others: 

(1) The assessments are levied by a board whose members, in 
respect to appointment, tenure, duties, and compensation, meet all 
requirements of the definition “public officers” and “officers of the 
United States.” 

(2) The assessments are levied by such officers pursuant to the 
provision of a Federal statute and are devoted to the payment of 
official salaries and the expenses of this official board. 

(3) These moneys, after collection, are no longer the property of 
the paying banks, and must be viewed as moneys belonging to the 
United States, and therefore public moneys as defined by the Supreme 
Court of the United States in Branch v. United States, 100 U. S., 673. 
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In United States v. Bromley, 12 How., 88, it was held that postal 
collections from stamp sales are public revenues: 

“The revenue of the Post Office Department being raised by a tax 
on mailable matter conveyed in the mail and which is disbursed in the 
public service, is as much a part of the income of the Government as 
moneys collected for duties on imports.” 

The analogy is marked for the reason that in like manner as the 
money assessed by the Federal Reserve Board is for the special pur- 
pose of meeting the salaries and expenses of the board, so the use of 
the postal collections is confined to sustaining the specific service by 
and in which they are collected. 

(4) Other provisions of the Federal reserve act (secs. 11-c and 
16), dealing with the interest charges, taxes, and penalties, can only be 
satisfied by deposit in the Treasury of the levies, taxes, and penalties 
so imposed, and there seems to be no logical ground for distinction 
between such assessments and the ones in question. The idea of 
necessary public control is also strengthened by the requirements of 
Revised Statutes, section 3639. 

The moneys received by the Federal Reserve Board under section 
10 of the act of December 23, 1913, being thus, in my opinion, public 
moneys, and consequently subject to audit by one of the auditors of 
the Treasury Department, the question is then directly presented under 
which paragraph of the act of July 31, 1894, supra, the audit is to be 
made. This involves the further question on which you have asked 
my opinion, namely, whether the Federal Reserve Board is an inde- 
pendent board, commission, or Government establishment, or whether 
it is a bureau, office, or division, or otherwise a part of the Treasury 
Department. 

That the Federal Reserve Board is a “board” or “establishment” 
of the Government within the meaning and intent of those words as 
used in the fifth paragraph of section 7 of the act of July 31, 1894, is 
plain from the provisions of the Federal reserve act and the explana- 
tion of the status of the board contained in the reports accompanying 
the original bills in Congress. This conclusion is sustained by reason 
and analogy when reference is had to the considerable number of 
boards or establishments of far less general or national scope which 
have been so esteemed and uniformly treated. (See Report of Joint 
Commission to Inquire into Executive Departments, Oct. 9, 1893. 
House Reports, Ist sess. 53d Cong., Report No. 88.) 

Consideration of the history of the Federal reserve bank act, of 
the general scheme of the whole act, of the functions to be performed 
by the Federal Reserve Board, and of the method of their perform- 
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ance, leads me to the clear opinion that the board is an independent 
board or Government establishment. 

The Federal Reserve Board is not merely a supervisory, but is a 
distinctly administrative board with extensive powers. It is described 
as follows in the report of the Committee on Banking and Currency 
to the House of Representatives (63d Cong., 1st sess., Report No. 69): 

Page 16: “In order that these banks may be effectively inspected 
and in order that they may pursue a banking policy which shall be 
uniform and harmonious for the country as a whole, the committee 
proposes a general board of management intrusted with the power to 
overlook and direct the general functions of the banks referred to. 
To this it assigns the title of ‘The Federal Reserve Board.’” .... 

Page 18: “The only factor of centralization which has been pro- 
vided in the committee’s plan is found in the Federal Reserve Board, 
which is to be a strictly Government organization created for the 
purpose of inspecting existing banking institutions and of regulating 
relationships between Federal reserve banks and between them and 
the Government itself.” 

Page 42: “Section 11. In this section provision has been made for 
the creation of a general board of control acting on behalf of the 
National Government. . +f 

The report of Senator Owen from the Senate Committee on Bank- 
ing and Currency (63d Cong., Ist sess., Report 133, part 2) says 
merely : 

“The Federal Reserve Board, consisting of the Secretary of the 
Treasury and six members appointed by the President of the United 
States and confirmed by the Senate for terms of six years, are given 
the following powers:” (Here follows an enumeration of powers.) 

The broad functions outlined in these reports are assigned to the 
board in 12 subdivisions of section 11 of the act giving to it certain 
powers and authority, and in various other sections containing specific 
grants of authority to exercise about 40 other powers. Moreover, in 
subdivision (1) of section 11 the all-embracing requirement appears 
that “said board shall perform the duties, functions, or service specified 
in this act and make all rules and regulations necessary to enable said 
board effectively to perform the same.” 

The act further contains no express provision that the Federal 
Reserve Board shall be considered as a bureau, division, or office of 
the Treasury Department, a significant omission in view of the fact 
that Congress had under consideration a bureau of that department 
tte inkgention a6) it amended the Revised Statutes relative to that 

bureau,” of which the Comptroller of the Currency was the “chief 
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officer”; and the provision in section 10 that “the Secretary of the 
Treasury may assign offices in the Department of the Treasury for 
the use of the Federal Reserve Board’—a provision added to the 
House bill by the Senate committee—would be highly superfluous if 
the board were a bureau of that department for which the Secretary 
already possessed complete authority. to assign offices in his own 
departmental buildings. 

The history of the bill develops the following facts of significance: 

In section 11 of H. R. 7837 (sec. 10 of the act), it is provided: 

“The manager of the Federal Reserve Board, subject to the super- 
vision of the Secretary of the Treasury and Federal Reserve Board, 
shall be the executive officer of the Federal Reserve Board.” 

This clearly contemplated that the Secretary of the Treasury and 
the Federal Reserve Board were distinct entities. 

In the act as passed (sec. 10) the supervision of the Secretary of 
the Treasury is stricken out, leaving the governor (manager) subject 
only to supervision of the board. 

In section 16 of H. R. 7837 (sec. 16 of the act) it is provided: 

“The Secretary of the Treasury shall, subject to the approval of 
the Federal Reserve Board, from time to time apportion the funds of 
the Government among the said Federal reserve banks, distributing 
them, as far as practicable, equitably between different sections. .... Z 

This also clearly contemplated the Secretary and the board as 
coordinate officials. The whole provision was stricken from the act 
as passed, but nothing was substituted for it. 

In section 11 of H.R. 7837 (sec. 10 of the act) the Comptroller of 
the Currency was to perform his duties “under the general direction 
of the Secretary of the Treasury acting as chairman of the Federal 
Reserve Board.” 

In the act as passed the words “acting as chairman of the Federal 
Reserve Board” were stricken out, showing an intention to distinguish 
clearly between placing the comptroller under the Secretary as head 
of the Treasury Department and the Secretary as ex officio chairman 
of the board. 

The most significant change made in H.R. 7837 by the act as 
passed was the insertion in section 10 of the act of the following 
clause: 

“Nothing in this act contained shall be construed as taking away 
any powers heretofore vested by law in the Secretary of the Treasury 
which relate to the supervision, management, and control of the 
Treasury Department and bureaus under such department, and wher- 
ever any power vested by this act in the Federal Reserve Board or the 
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Federal reserve agent appears to conflict with the powers of the Secre- 
tary of the Treasury such powers shall be exercised subject to the 
supervision and control of the Secretary.” 

It is evident that, while the purpose of this clause was, amongst 
other things, to insure the preservation and supremacy of all existing 
powers of the Secretary of the Treasury in all cases where it might 
be claimed that such powers overlapped or conflicted with those of the 
Federal Reserve Board, nevertheless by this very provision the act 
clearly recognized the existence of powers of the board independent 
of the Secretary in cases where no such conflict existed. 

Very respectfully, 
(Signed) T. W. Grecory, 
Attorney General. 


CHAPTER XXXI 
ORGANIZATION PROBLEMS IN RESERVE BANKS 


Status of Reserve Agent 

As seen in an earlier chapter, the Organization Committee 
had finished its work by securing the technical incorporation 
of the federal reserve banks; while the member banks, which 
at that time were exclusively national institutions, had per- 
formed their share of the process of organization by electing 
six directors for each reserve bank. This, however, left to 
the Federal Reserve Board the duty of selecting three other 
directors, one of whom should be the chairman of the board 
at each federal reserve bank. The task was one for which 
the Board was on the whole not very well equipped and with 
respect to which it had no satisfactory body of data. 

An important modifying factor in the situation was found 
in the circumstance that, of the three directors to be chosen 
by the Board, one was to be chairman and was to be a man 
of proven banking experience. The question naturally arose 
very early in the Board’s deliberations, whether this chairman 
was to be in effect the real operating head of the bank or not. 
The Federal Reserve Act itself gives no indication on this 
subject but had intentionally left for later determination the 
entire question of the internal organization of the federal 
reserve banks. The Board, therefore, could obtain information 
as to the intent of the law only by discussing the situation 
with those who had been active in furthering it, and from 
them the members obtained a conviction that what had been 
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sought in framing the act was to provide thorough govern- 
ment oversight and control, but to leave to the member banks 
the actual task of operation, acting through such persons or 
agencies as they might deem ‘best. In this view of the case 
the selection of the federal reserve agent was, however, a 
matter of still greater difficulty. If he was, in fact, not to 
be the operating head of the bank, it was still a fair question 
whether he was to be in a sense superior to the operating 
head—the real chief of the whole situation—or whether he 
was to be, as some supposed, merely the “agent” of the Board, 
exercising some clerical or routine functions under the direc- 
tion of the latter. There could be no doubt that, if the latter 
view of the federal reserve agent’s functions were to be 
accepted, the choice of men for the place would be very much 
easier, and their salaries might readily be made much lower; 
whereas if the composition of the federal reserve agent’s duties 
should be that of actual management or oversight, a very 
different point of view would have to be adopted with respect 
to the qualities required and the character of the work to be 
done. This, in a sense, forced the Board at the outset into 
a partial participation in the organization of the banks them- 
selves. There could be no complete organization until the 
board of directors was complete and a chairman chosen, but 
before this step was taken there evidently had to be a general 
notion of the type of organization to be worked out. 


Choice of “Governors” 


In this doubt and uncertainty, the first step evidently called 
for was that of deciding whether or not each bank was to 
have an operating member independent of the federal reserve 
agent. As to this, it was comparatively easy to reach a con- 
clusion. The intent of the framers of the act had been that 
there should be such a head; the manifest desire of the member 
banks was that such a head should be chosen and that they 
should select him; the practice in bank organization recognized 
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the positions of chairman of the board and of president as 
quite distinct from each other. It was not long, therefore, 
before the Board reached an understanding among its mem- 
bers that, in addition to the chairman, or federal reserve 
agent, there should be chosen an operating head in each of 
the banks who should be the choice of the local bankers acting 
through their boards of directors. It was much more difficult 
to determine what should be the status of these heads, but 
after much discussion the Board finally resolved to say 
to all inquirers that the distinction between the federal 
reserve agent and the operating head of the bank was to be 
in a general way the distinction between the maker of a policy 
or the developer of a general system of organization and the 
factor employed to carry it out. Thus, although the selections 
to be made as federal reserve agents might be men who were 
not necessarily recognized as conspicuous bankers in the com- 
munity, it was desired that the active factors in the institution 
should be. What to call these heads of the banks on the 
operating side was a question which early engaged the Board’s 
attention and eventually resulted (although this determination 
was later to be bitterly regretted) in a decision to assign to 
each of them the title of “governor.” Such choice of title was 
defended on the ground that it paralleled the designation in 
the Federal Reserve Board’s own organization, inasmuch as 
there the Secretary of the Treasury, who was Chairman of 
the Board, was supported by an active operating head of the 
undertaking, known as Governor. By analogy, the federal 
reserve agent, then, as chairman of the local board of direc- 
tors, was to assume somewhat the same relationship to the 
reserve bank as did the Secretary of the Treasury toward the 
Federal Reserve Board, while the governor of a federal reserve 
bank was to have somewhat the same functions as those exer- 
cised by the Governor of the Board. As matters later devel- 
oped, this analogy turned out to be a wholly artificial or 
fictitious one. There was never any such resemblance between 
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the organization of the Board and that of the banks as was 
thus imagined, nor perhaps could there have been. 


Question of Salaries 

Closely connected with the difficulties which had arisen in 
determining the general organization of the banks, was the 
matter of salaries. From the first, the Federal Reserve Board 
was extraordinarily timid with reference to the salary ques- 
tion. It recognized that.to confine the salaries of the federal 
reserve agents to a scale comparable with those paid to gov- 
ernment officers, would probably make it out of the question 
to get the abler men in the banking field to consider the 
places. There was, and is now, no very well-defined standard 
of public service in banking in the United States, and since 
the future of the federal reserve banks and the development 
of their prestige was still to be determined, it was likely to 
be the case that considerations of reputation would not attract 
men, regardless of salary, to the appointments. The Board 
eventually hit upon a middle ground, determining to pay a 
scale of salaries decidedly higher than those obtaining in the 
government service, but certainly much lower than those paid 
in the various localities to the recognized heads of banking 
institutions. At the same time, it found itself practically 
obliged to yield to the local bankers who desired to see at the 
head of the operating staff of their institution men of more 
or less proven standing in the banking community, and who 
were disposed to pay them on the same scale as was already 
applicable to the presidents of banks in the several places. The 
outcome of this discussion was to bring about a gradual recog- 
nition of a very much higher standard of salaries for the 
governors of federal reserve banks than that which obtained 
for the federal reserve agents or chairmen. This was an 
initial blunder of the first order, and was so recognized by 
various observers at the time, yet it was defended on the score 
of economy and necessity. The outcome of it was, in several 
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of the banks, to give to the governor a salary anywhere from 
25 to 100 per cent greater than that paid to the federal reserve 
agent, and this discrepancy was gradually exaggerated and 
broadened as time went on. 

Said the Board in its First Annual Report (page 189): 


In considering the salaries paid to officers and directors of Federal 
Reserve Banks, it is important that note should be taken of various 
considerations which have an important bearing upon the salaries 
established, and which account for variations in the amount paid 
different officials of like position. Under the provisions of section 4 
the Federal reserve agents are to receive a compensation to be fixed 
by the Federal Reserve Board, and their salaries were therefore 
established by the Federal Reserve Board in first instance, the aim 
being to avoid payment of salaries which could be considered excessive, 
but at the same time to pay such salaries as would be sufficiently simi- 
lar to salaries paid to bank officers in the various districts, to enable 
the board to secure for this important position men of the very highest 
type as to ability, experience, and character. The following salaries 
were accordingly fixed: 


District Nomia Boston, sh redetichks Ely Gurticn. 0 dricu ch) ny cle «ais $10,000 
MistricteNOAce New) VOLk mPicthen lia vad. serie tee aectmet sete cee 16,000 
District No. 3.Philadelphia, Richard Ib.  Austity....05.23.....0<. 10,000 
ID iStrIChe NO mA @leVElandse Dns” WV 1l1Shycetctcs. cis cle ears one peaetasnous oh 10,000 
District wvo0n5., Richinond,, \Walliam Gnele ses ctey «fms eck «ele os ots 10,000 
DIStrICER NOT One At lanitayee Nts else VV CLI DOM eye arecyerss) «1 citedrustapiasio sys 6,000 
District Noy7, Chicago, Gila Bosworth :-)..0 uy. “kor deatsay-s ace 10,000 
DistrictMNes c.loteleous.. William: VicOs Mantitine om daly ies siete 10,000 
District No. o: Minneapolis, John” H.. (Ricb 4s 0s ce,c-.c04 + vege > oye = 7,500 
DistrictheNo, 1Omicansasmeityaulen Zoe MAlletiiy | tap m «ct, soeetei caer 7,500 
MIStricteNG went ml allasy bg Ova dentlSonrnes st gees eases eperilne 6,000 
DistrichwNGs 12 Salis Mrancisco, Onn enrini yy peutruetie cies Veteleviete 12,000 


The salaries and fees to be paid to deputy Federal reserve agents, 
directors, and to other officers of the Federal reserve banks, including 
governors, etc., were, unlike those of the Federal reserve agents, to 
be fixed by the boards of directors of the several Federal reserve 
banks, subject to the approval of the Federal Reserve Board, as pro- 
vided in the following paragraph of section 4: 

“Directors of Federal reserve banks shall receive, in addition to 
any compensation otherwise provided, a reasonable allowance for 
necessary expenses in attending meetings of their respective boards, 
which amount shall be paid by the respective Federal reserve banks. 
Any compensation that may be provided by boards of directors of 
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Federal reserve banks for directors, officers, or employees shall be 
subject to the approval of the Federal Reserve Board.” 

In accordance with this provision, the several banks have estab- 
lished salaries for the chief executive officer, or governor; and the 
salaries thus fixed, which have been approved by the Federal Reserve 
Board, are given below. In addition to this, the board has in a few 
cases approved the salaries fixed by the banks for officers other than 
the governor, but as the banks in several districts have not yet com- 
pleted their organization, it is not deemed advisable to give at this 
time a list, which would necessarily be incomplete, of the salaries paid 
to the subordinate officials of all the banks. 


District No. 1. Federal Reserve Bank of Boston; Alfred L. Aiken, 


FOVELTON.- srarerorctss. evexeforereyahecsss key estas onal Teac sate eRe aa $15,000 
District No. 2. Federal Reserve Bank of New York; Benjamin 

Strotig, Jnjewovemnor. sf. seh «Gadde. te eee - eles eee Ae 30,000 
District No. 3. Federal Reserve Bank of Philadelphia; Charles J. : 

Rhoads, -SOvernOtrcc mye oie qarcicict <icrerePieteeten lee eae coe 20,000 
District No. 4. Federal Reserve Bank of Cleveland; E. R. Fancher, 

POVEFNOL .detefrdoro nse ae ehh ces. peak he egesert: fereen gaerrase 16,000 
District No. 5. Federal Reserve Bank of Richmond; George J. 

Seay) “BOVErHOr hice. ett eee e he oas oie Pe eretee erence ceieretre trees 10,000 
District No. 6. Federal Reserve Bank of Atlanta; Joseph A. Mc- 

Cord," 2OVErnOmtns 0S elarereravers cyeyeielg nic terets eter ea eaeeaemecteaae noe aaa 9,000 
District No. 7. Federal Reserve Bank of Chicago, James B. Mc- 

Dougal, POVEMNOL.... ca..s «ies icity anes eet ia Onete Eee eee 20,000 
District No. 8. Federal Reserve Bank of St. Louis; Rolla Wells, 

ZOVEINON, «Su uke sje Meraleer srumperuceoteaa tgs Shaul ane catego coca oe ee pea 20,000 
District No. 9. Federal Reserve Bank of Minneapolis; Theodore 

Wolds? governor’. <j. stoieee apettiaet-t.oic takai Crete ee pa eee 15,000 
District No. 10. Federal Reserve Bank of Kansas City; Charles M. 

SAWYER, *BOVEINOL STs Sone eae te aes rae eet RC eee ee 7,500 
District No. 11. Federal Reserve Bank of Dallas; Oscar Wells, 

BOVEINOL . vee ce ks cece ees memys + gin Oe pele oles ses sites «oe cfehe 12,000 
District No. 12. Federal Reserve Bank of San Francisco; Archi- 

bald Kains,* governor’. So%..c os don eee ene oe ee ee 15,000 


The board has decided to approve for the directors of the Federal 
reserve banks a fee of $20 for attending a directors’ meeting and of 
$10 for attending meetings of the executive committee. In addition 
to this, directors living more than 50 miles from the reserve banks 
will be allowed a per diem fee of $10 for every day’s absence from 
home necessarily involved in such attendance, plus actual necessary 
traveling expenses. 


Jealousy of Officials 


The discrepancy in salaries was keenly felt by the federal 
reserve agents at the outset, and was regarded by them as 
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assigning them to a decidedly lower place than that occupied 
by the governors of the banks. At the outset, certainly, there 
was not the slightest warrant for any such point of view, but 
in a commercial community where the relative importance of 
men is largely determined by their income, an inference of 
this sort will hardly be avoided. The banking community 
almost at once regarded the Federal Reserve Board as having 
admitted the subordination of the chairman or federal reserve 
agent to the governor, and the latter officer almost at once 
began to assume powers of control and direction which in some 
instances were carried to an extreme that practically made the 
federal reserve agent a subordinate. The federal reserve agents 
had been chosen for the most part from among secondary fig- 
ures in the banking world, men of good standing and respecta- 
bility, who, however, were not regarded as of the first initiative 
or capacity in their several communities. Politics was rather 
studiously excluded from the choices, and the twelve chairmen, 
or federal reserve agents, first chosen were unquestionably in 
the main men of good capacity as well as good standing. They 
were deficient in independence and in most cases entirely defi- 
cient in knowledge of what the system was or was not intended 
to be. Few, perhaps none, of them were inclined to vindicate 
their own position against that of the governor of the bank, 
or to attempt to sustain the views of the Federal Reserve 
Board, or to assert a definite authority on their own part. 
AQuite a number of them were frankly doubtful about the 
capacity of the Federal Reserve Board and about the working 
of the system, and were disinclined to await developments or 
to assist in framing and developing the administrative structure 
of the new system. Some of them found themselves, as one 
expressed it, “like cats in a strange garret,’ and were about 
as eager as such cats to find new homes for themselves. In 
some cases they soon did so. Governors of the federal reserve 
banks in most cases settled down to regular administration 
of the affairs of the institution, regarding themselves as the 
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direct representatives of the local bankers and showing much 
less restlessness, although even among them changes of per- 
sonnel were not very long deferred. 


Awkwardness of Bank Organization 

There was an undoubted awkwardness in the original 
organization of the federal reserve banks themselves. Noth- 
ing of exactly the same kind had previously existed in the 
United States, and it was therefore difficult to find precedents 
for the many things that were to be done. The relationship 
between the federal reserve agent, or chairman, and the gov- 
ernor was in each bank a source of difference of opinion and 
in some cases of friction. The duties of the deputy federal 
reserve agent (the second of the government directors ap- 
pointed by the Board) were not clear; nor was it obvious at 
the outset whether the act had intended to have the deputy 
a substantially paid member of the staff or merely one who 
should come in to take the place of the federal reserve agent 
in the event of some long-continued disability of the latter. 
The relationship of the federal reserve agent and his staff to 
the staff of the bank, and the exact division of his duties 
between the two ends of the organization was a continuous 
source of difficulty and one which even as yet has not been 
overcome. The functions of the executive committee and of 
other committees needed to be worked out, and it promptly 
appeared that the standard draft of by-laws which had been 
tentatively adopted at the organization convention at Wash- 
ington was not sufficiently detailed to cover all of the situations 
that were likely to arise from time to time. All this consti- 
tuted a problem of organization which was of no mean diffi- 
culty and would have been of pressing significance had the 
banks had very much to do. The fact that they were com- 
paratively idle and had but few customers for many months 
after their organization gave an abundant opportunity for 
gradual formation of the internal organization; but, on the 
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other hand, this very lack of intense demand for the perform- 
ance of work probably tended to increase the elements of 
friction and difference of opinion which always manifest 
themselves in any large organization. Certain it is that the 
Federal Reserve Act, had it undertaken to specify the internal 
organization of the federal reserve banks, could hardly have 
been less efficient than were the reserve banks and the Board 
themselves in developing such an organization; and the expe- 
rience which was thus gained tended strongly to throw into a 
favorable light those portions of the act which had distinctly 
mapped out and specified banking relationships in the first 
place. 


Governors and Directors 

Possibly the most serious difficulty in this whole process 
of internal reserve bank organization was found in the relation- 
ship of the governors of the banks to the boards of directors. 
The Federal Reserve Act had made no mention of the governor 
as such, and his status was therefore entirely indeterminate. 
In some of the reserve banks it turned out that the directors 
chose one of their own board to act as governor, and in these 
cases a difficulty was eliminated because of the fact that the 
choice of governor had fallen upon one who was already 
included within the directorate. In other cases, however, and 
these the large majority, the choice of governor fell upon a 
man who had neither been designated by the government nor 
chosen by the banks as a member of the board. It seemed out 
of harmony with custom and perhaps out of harmony with 
the canons of efficiency, that there should not be a close work- 
ing relationship between the operating officer of the bank 
and the board of directors. Accordingly, in every reserve bank 
it came to be the custom, soon after the beginning, to have 
the governor sit with the board although not able to vote, 
and out of this somewhat anomalous state of things came the 
more or less official request to the Board that whenever a 
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governor was to be chosen the Board name him as one of the 
three government directors—a proposal which totally ignored 
the entire purpose of the act in providing for the three gov- 
ernment directors, since it would ipso facto have given the 
local board of directors the power of adding another to those 
already chosen by the member banks. 


Governors and the Larger Banks 


This evidently could not be considered, and as an alterna- 
tive came the suggestion in some districts that a governor 
when so chosen should become a candidate for the election on 
the part of probably the larger of the three groups of banks 
into which the members had been divided for voting purposes. 
This, for obvious reasons, turned out to be an impracticability, 
more particularly in view of the fact that the directors already 
chosen showed no inclination to commit official suicide in order 
to leave a vacancy which might be filled by a new governor. 
Although it was suggested to the Board on various occasions 
that it request from Congress such a modification of the act 
as would permit ex-officio membership on the part of the 
governor of each federal reserve bank in his own board of 
directors, no such recommendation was ever made. In lieu 
thereof it came to be the practice (in substantially all of the 
reserve banks) to have the governor officially designated, 
either in the by-laws or as the result of custom, a member 
and frequently the chairman of the executive committee of 
the board; the anomaly thus being presented of the chairman 
or member of a body in which he had neither a regularly 
recognized voice or vote. Inasmuch as in most cases the 
federal reserve agent, as the chairman of the board of directors 
itself, was not designated as a member of the executive com- 
mittee, and certainly not as the chairman, there was presented 
in sundry of the reserve banks the curious reversal of position 
whereby one who was at first an outsider became the head cf 
the operating mechanism of the institution; for while the 
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federal reserve agent was designated by the government as the 
titular chief, he became practically only a figure-head vested 
chiefly with the duty of presiding at the meetings. This state 
of things unavoidably gave to the federal reserve agent a 
peculiar and not very satisfactory position. 


Subordination of Reserve Agents 

In most cases, it was true, the reserve agent contrived to 
maintain his titular headship with dignity while at the same 
time yielding to the governor on all questions of practical 
operation ; but in others it shortly became plain that the reserve 
agent must choose between practical isolation on the one hand 
and complete subordination to the governor of the bank on 
the other. The latter attitude was the one which in most cases 
was more or less consciously adopted. Reserve agents recon- 
ciled themselves to a position as practically nothing more than 
an ordinary officer of the bank, and in some certainly sank 
into a position of inferiority both as to salary and as to influ- 
ence, not merely to the governor but also to one or more 
vice-governors. They accepted assignments of duty from the 
governor and vice-governors, reported to them and practically 
observed their orders, continuing to act as the technical repre- 
sentative of the Federal Reserve Board, making the regular 
formal reports required by law or by regulation and carrying 
out also such orders as might be transmitted by the Board, but 
apparently in no way regarding themselves as exercising a 
very special function in safeguarding the peculiar interests of 
the government or of the public. It would probably be hard 
to find any occasions on which a reserve agent ran directly 
counter to his associates in the organization, save perhaps in 
some very unusual conditions which compelled such action. 
The results of this reversal of authority were of course pro- 
found, but they were nowhere greater than in the fact that 
inferences came to be plainly drawn from this subordination 
of the federal reserve agent that the Board itself was to be 
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regarded as more or less subordinate to the banks. The initial 
stages of this idea had already been observed in the formation 
of the governors’ council, which is shortly to be described." 
The basis of this enterprise undoubtedly was to be seen in the 
thought that it would be well to have the banks form a union 
or organization among themselves which might take the place 
of the central bank or central office, the Board thus being left 
practically to fill the position of an expanded and improved 
Comptroller’s office, although the Comptroller himself was still 
in existence and was still determined to maintain all of his 
old powers as against the Federal Reserve Board. 

It was an unfortunate thing that the Reserve Board should 
have allowed so complete a transformation of the intent of the 
law in the management of the reserve banks to take place, but 
it would probably be impossible to find any occasion upon 
which the Board, either directly or indirectly, declined to assent 
to it, although individual members from time to time expressed 
themselves positively with reference to the situation thereby 
created. It was, at all events, a condition and not a theory 
which had thus been brought into existence, and with every 
passing month the condition strengthened itself and became 
more and more nearly ineradicable. The situation produced 
by it attained perhaps its most absurd form in some cases 
where, after a year or two, federal reserve agents changed 
places with governors*—the latter becoming federal reserve 
agents, the former taking over the governorship, always on 
the ground that the reserve agent who thus drove out the 
governor had first succeeded in obtaining control of the bank 
and had shown himself the “stronger” man of the two; the 
obvious conclusion being that there was something in the 
position of federal reserve agent which essentially called for 
weakness or subordination and which therefore required the 
presence of those traits in the occupant of the place. 


1 Chapter XXXII. 
2E.g., in Kansas City and Atlanta. 
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Auditing and Oversight 


The issues between governors and reserve agents were 
quite sharply drawn in connection with what might at first 
appear to be a comparatively minor matter of administration, 
namely, that of auditing. It had been the opinion of those 
who were most concerned in the organization of reserve banks 
that the auditing of the bank should be under the direction of 
the federal reserve agent as representative of the entire board 
of directors, but in some banks it shortly appeared that the 
governor desired to have charge of the auditing department. 
Eventually it was settled in most of the reserve institutions 
that the auditing should be directly under the control of the 
reserve agent, thus observing the principle that the actual | 
operating officers of the bank should not control the auditing, 
and gradually this view of the case made itself felt, at least 
in theory, practically throughout the system. A similar ques- 
tion arose in connection with the examination of reserve banks 
and the reporting of the findings of examiners. These were 
naturally to go to the reserve agent both as chairman of the 
board of directors and as the immediate representative of the 
Federal Reserve Board itself. To this, again, exception was 
taken by sundry of the governors of the banks. A compromise 
was finally reached through the development of the practice 
of handing a copy of the examiner’s report both to the reserve 
agent and to the governor. 


Joint Communications 

So sharp did the conflict at times become that during the 
Board’s first year of administration, merely in order to avoid 
constant friction and annoyance, it developed the practice of 
sending letters in duplicate so that whenever any general letter 
of instructions was addressed to the federal reserve agent by 
virtue of his office, a copy of it went to the governor of the 
bank, who was thus advised of the communication which had 
been received by the Board’s official representative from Wash- 
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ington. As time went on, it became more and more the prac- 
tice to communicate direct with the governors of the reserve 
banks whenever any seriously important question was up, 
particularly if it required immediate attention, for it often 
appeared that the governors refused to follow the suggestions 
or requests of the reserve agents made on behalf of the Board, 
in the absence of the receipt of direct instructions from the 
Board. As this practice of communicating direct with the 
governors was extended and strengthened, the practice of 
communicating less and less with the reserve agents became 
correspondingly well rooted, and although for a time it was 
the practice to send reserve agents copies of letters addressed 
.to governors, since this appeared to be the logical outcome of 
the practice of advising the governors on everything written 
to a reserve agent, this quality of treatment gradually disap- 
peared and the reserve agent was often uninformed of the 
instructions which had been sent by thc Board to a governor: 
even though they frequently related to matters in which he 
was at least technically deeply concerned. 


Board’s Lack of Support 

Undoubtedly this was a great error on the part of the 
Federal Reserve Board, since it thus committed itself to the 
view, at least tacitly, that the governors were more truly repre- 
sentative or more “real” in their authority than the chairmen 
of the boards of directors, the Board’s own appointees. It 
was natural, under these conditions, that the authority of the 
reserve agent should become largely reduced. In some banks 
his function in large measure atrophied, while in others it 
was plain that to avoid such atrophy he allied himself with 
the governor of the bank and in effect became a subordinate 
of the latter. In a few, continued conflicts between reserve 
agents and governors from time to time developed, sometimes 
reaching the stage in which no direct communication could pass 
between the two men, and on one or more occasions necessi-' 
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tating the intervention of the Board or members thereof in 
order to settle the dispute, which was of no particular impor- 
tance. This kind of internal “office politics’ or family feud 
represents a situation too frequently seen in business. Where- 
ever it exists, it is a mark of bad administration, and the 
fact that it developed and flourished as it did in the federal 
reserve system, unquestionably showed either weakness at the 
head or defects in the mechanism provided by the act. Mem- 
bers of the Federal Reserve Board were always inclined to 
ascribe it to the latter, and possibly with some reason. The 
fact remains that it was present. 


General Conclusions 

Notwithstanding all these difficulties and failures of ad- 
ministration, the gradual development of reserve banks showed 
that the machinery which had been provided for their manage- 
ment was workable and in the main efficient, certainly much 
more efficient than that of other government agencies and 
institutions. It amply proved its efficiency when the banks 
came to be subjected to the severe strain of the war credit 
demands and found themselves obliged to get real results with- 
out stopping to argue matters of official precedence or seniority. 
The question whether the dual headship of the banks was 
not an unnecessarily expensive element in their management 
was much debated during the early years, but was gradually 
forgotten as the earnings of banks increased. Experience 
showed that there was nothing in the laws or regulations of 
the Board which compelled the reserve banks to be over- 
officered or over-staffed; it was entirely possible to conduct 
them economically and efficiently. When the time came, as 
will later be seen, that Congress began to find fault with the 
organization and cost of the banks, it was necessary that these 
carping critics center their attentions upon the salaries of indi- 
vidual officers, finding as they did that the average cost of 
administration or oversight was not higher than that which 
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existed in other banks and so probably much lower than in 
many of them. 

While it was probably never true that the organization of 
the federal reserve banks was on the whole as efficient, as 
smooth working, or as inexpensive as that of the best organ- 
ized European central banks, it would have been too exacting 
a standard to require that a new system whose work was in 
large measure experimental should immediately show as good 
results as had been attained by institutions some of which 
were of a century or more in growth. On the whole, there- 
fore, the organization of reserve banks, although attended by 
difficulties to which reference has already been made, may be 
regarded as having justified itself by experience and as having 
afforded at least a measurably efficient system of operation. 
In fact, as will be readily inferred from this chapter, the most 
serious fault in it was found in Washington, and was due to 
lack of continuity of purpose and courage in dealing with 
difficult or disputed points. 


CHAPTER XXXII 


LIB sGOY ERNORS VOUNGIL’ 


Origin 

Probably during or immediately after the organization 
convention held at Washington in the autumn of 1914, there 
was effected an organization which later became known as the 
“Conference of Governors.” The precise origin of this con- 
ference of governors is obscure and there is, so far as can be 
learned, no written available evidence to show with whom the 
idea of it originated. It has sometimes been ascribed to one 
of the members of the Board, but is by others regarded as 
having been conceived of by some of the larger banks which 
viewed with apprehension the development of a banking body, 
supposedly of great power, at Washington, and desired in 
some way to offset it. Whatever the origin of the conference 
of governors may have been, it is certain that before the close 
of the Washington convention, which was the subject of'a 
former chapter, the outlines of the conference of governors 
had been perfected and plans laid for an early meeting at which 
should be discussed some of the general questions which must 
be settled before the new banks could be effectively opened for 
business. 
¢ 
Some Tendencies 

The undertaking was so symptomatic of sundry tendencies 
which prevailed during the early years of the system as to 


1There is practicaliy no published information regarding this body. It has issued 
no reports so far as known, and the Board has never described it in the regular annual 
reports. Stenographic minutes of its’ meetings have been kept and filed, in whole or in 
large part, with the Board. 
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merit some detailed study. In effect, it was a new phase of 
the ever-recurrent effort to create a central organization or 
interbank board of control not known, and hence not subject 
to law or administrative control. 

During the first few months of its existence, this so-called 
council held numerous meetings nominally for the discussion 
of system business. While some of these meetings occurred 
in Washington, and while at certain of the sessions a member 
or members of the Federal Reserve Board were invited to 
participate or attend (a joint session at which the whole Board 
was invited to be present usually closing the series of meet- 
ings), the attitude of the council and its representatives grew 
more and more peremptory and domineering. The council had 
organized by electing a chairman and a paid secretary, both of 
whom were officers of the Federal Reserve Bank of New 
York, and there was a growing disposition among the mem- 
bership to think and act as if this council were the real arbiter 


and final authority in all system matters—the Board becoming 
only a ratifying body. 


Responsibility of Board 


For this point of view and for the tendencies evidenced in 
the governors’ council, the Federal Reserve Board had only 
itself to thank. There was, as already noted, a prevailing be- 
lief that the organization had been formed with the encourage- 
ment of a member or members of the Board. Be this as it 
may, it remains true that there existed from the outset a sharp 
division of opinion in the Board itself respecting the place to 
be taken by the council and the attitude to be assumed with 
regard to it. While, however, this difference of opinion was 
sharply defined as between certain of the members, the ma- 
jority were passive and inert, indisposed to act with regard to 
the organization and inclined to await developments. Gov- 
ernor Hamlin, although perceiving the dangers and possible 
outcome of the council, was not prepared at that time to raise 
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any sharp issue with its members, and thus the organization 
continued. 


Change of Name 

Practically the only change in the governors’ association, 
made unquestionably as a concession to the manifest feeling 
of the Board, was a change of title. The word ‘Council,’ 
which had at least informally been employed from the begin- 
ning as a descriptive term, was abandoned, and the sessions 
from about 1916 onward were referred to as the “Governors’ 
Conference’ or “Conference of Governors.” By whatever 
name designated, however, the functions of the organization 
were gradually broadened. It came to assume the duty of 
recommending changes not only in policy but also in legisla- 
tion and, according to report, from time to time sent repre- 
sentatives to the Capitol for the purpose of advocating or 
opposing legislation. Even this would probably not have 
brought action of a direct sort from the Board, had it not been 
for a final development. Members of the conference bégan 
to respond to orders or rulings issued by the Board or its 
Governor, with the statement that they would prefer to post- 
pone action until after the next session of the conference, or 
occasionally to say that a given order or direction was out of 
harmony or in conflict with a given order or resolution of the 
conference. 

Governor Hamlin had terminated a two-year term of office 
on August 10, 1916, and had been succeeded by Governor 
Harding. The latter from the beginning of his term as a 
member of the Board, had been decidedly of the opinion that 
the governors’ organization contained seeds of serious danger. 
He now proceeded to act upon the conviction formed during 
his period of membership while he still held no executive office. 


Attempt to Restrain Governors 
While no very definite attempt to restrain the doings of 
t 
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the board of governors had been made during the first two 
years of the board's life, the subject had often come up for 
consideration. Governor Harding, although friendly to all 
legitimate activities of reserve banks, had always been of the 
opinion that there was serious ground for doubt as to the pro- 
priety of this undertaking. He early announced it as his policy 
to check the too frequent meetings of the governors and, if 
possible, to have them held in future in Washington only. 
During his first year, however, there was scant opportunity to 
attempt any definite check to the activities of this unofficial 
body. These, as just noted, had become more and more pro- 
nounced, and in a certain sense antagonistic to the policies of 
the Federal Reserve Board. Although defiance of orders was 
invariably conveyed in veiled language, there could be no doubt 
as to its meaning. The Board was eventually obliged to adhere 
to the belief that there was a union or trust among the heads 
of the several banks whose primary purpose it was to bring 
about uniform action, some elements of which at least were 
intended to be in direct opposition or contravention of the 
wishes or views of the Board, notwithstanding that the latter 
was acting in entire accordance with law in the instructions: 
that it might issue. So soon as this view had been definitely, 
even if reluctantly, assented to, Governor Harding communi- 
cated with the various heads of banks, expressing to them his 
dissent from the position’ assumed, and advising them defi- 
nitely that in future the Board could not authorize further 
independent meetings of governors or consent to approve the 
expense accounts involved in the attendance of members of the 
reserve banks thereat. This communication was conveyed 
partly by official letter and partly by conversation, but the 
policy adopted was made unmistakable. 


Protest Against Board’s Policy 
The announcement of a new policy thus conveyed to the 
governors naturally aroused protest on their part, and resulted 
‘ 
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in one or two resignations; which, though not officially based 
upon the new attitude of the Washington authorities, were 
quite definitely understood to be, at least in part, the product 
of the action thus taken. Those who neither resigned nor 
threatened resignation expressed strong protest against the 
new policy, although professing the intention to observe it, at 
least in the letter. As a matter of fact, informal meetings of 
the heads of banks could not be prevented, nor when they 
occurred could the discussion of system matters be tabued. 
In fact, there had never been any reason why this kind of 
informal discussion should be objected to. It was only the 
creation of a definite organization, some at least of whose 
activities were devoted to retarding the Board’s policies or 
developing new ones, that afforded legitimate ground for ob- 
jection. With this discontinued, both the basis for outside 
criticism and the real existence of a nucleus of antagonism and 
insubordination within the system was removed. This desir- 
able consummation in so far as attained, was not, however, 
reached until long after the organization period had ended. 
In the meantime the organization process was seriously ob- 
structed by the existence of the unofficial and unauthorized 
body which has just been described, and whose activities took 
form along lines which will be incidentally sketched in later 


chapters. 


Effort to Re-establish Governors’ Conference 
Notwithstanding the positive position taken by the Federal 
Reserve Board with reference to the governors’ conference, the 
idea of an independent body practically ruling the system and 
giving to the reserve banks the complete “right of self-govern- 
ment,” was never surrendered. It recurred early in the spring 
of 1922 and is before the Federal Reserve Board today, with 
tentative action apparently against the re-establishment of the 
conference, but with the whole situation evidently depending 
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upon the policy to be developed under the reorganized manage- 
ment of the Board resulting from the new appointments made 
by the Harding administration. The 1922 demands were con- 
fined chiefly to concession by the Board of the right on the 
part of the governors to meet officially when and where they 
would for the purpose of independent deliberation, free of 
supervision (and presumably of the presence of any members) 
of the Federal Reserve Board itself. Governor Harding, who 
was then at the head of the organization, declined to change 
his past position, and has always taken the attitude that the 
formation of a rival body of central control was not likely to 
conduce to the efficient management of the reserve system at 
the hands of the Federal Reserve Board itself. This position 
has been independent of the question whether the council of 
governors would or would not work in harmony with the 
Board; it was simply based upon the belief that two central 
bodies, each with its own policy and each giving orders, no 
matter how friendly or “close” to one another they might be, 
were not likely to produce good results. As to this, no one 
who has observed the working of the conference of governors 
can doubt, and the other members of the Board have in recent 
years given general support to the position assumed by Gov- 
ernor Harding, notwithstanding that at times individual mem- 
bers have doubtless sympathized with the objects apparently 
sought by the governors’ council. 

In order to retain such benefit as there might be in the 
work of the conference, the Board, however, announced that 
it would from time to time summon meetings of governors, to 
be held with one or more Board members present, in the 
Board's own offices in Washington. The meetings have since 
then been more or less regularly held, and have apparently 
produced all the good results that had been hoped from the 
earlier council organization while many of the evil incidental 
consequences were eliminated. 
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Reserve Agents’ Conference 

Not long after the formation of the original council of 
governors, the Board had sought to apply) the principle of 
counter-irritation, by summoning the federal reserve agents in 
session. At this session, attention was given to problems espe- 
cially affecting the department of the federal reserve agent, and 
in succeeding sessions these discussions were continued and 
sustained. Unlike the governors’ council, the federal reserve 
agents’ association met only on call of, or after arrangement 
with, the Board, and usually confined itself to a program 
which had been agreed upon with the Board in advance. It 
had no formal organization, but named a chairman who ap- 
pointed committees and managed the general organization and 
operation of the meetings. The meetings have continued at 
regular intervals up to date, and have alternated with those of 
the governors, except upon occasions when it has been thought 
worth while to summon a joint session. Both at the meetings 
of the reserve agents and at those of the governors, steno- 
graphic copies of the discussions have been made and have 
been filed with the Board. 


A Standing Element of O1ganization 

The meetings of these unofficial bodies have now become a 
stereotyped feature of reserve system organization, and the 
fact naturally raises the question whether there has been a need 
for connecting links of a sort not provided for‘in the Reserve 
Act which would unite the Board far more closely with the 
several banks. This question is of far more significance than 
the mere detail of controversy between different elements in 
the system. Was there ground, in fact, for the belief that the 
Board was not provided with due powers or was too far 
removed from the details of practical operation to do good 
work; or was it true that the theory of the Reserve Act mak- 
ing a sharp separation between banking theory and banking 
operation was a mistake? 
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The question raises many issues of urgent administra- 
tive interest and significance. Just as the striking and out- 
standing organization feature of the Reserve Act was the sepa- 
rate establishment of the banks and the creation of the Board 
to supervise them, so the efficiency or inefficiency of the mecha- 
nism thus provided is in no small degree a test of the satisfac- 
tory working of an important experiment in financial control. 
Experience with the unofficial organizations is, therefore, of 
value as a datum in connection with future organization. Of 
the two bodies, however, the governors’ organization is far the 
more striking. 


Some Problems of Governors 


Needless to recall, the conference of governors was a body 
not only unknown to the Federal Reserve Act and never con- 
templated by its framers, but manifestly out of harmony with 
the ideas laid down in the act and in all of the discussions that 
it created during the time the bill was under consideration, as 
well as subsequently. The formation of such a body, created 
as it was without the sanction of the Board, the Treasury 
Department, or, so far as known, of the reserve banks them- 
selves, could not be regarded other than as an act of the purest 
usurpation and assumption of authority. 


Significance of Issue 


The question of the governors’ council is not a mere ques- 
tion of “office politics’ or intrasystem scheming. It is not 
merely an instinctive movement designed to supplement the 
efforts of an insufficiently strong or politically influenced board 
with the decisions of a group of men presumably affected only 
by business considerations. The real essence of the problem 
presented by the governors’ council has always been whether 
it was possible to insure real public participation in the man- 
agement of the federal reserve system. Representing, as they 
naturally have, the purely banking interests of the districts, the 
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governors at reserve banks have invariably tended to minimize 
the public functions of their institutions. It has always been 
evident that some body upon which the nation at large was 
specifically represented must exercise a share in the manage- 
ment of the enterprise in order to insure public confidence, if 
for no other reason. 

The initial effort to organize the council of governors was 
undoubtedly the outgrowth of a general desire to bring about 
the creation of a central bank or the equivalent thereof, oper- 
ated by bankers or their representatives and bringing about a 
uniformity of policy throughout the whole country which 
should ensure bankers in one part of the country from having 
to reckon with the effects of a somewhat different policy in 
another. If this was in fact the purpose of it, it is easy to see 
that there was reason for the persistent attempts, still in prog- 
ress, to bring about the formation of a central body more or 
less independent of the Federal Reserve Board, by isolating 
the latter and giving it a status merely as a kind of inspection 
organization or body of general oversight, somewhat resem- 
bling in its main functions the Comptroller of the Currency. 
That such a result may follow from the continued existence of 
the council or board of governors, especially if permitted an 
independent existence, is the obvious conclusion to be reached 
‘from the premises in the case. It contains the unusual element 
of danger that the findings of such a board, 1f actually made 
effective, as in years past they have been, emanate from a body 
in no respect known to the law, bound by no regulations even 
of an administrative character, not restrained in its expense 
save in so far as the several reserve banks might choose to 
restrain it, and unregulated in its composition. Although thus 
far held back and at one time, as already seen, nipped in the 
bud, the development of this extra-legal organization must 
undoubtedly be regarded by the unprejudiced observer as one 
of the most portentous developments in the federal reserve 
system; and although it has received no attention in Congress 
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or elsewhere from the critics of the system, it perhaps de- 
serves, more than any other one thing, to arouse doubt and 
objection. This is said quite without any reference to the 
decisions reached by the board of governors, and is based 
simply upon the fact that the very existence of such a body in 
its older form might well arouse suspicion and objection. 


Imperfections of Machinery 

This still leaves open the question, already briefly referred 
to, whether the formation of the governors’ council with the 
subsequent establishment of the federal reserve agents’ con- 
ference, as well as the continuation of the governors’ organ- 
ization in the conference form at the request of the Federal 
Reserve Board, implied a serious imperfection in the original 
machinery of the reserve system. Was the system lacking in 
centralization or communication between banks? Did it call 
for administrative bodies supplementary to the Federal Reserve 
Board and the Federal Advisory Council? This is a question 
of great interest in judging of the operation of a banking 
system constructed upon the so-called district plan. Referring 
back to the early history of the Federal Reserve Act, as already 
outlined in Chapters XII and XIU, it will be remembered that 
the first drafts of the measure had sought to create a more 
or less democratic body at Washington which should in some 
measure be representative of the reserve banks and to that 
extent be controlled or influenced by them. Would this have 
been a more effective means of organization? 

The experience of the federal reserve system certainly 
appears to indicate that the central co-ordinating mechanism 
which had been provided in the law was not sufficient, and 
that in the absence of other and supplementary methods of 
securing harmony and unity of action, the several districts 
might have developed on non-parallel lines. To put this in 
another way, it seems fair to assume that the frequent con- 
ference of reserve agents and of governors, whatever faults 
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they may have had, also performed a certain needed service, 
else perhaps they would long ago have been. discontinued. 
That service consisted primarily in the interchange of views, 
and the understanding of personnel and organization problems 
which existed in different districts in different forms and 
which might have been solved in ways that would eventually 
have brought about a rather inharmonious type of develop- 
ment. The answer to this suggestion is, of course, found in 
the statement that the Federal Reserve Board, had it developed 
a sufficiently elaborate and effective organization, might have 
put itself into position to keep closely advised of developments 
in the several districts and might more easily have kept its 
hand actually upon the machinery of the several reserve banks. 
Lacking this, and lacking an inclination on the part of several 
members of the Board to travel widely and frequently, the plan 
of having as many of the heads of the banks as possible come 
to Washington at occasional intervals afforded a more or less 
acceptable substitute. As an alternative to extensive travel on 
the part of the members of the Board themselves, it would, of 
course, have been feasible to develop a subordinate corps of 
inspectors, including men of competence and enjoying the 
entire confidence of members of the Board itself. This plan 
would doubtless have failed to provide the more intimate con- 
tacts between members of the system which were gained 
through the method of personal conference at Washington 
actually resorted to. No doubt, in the eastern districts a more 
or less.direct co-operation and comparison of notes would have 
developed among the banks in any case, but the situation would 
have been rather different in the outlying districts. 

While, therefore, it may be said that the issue is certainly 
an unsettled phase of administrative theory, it is perhaps fair 
to conclude that the Reserve Act was relatively weak in its 
provision for unification of policy and for harmonious admin- 
istration, and that it was naturally and properly supplemented 
by the methods that were followed by the Board, and by others 
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resembling them, with the object of developing ,a smoothly 
working and well co-ordinated mechanism. In future years it 
may easily turn out that this mechanism will call for consider- 
able modification and that changes of an important type will 
have to be made in it. As the system grows older and its 
methods and precedents are better established, there should be 
less uncertainty and less need for consultation and adjustment. 
Probably,.on the whole, the administrative machinery provided 
by the Reserve Act went about as far as it was wise to go in 
legislation, while the work done by the Federal Reserve Board 
in supplementing and strengthening it may be regarded as 
having in the main carried out the purposes of the act and 
rendered its working more efficient. An independent and un- 
regulated governors’ council as a counterpoise to the Board 
is not to be thought of. It is unlikely that the public will ever 
tolerate it. 


CHAPTER XXXIII 
THE FEDERAL ADVISORY COUNCIL 


Provisions of Laws 

At an earlier point it has been seen why and how the body 
known as the Federal Advisory Council had been provided 
for.’ This organization, it will be recalled, was what had 
been saved from the plan of the original bill which had sought 
to create a self-governing banking system. That original plan 
had contemplated a central body composed of bankers and 
chosen in large part by the banks themselves. The plan had 
been sacrificed to Mr. Bryan’s scruples, and the central co- 
ordinating mechanism of the system (the Federal Reserve 
Board) had become a board of presidential appointees. Yet, 
in the endeavor to provide some direct means of shaping the 
course of the system along democratic lines, the act had pro- 
vided for a council of bankers to represent the several districts 
and to be chosen each in his own district by the local federal 
reserve bank. The provision was as follows: 


There is hereby created a Federal advisory council which shall 
consist of as many members as there are Federal reserve districts. 
Each Federal reserve bank by its board of directors shall annually 
select from its own Federal reserve district one member of said 
council, who shall receive such compensation and allowances as may 
be fixed by his board of directors, subject to the approval of the 
Federal Reserve Board. The meetings of said advisory council shall 
be held at Washington, District of Columbia, at least four times each 
year, and oftener if called by the Federal Reserve Board. The council 
may, in addition to the meetings above provided for, hold such other 
meetings in Washington, District cf Columbia, or elsewhere, as it 


1 Book I, Chapter XV, p. 325. 
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may deem necessary, may select its own officers and adopt its own 
methods of procedure, and a majority of its members shall constitute 
a quorum for the transaction of business. Vacancies in the council 
shall be filled by the respective reserve banks, and members selected 
to fill vacancies shall serve for the unexpired term. 


As the selection of members of the council could not be 
made until after the organization of the board of directors 
of each federal reserve bank, complete membership of this 
body was not determined until December 8, 1914, at which 
date notification was received by the Federal Reserve Board 
that the last of the elections of members of the advisory coun- 
cil had been held. The Federal Reserve Board thereupon sent 
to each newly elected member of the advisory council an invi- 
tation to meet at Washington on December 15, 1914, recog- 
nizing that the federal advisory council is a separate and 
independent body, but feeling that courtesy demanded that an 
invitation should be extended to meet with the Federal Reserve 
Board at the earliest possible date. The meeting was accord- 
ingly held December 15 and 16, 1914, and the federal advisory 
council organized by electing the following officers: James B. 
Forgan, president; Levi L. Rue, vice-president. Executive 
committee: Messrs. James B. Forgan, Levi L. Rue, J. P. 
Morgan, Daniel G. Wing, and W. S. Rowe. 

Under the provision of the Federal Reserve Act cited above 
the term of office for a member of the federal advisory council 
is one year, during which period at least four meetings are to 
be held. The first members of the council were as follows: 


Daniel C. Wing, representing district No. 1, president 
First National Bank, Boston. 

J. P. Morgan, representing district No. 2, J. P. Morgan & 
Co., New York. 

L. L. Rue, representing district No. 3, president Phila- 
delphia National Bank, Philadelphia. 

W. S. Rowe, representing district No. 4, president First 
National Bank, Cincinnati; director Federal Reserve Bank of 
Cleveland, 
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George J. Seay, representing district No. 5, governor 
Federal Reserve Bank of Richmond. 

Charles A. Lyerly, representing district No. 6, president 
First National Bank, Chattanooga. 

James B. Forgan, representing district No. _7, president 
First National Bank, Chicago; director Federal Reserve Bank 
of Chicago. 

Rolla Wells, representing district No. 8, governor Federal 
Reserve Bank of St. Louis. 

C. T. Jaffray, representing district No.,9, first vice presi- 
dent First National Bank, Minneapolis. 

E. F. Swinney, representing district No. 10, president 
First National Bank, Kansas City. 

J. Howard Ardrey, representing district No. 11, cashier 
City National Bank, Dallas. 

Archibald Kains, representing district No. 12, governor 
Federal Reserve Bank of San Francisco. 


Worth of Council 

How fully could this organization be expected to function? 
That question was perhaps the hardest to answer that pre- 
sented itself during the organization period. The establish- 
ment of the Council was effected without delay, the first 
meeting occurring at Washington on December 15, 1914, and 
the membership being on the whole very distinctly representa- 
tive of the banking talent of the United States. It included at 
least two names of national financial distinction, while prac- 
tically the entire membership consisted of bankers widely, and 
for the most part favorably, known in their respective portions 
of the country. Both in original design and by virtue of 
membership, the-Council should have occupied an important 
and influential position in the evolution of the system. 

Early sessions of the Council, however, soon raised serious 
doubts in the minds of careful observers. It began to be 
evident, from a date very soon after organization, that the 
Council was likely to be a purely perfunctory body. Not only 
did its members for the most part assume a detached and 
indifferent attitude, but it was painfully plain almost from the 
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very beginning that they had but little knowledge of central 
banking problems. This situation was reflected in the some- 
what dry comment carried in the Board’s first annual report: 


The 12 members of the Advisory Council are selected by 
the boards of directors of the Federal Reserve Banks. When 
the list was completed the Federal Reserve Board sent out 
an invitation to the members to meet, which they did in 
Washington on December 15 and 16. At this meeting the 
members of the Council indicated their views on some pend- 
ing questions and took others under advisement to be reported 
upon later. 


Official Records 


No very detailed or complete account of the doings of the 
Federal Advisory Council has ever been published,* and the 
regular sessions held by the organization have ordinarily been 
regarded as semi-confidential, only a bare statement to the 
press, which usually conveyed no definite information, being 
issued. Practically the first approach to anything in the nature 
of a report or review of what the Council had done was fur- 
nished in the year 1917, when it was determined to issue a 
brief pamphlet containing the questions which had been con- 
sidered by the Council from the beginning of 1915 up to that 
time and the answers which had been returned to them. A 
reading of this pamphlet thus affords some insight into the 
character of the topics considered by the Council during the 
first few years of its existence and also of the point of view 
which was adopted with regard to them. It also furnishes a 
general idea—nominally at least—of the method of discussion 
and of presentation of questions. It does not afford any 
insight into the character of the deliberations or the different 


2The Federal Advisory Council holds stated meetings every three months, and 
from the beginning has maintained a careful set of minutes. Records are thus available 
to show the position taken by members in so far as recorded. At the regular meetings 
of the Council, attendance is limited to the membership but it has been customary to 
hold at least one, and often more sessions at each stated meeting, jointly with’ the 
Board, for the purpose of common deliberation and for the purpose of conveying to the 
Board in a formal way the outcome of what had been done during the private or con- 
fidential sessions of the Council. At these joint meetings subjects of general interest 
have been canvassed in informal discussion. 
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elements existing within the organization. Digests of subse- 
quent sessions are usually printed as Part III of the Board’s 
annual report each year. 


First Recommendations 

The Federal Advisory Council’s work during the first years 
of its existence may be fairly seen in the recommendations 
which, as just noted, were published for the first time in 1917. 
This first official publication contained the records of the meet- 
ings held on February 15, May-16, September 18, and Novem- 
ber 20, of 1916, and those of January, 1917. The period 
was a representative one so far as pre-war or early federal 
reserve organization problems were concerned, and the find- 
ings may be taken as fairly representative. On the Board’s 
discount policy the Council took the view that rediscount rates 
should be maintained in excess of current open market rates, 
and that apart from this there was no reason to think that 
the Board could do anything to bring about a “contraction of 
credit.” The Council practically neglected the Federal Re- 
serve Board’s open market power. As to the question of a 
revision of the grouping of cities under the head of “reserve” 
and ‘‘central reserve,’”’ the Council suggested that when banks 
in reserve cities “lose their privilege of acting as legal reserve 
agents,” their reserve requirements should be reduced to a 
parity with those of cities of similar kind. As to the clearing 
of checks, the Council noted that the topic was one of “vast 
detail” and that it therefore “hesitated to offer any sugges- 
tions.”’ As to the maintenance of the capital stock of federal 
reserve banks at its then existing level, the Council recom- 
mended no reduction, but there was a minority which desired 
to reduce it. As to agencies abroad, it was suggested that 
foreign banks operating in the United States should be sub- 
jected to restrictions designed to hamper their competition with 
local banks. With regard to bankers’ acceptances, it was 
recommended that federal reserve banks adopt the same policy 
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as foreign banks in shifting their rates to meet market rates in 
competition. Federal reserve banks, it was argued, should 
conserve their cash reserves with a view to meeting possible 
emergeticies caused by European conditions. Changes in the 
Federal Reserve Act were recommended for the purpose of 
permitting the issue of federal reserve notes directly against 
the deposit of 100 per cent of gold; also in favor of a change 
in the Federal Reserve Act transferring the entire reserves of 
member banks to reserve banks; also in favor of permitting 
non-member banks to join in the check collection system; also 
to permit member banks in large cities to establish branches in 
those cities where they were situated. 


Later Suggestions 


A review of this record for 1916-1917 gives a fair idea 
of the kind of advice furnished by the Federal Advisory Coun- 
cil. Later findings and responses to the Board did not vary 
widely in character from those that were offered during the 
earlier period, although as the war came on and public finance 
emerged into the foreground of national thought, the signifi- 
cance of their recommendations assume from time to time a 
rather broader bearing. On the whole, however, the Advisory 
Council continued to be merely a conservative financial body, 
keen to protect the interest of member banks, deeply concerned 
with the welfare of the business as such, and not primarily 
devoted to the study of central banking in its larger aspects. 
Detailed reference to its recommendations will be made from 


time to time as the history of the federal reserve system 
advances. 


Desire to Co-operate 


Broadly speaking, the Council has from the beginning been 
somewhat disposed to shape its deliberations along lines indi- 
cated by the Federal Reserve Board. The Board has usually 
framed series of questions upon which it desired to ask the 
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opinions of the Council, preparing them, as a rule, some weeks 
or even months in advance of the meeting and accumulating 
them pending the arrival of the Council itself. At times, 
however, it has been deemed best to send out these lists of 
questions in advance, in order that at all events the officers of 
the Council, and occasionally its entire membership, might have 
a chance to consider the points to be dealt with and possibly 
to obtain a view of the sentiment of the local banking com- 
munity in each district. It has, of course, never been true that 
the Council was bound to limit itself to the fields set forth in 
the Board’s questions, but it is probably fair to say that there 
has been a tendency to do so although frequent additions to 
the list of topics have been made by members of the Council 
themselves. The list of questions has served as a guide for 
debate which might otherwise be rambling or fragmentary, 
and has served the purpose of affording a basis for the making 
of a definite report upon outstanding topics considered to be 
of primary importance in the working of the federal reserve 
system. In so far as there were questions which related to 
the system and its future and which were evidently uppermost 
in the minds of local bankers, the representatives of the several 
districts have naturally felt bound to present such topics in 
order to get the views of both their colleagues and the Federal 
Reserve Board. 


Changes in Membership 

Relations between the members of the Advisory Council 
and the boards of directors of the several banks have varied 
a good deal from district to district and from time to time as 
the composition of the Council changed. In some districts the 
relationship at times has been little more than perfunctory, the 
member accepting appointment as a local recognition or honor, 
holding no very close communication with the bank which had 
chosen him, and in some cases being anything but regular in 
his attendance on meetings. In others the practice of regard- 
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ing the member of the Advisory Council as a direct represen- 
tative, sent to Washington to review the conditions of the 
system and bound to report back directly to the Board which 
named them, has prevailed; and regular reports have been 
furnished concerning the meetings, while regular suggestions 
or recommendations have gone from the bank to the member 
prior to his trip to Washington. These, however, could never 
be very specific, since the subjects to come before the Council 
have almost invariably been broad and vague, without points 
which call for decisive action or recommendation in regard to 
particular matters. The Council, therefore, even when its 
members had been quite recently and quite closely in touch with 
the boards of directors of the local reserve bank, has had a 
comparative looseness and vagueness in its deliberations which 
perhaps made for a broader point of view, but which tended 
to impair the conclusions reached because of inability or 
failure to cope with given situations. 


Safeguarding Member Banks 


As for the position taken by the Council, it must be 
regarded as having been throughout very conservative and on 
the whole designed to safeguard and protect the interests of 
individual member banks against possible encroachments by the 
reserve system. This point of view may have become some- 
what mitigated in recent years but was very obvious during 
the early history of the new body. The members being them- 
selves bankers, almost always eminent members of the local 
banking community in each district, were inevitably strongly 
tinged with the point of view of their profession. 

These features in the organization of the Federal Advisory 
Council could not, of course, be foreseen at the outset, and 
during the first year or two of the federal reserve system 
remained in the background. The working of the system 
during those years had to do largely with questions of organi- 
zation which were more or less closely prescribed by the Fed- 
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eral Reserve Act itself. In such circumstances the work of 
the Council was necessarily considerably narrowed. After the 
close of this purely introductory or organization period, the 
entry of the United States into the war once more took the 
development of banking policy out of the hands of bankers 
and made it dependent upon Treasury necessities and foreign 
relationships as affecting them. The suggestions and recom- 
mendations of the Council during the war were undoubtedly 
valuable but had more to do with the banking aspects of public 
finance than with technical questions of banking and credit. 
The Council was freely consulted by the Treasury authorities 
and as freely gave its advice in regard to war finance problems. 
It is only since the conclusion of the armistice that a really 
definite test of the working of the organization as a factor in 
the federal reserve system can be said to have been afforded, 
and final conclusions with regard to it can therefore be 
expressed only in very broad terms. 


Legislative Activity 

Perhaps the most striking or noteworthy activity in which 
the Council ever engaged was its effort to ward off the pro- 
posed action of Congress looking to the appointment of one 
or more new members of the Federal Reserve Board repre- 
senting agricultural interests; and at about the same time its 
effort to impress the President and the public with the idea 
that an amendment of the Federal Reserve Act intended to 
permit the discounting of agricultural paper would be wise. 
These activities were undertaken toward the end of 1921, and 
seemed at the time to have comparatively little effect. How 
far they were warranted, and what inspired them, are ques- 
tions which it would be out of place to discuss at this point 
and which must be deferred to a later point. It is only 
necessary to cite them here as examples of the kind of work 
which the Federal Advisory Council has regarded as falling 
within its legitimate kind of service. The action thus taken 
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suggests a rather important field of effort which might con- 
ceivably develop into that of shaping opinion on new legislation 
in the general sphere of banking and finance. Whether the 
Council is likely ever to develop into a body possessing the 
breadth of view and the public confidence in its professional 
disinterestedness to make such an activity offer promising 
possibilities, is a question which need only be suggested at 
this point since we are dealing now merely with the organiza- 
tion simply in its historical or developmental aspects. It is 
enough to say that, with the exception of the recommendations 
just cited and,with the further exception of suggestions fre- 
quently put before the Secretary of the Treasury or other 
Treasury officers, the Council has not developed into a body 
of public importance, while within the system its duties have 
been too limited and circumscribed to permit of their exercising 
a very striking effect upon policies. 


Criticism of Council 

Perhaps the most severe criticism to be offered with respect 
to the Federal Advisory Council is that it has had the defects 
of its qualities. Being composed exclusively of active and 
successful bankers, it has necessarily lacked contact and sym- 
pathy with the remainder of the public—even with the remain- 
der of the business public who are less fortunately placed with 
respect to their interests and investments. This lack of sym- 
pathy or breadth of view has its merits, in that it tends to keep 
the Federal Advisory Council within narrow bounds in its 
suggestions to the Reserve Board and to the Treasury while it 
insures extreme conservatism of utterance and statement. The 
trouble with the work of a body thus constituted and thus 
limited is found in the fact that the reserve organization, on 
the whole, has itself erred on the side of ultra-conservatism, 
tending to hold the system to a policy of overextreme care in 
conserving banking interests. It would have been well in such 
circumstances had the Federal Advisory Council been able to 
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exert a broadening influence, tending to give to the system a 
larger view of its public duties. For this the Council was 
never organized, and it would be unfair to blame it for not 
exercising a function for which it was never intended and for 
which it was not fitted as a result of its peculiar composition. 
This criticism, therefore, merely amounts to a statement that 
the Advisory Council has in a sense acted as a brake instead 
of as an accelerator, notwithstanding that the system was 
already oversupplied with apparatus for retarding overrapid 
progress. The Council has at all events performed a useful 
service in helping to check or anticipate the efforts of politi- 
cians to employ the resources of the federal reserve system in 
non-banking ways, and to that extent has discharged at least 
a portion of the duties which had originally been recognized 
as belonging to it. 


CHAPTER XXXIV 


CHANGING THE FEDERAL RESERVE SYSTEM 


Purposes of New Organization 

It was a natural outgrowth of the condition of affairs in 
the federal reserve system as thus sketched, and particularly of 
the selection of a great number of officers and employees, not 
only in Washington but of the several banks, who were not in 
sympathy with the really basic ideas of the system, that the first 
thought of many should have been that of altering the form 
of the organization. Some have supposed that there were 
members of the Federal Reserve Board, as well as of the direc- 
torates of the several banks, who took office with the distinct 
idea of immediately beginning from a point of vantage the 
effort to annul some of the essential features of the Federal 
Reserve Act. This would be a questionable motive, as to 
which, so far as known, no evidence can be adduced. Without 
attempting to suggest motive or to impute anything more than 
a desire to carry out the ideas to which individuals had become 
thoroughly committed through their own earlier work and 
affiliations, it is, however, fair to say that with the personnel 
with which the system began operations, it was reasonably to 
be expected that there would be an immediate effort to change 
many of its characteristic features. 


Problem of Change 


The problem where to begin this process of change must, 
however, have furnished many serious doubts to those who 
found themselves opposed to the arrangements laid down in 
the law. Of these arrangements the most conspicuous were 

726 


CHANGING THE FEDERAL RESERVE SYSTEM 727 


undoubtedly the transfer of reserves, the proposed institution 
of a collection system, and the existing type of organization, 
the basic element of which was the division into a sufficient 
number of federal reserve banks to insure, as it was supposed, 
local self-control of banking. The reserve transfers, however, 
were not to be completed under the terms of the old act for a 
period of three years, while a collection system might or might 
not be established in full force at any given time. Both these 
matters could obviously wait. The question of organization, 
however, was one which could not be thus deferred if any 
modification of it was to be effected before the system had 
grown so stereotyped and so definitely established as to make 
a change in its form more than difficult. As has been seen 
when studying the genesis of the Federal Reserve Act, the 
aspect of it which had received most attention throughout the 
discussion, notwithstanding it was hardly entitled to so con- 
spicuous a place, was the proposed division of the country into 
a maximum of twelve districts. It has been seen, too, that 
many who professed to be experts on banking, including among 
them not a few who afterwards became affiliated with the fed- 
eral reserve system, had denounced this so-called “regional” 
plan as a wholly impossible and impracticable scheme. Finally, 
it will be recalled that one of the (subsequent) members of the 
Federal Reserve Board had himself taken pains to urge upon 
the members of the Banking and Currency committees of Con- 
gress the thought that if a regional division were actually to 
be employed it could not succeed unless the number of banks 
should be limited to four or perhaps five. 


Point of Attack Chosen 

Probably the most obvious point at which to attack the 
structure which had been developed for the federal reserve 
system was thus the actual districting of the country as re- 
solved upon. A survey of the field showed that there were 
two ways in which such an attack might be made. Appeals 
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might come from member banks in various sections of the 
country to the Board for transfers to other districts, and the 
Board might or might not act favorably upon these proposed 
transfers. On the other hand, the Board itself might, under 
the terms of the law—so it was supposed—act of its own 
motion to redistrict the country. The Federal Reserve law 
had given the Board the power to increase the banks up to 
twelve, should it find that the work of the Organization Com- 
mittee in creating a smaller number of banks was not satisfac- 
tory. The fact that the Organization Committee had availed 
itself of its full powers and had even, thereby, perhaps antici- 
pated some of the powers of the Board itself by establishing 
the whole number of twelve banks at the outset, was regarded 
by those who thought that redistricting should be effected, as 
an argument on their side rather than against the view that the 
Board had this power to change, consolidate, and generally 
alter the districting. It was the opinion of members of the 
Board, as well as of others, that the powers delegated to the 
Board would permit not only the shifting of district lines, but 
the elimination of districts through consolidation with others 
and the changing of the points at which the headquarters banks 
were to be located in the several districts. 


Hostile Campaign Begun 

With this assumption of powers and with this point of 
view, an effort to modify the structure of the system was defi- 
nitely begun. The Board had not been in existence more than 
a very few weeks before much of the time at meetings came to 
be devoted to discussion of alleged difficulties growing out of 
variations of policy between the several districts, the apparent 
point of the discussion being to show that with so large a num- 
ber of districts it would be impracticable or out of the question 
to bring about uniformity of policy. In connection with this 
attempt, effort was also made to show not only that the direc- 
torates of some of the smaller districts were weak, but that 
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they must necessarily always be weak because of the lack of 
capable men in those districts. This point of view could be 
sustained only upon the theory that the country’s ability and 
thought had in some way become localized so that it could not 
be found in outlying regions away from the former financial 
centers; or perhaps upon the basis of a belief that these outly- 
ing regions could not or would not employ as operating officers 
men who came from a distance, but would insist upon employ- 
ing only “local talent,” which, being in scant supply, such 
banks would necessarily always be badly managed. Baseless 
as such arguments appear when stated in cold blood, long after 
the event, they were at the time of apparently urgent character, 
and the constancy and persistency with which they were 
pressed gave them an importance and reality which their con- 
tent in no way justified. Of more importance was the recur- 
rent contention that the outlying districts with the smaller 
capital were really unnecessary, and that if they could be con- 
solidated with others better facilities would be provided for 
speedy collections, while far greater local strength would be 
developed. 


Delay Due to War 

Although these arguments were constantly urged in propa- 
ganda form through the first few months of the Board’s life, 
a considerable time was necessary for them to take root or 
have much effect. There were several reasons for this state 
of affairs. In the first place, the European war with its atten- 
dant financial difficulties involved the nation and the banking 
system in the necessity of readjustments and new policies” 
which necessarily took much of the time and energy, not only 
of the bankers of the country but of the Federal Reserve 
Board, during the first months of that body’s career. More- 
over, the currency had been greatly inflated, due to the 
emergency relief which had been afforded under the revised 
Aldrich-Vreeland Law during the early days of the war, and 
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the consequence of this situation was to necessitate much de- 
tailed work on the part of the Board in assisting banks to retire 
their outstanding notes and to make the necessary adjustments 
resulting from this contraction. Apart from all this, the mere 
physical labor of inaugurating the new system, preparing and 
issuing regulations for its governance, approving the internal 
organization of the banks, adjusting their salary lists, har- 
monizing relationships between directors, and generally carry- 
ing into effect the numerous practical matters of adjustment 
which were necessary from the outset, would fully have ab- 
sorbed the time of the Board under the most favorable cir- 
cumstances. The propaganda efforts referred to, therefore, 
did not take very strong hold until the late spring of 1915, 
when they began more and more to form the staple of discus- 
sion. During the summer and early autumn of that same year. 
the controversy reached its high point of intensity, being urged 
forward by the expressed belief of members of the Federal 
Reserve Board that unless action were taken at an early date 
it would become ineffectual, due to the fact that as time went 
on it would be more and more nearly impossible to uproot any 
of the existing reserve banks, while during the succeeding year 
(1916) a presidential campaign would be under way and the 
proposal would be likely to become entwined with political con- 
troversy. Eventually the Board was induced to appoint a com- 
mittee whose function it should be to examine into the whole 
question of redistricting, and a basis for this action was found 
in the fact that meanwhile certain of the petitions for the 
changing of district lines which had come before the Board 
were still pending there until such time as definite action could 
be taken upon them. 


Basis of Redistricting Demand 


It is now time to pause and consider the basis of the effort 
to redistrict the reserve system. Essentially, the change was 
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sought by those who were opposed to the loss of their early 
and exclusive prestige by the older financial centers and who 
would have gradually restricted the number of the reserve 
banks to four, or perhaps a smaller number. This object was, 
however, manifestly too difficult of attainment to be reached 
by any single step. It was therefore proposed by those who 
desired to alter the structure of the reserve system, to reduce 
the number of banks to either eight or nine, a process which 
would have involved the elimination of at least three banks 
and possibly four. 

Practically, therefore, the question was twofold: (1) that 
of marking certain reserve banks for disestablishment; and 
(2) that of redistributing their territory and effecting such 
necessary changes in the territory of the others as might be 
deemed essential. The logical first step in the task of selecting 
those banks was, however, that of determining what banks 
should necessarily be retained. Among such banks it was prac- 
tically unanimously agreed that the institutions at New York, 
Chicago, and San Francisco were fundamentally essential and 
must be regarded as basic in any scheme that might be devised. 
In a second class, as banks which would at least be very diffi- 
cult to eliminate, were those at Philadelphia, Boston, Cleve- 
land, and St. Louis. With these was usually ranked the 
Richmond bank, not because of any fondness for that institu- 
tion, but because of the belief that it had special protection 
which would enable it to resist all attack. This left the banks 
of Dallas, Kansas City, Minneapolis, and Atlanta. It was the 
feeling of some of those who were working upon the recon- 
struction problem that the Dallas and Kansas City territory 
could not well be combined with St. Louis, because of the enor- 
mous region which would thus be attached to the latter city, 
and that one or the other of these banks, or a new one in place 
of both, should be retained. 
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Ultimate Plan of Disestablishment 

The plan for disestablishment thus reduced itself to the 
elimination of the banks at Atlanta, Minneapolis, and either 
Kansas City or Dallas, as the case might be. By some it was 
suggested that a proper measure of reformation would be that 
of locating a reserve bank at New Orleans with a large south- 
western territory attached to it, this New Orleans bank to 
supersede Dallas, while much of the Kansas City territory 
would be divided between St. Louis and Chicago. This would 
have eliminated four banks—Dallas, Atlanta, Kansas City, and 
Minneapolis—while it would have established one new bank 
in New Orleans, leaving the eventual number at nine. The 
number nine was regarded as far too large and by some it was 
proposed that the St. Louis bank should also be disestablished, 
its territory to be in part assigned to Chicago and in part to 
the proposed New Orleans institution and in part divided 
among other districts. This plan would have left eight banks. 

Among the more radical of those who desired to see the 
reconstruction process carried to its full limit, the idea pre- 
vailed that eventually the Richmond bank should be disestab- 
lished, thus reducing the number to seven, and probably divid- 
ing the Richmond territory between Philadelphia and Cleve- 
land. That eventually Boston and Philadelphia would dis- 
appear, their territory being assigned to the New York bank, 
was predicted, although no one was courageous enough to urge 
such a change as an immediate plan, unless Boston bankers 
should prove willing to attach themselves at once to New York. 
The project thus looked forward to an eventual reduction, 
should the successive steps in the plan be effectively carried 
through from time to time, of the reserve banks to the original 
number of four or five. This, however, was for the future. 
The immediate step was that of disestablishing the banks at 
Atlanta and Minneapolis, and of securing the possible sub- 
stitution of the proposed New Orleans bank in lieu of Dallas 
and Kansas City. 
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The committee to which the subject had been referred was, 
however, not wholly able to agree as to the precise measures 
to be taken, and formulated a series of tentative reports which 
were distributed among members of the Board for their con- 
sideration.* It was probably in this way that news of the pro- 
posed change became disseminated among a small circle of 
outsiders. Secretary McAdoo had been closely occupied dur- 
ing the summer and early autumn of 1915 and had been able 
to attend the meetings of the Federal Reserve Board less fre- 
quently than during its early or formative months. He had 
not closely followed the progress of the movement for the dis- 
establishment of certain banks. Possibly the fact that the plan 
was seriously under way was not appreciated by him until the 
latter part of September or the early weeks of October, 1915. 
As soon, however, as it became evident to him that the move- 
ment for the disestablishment of some of the banks was mak- 
ing progress, he began to take an active interest in the situation. 


Views of Administration 

The view of Mr. McAdoo was unmistakably that there 
should be no interference with the existing division into twelve 
banks, either by way of reducing the number or of changing 
the location of the headquarters banks. As has been seen in 
former chapters, it was largely to Mr. McAdoo himself that 
the selection of the several places as bank headquarters had 
been due. An alteration or modification of this plan was, 
therefore, necessarily a reflection upon his judgment. In addi- 
tion, he undoubtedly felt the seriousness of the step which was 
proposed and recognized that if the number of banks could be 
reduced in the way suggested, there would be nothing to pre- 
vent its eventual further reduction and perhaps the final con- 
solidation of all the banks into one, thus attaining the original 
purpose of the Aldrich bill and of other proposed measures. 


1 The final report of this series, written after the Attorney-General had ruled on 
the Board’s powers, is furnished as Appendix A to this Chapter, 
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Unfortunately, Mr. McAdoo’s interest in the situation had 
become seriously aroused only after the propaganda for recon- 
struction of the system had attained a very advanced stage, but 
upon looking into the conditions in the Board it seemed likely 
that he could not definitely be sure of more than two votes in 
addition to his own, the reconstructionists apparently having 
definite control’ of three votes with one doubtful, and likely to 
go their way on most issues. The case, therefore, was one 
which called for some finesse, since it obviously could not be 
met by direct ballot. Without waiting longer for the hostile 
element to perfect its plans, the Secretary in his capacity as 
Chairman called for.a meeting at which the subject of recon- 
struction should be taken under advisement, and at this meet- 
ing strongly urged upon the Board the view that the action 
proposed involved serious legal questions, the answer to which 
ought not to be assumed or taken for granted, but on which an 
opinion of the highest legal authority should be obtained. 


Attorney-General’s Opinion 

Although various hesitant opinions of the Board’s counsel 
had been rendered as to different phases of the reconstruction 
question, Mr. McAdoo urged that the whole subject be trans- 
ferred to the Department of Justice, there to be passed upon 
by the Attorney-General of the United States, both as to the 
question of the Board’s power to reduce the number of dis- 
tricts and also as to its power to change the location of the 
reserve bank cities. It was with the greatest difficulty that the 
Board was induced to consent to this reference, but eventually 
the meeting ended in a close ballot which necessitated a call 
upon the Attorney-General for his opinion. 

The formulation of the letter transmitting the case then 
became a matter of controversy in order that the language in 
which the reference was made might not contain any element 
of bias or suggestion. The terms of the letter having been 
ultimately agreed upon, it was sent to the Attorney-General, 
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and after the usual delay, due to elaborate consideration of the 
questions involved, an opinion was rendered on November 22.” 
Without pursuing the matter in its details, the decision of the 
Attorney-General was clear-cut and positive to the effect that 
the Board had no power either to reduce the number of banks 
or to alter the location of the reserve bank cities. Its powers, 
the Attorney-General found, were circumscribed and were 
limited, moreover, to the altering of district lines for the pur- 
pose of promoting the business and banking interests of the 
country. It was to the Organization Committee, said the opin- 
ion, that Congress had committed the function of developing 
the outlines of the system, the Board’s power to create dis- 
tricts being contingent purely and having been, in fact, fore- 
closed by the fact that the Organization Committee had fully 
exercised its authority, leaving nothing for the Board in this 
connection to do. 


Reconstruction Element Defeated 

This positive opinion left the reconstruction element in the 
Board with practically nothing to fall back upon, since they did 
not possess a sufficient majority to override or disregard the 
opinion of the Attorney-General—always a serious step for an 
administrative body to take—while, on the other hand, investi- 
gation had shown that there was in the country at large no 
very definite or sustained opinion in favor of the proposed 
changes. The banks themselves whose disestablishment was 
proposed were already up in arms for the purpose of antag- 
onizing the suggested innovation and had communicated with 
representatives in Congress. Not only a legal but a political 
struggle would manifestly have been precipitated by a genuine 
effort to disestablish a reserve bank, or even to cripple it by 
the transfer of the bulk of its territory to another institution. 


2 This opinion is reprinted in full in the Board’s Annual Report for 1916, p. 128. 
It is also reprinted as Appendix B, to the present chapter. 
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The Board at that time had no satisfactory following in 
Congress, the system being very generally regardéd as on trial 
and having as yet had no opportunity to justify itself by any 
conspicuous services to the community. A thorough survey of 
the whole condition of affairs, therefore, furnished convincing 
proof that reconstruction efforts would fail, and that to carry 
them further would involve so serious an element of friction 
and so extended and bitter a controversy with the administra- 
tion itself as to be practically out of the question. This also 
was doubtless the view of the financial interests which had been 
favorable to the efforts at reconstruction, and further discus- 
sion of the matter was, therefore, subsequent to the close of 
the year 1915, postponed by common consent to an indefinite 
future. What the framers of the act and the administration 
in general thought of the proposal was shown by a letter ad- 
dressed by Chairman Glass to Mr. Delano but really meant for 
the Board as a whole.® 


Actual Redistricting 

The plan to alter the construction of the federal reserve 
system from inside thus failed of success. From the begin- 
ning, however, the question how far it should be altered 
through appeal from outside had been presented for careful 
consideration. We must therefore devote some attention to 
the various appeals for readjustment of federal reserve dis- 
tricts which were presented to the Board, and must consider 
briefly both the procedure by means of which they were dealt 
with and the theory upon which the conclusions were even- 
tually arrived at. It has been seen in an earlier chapter that 
the work done by the Organization Committee in districting 
the country had been far from satisfactory. In consequence 
of it, a number of “‘sore spots” had early appeared. Some of 
these were genuine and were the result of unfortunate deci- 


® See Appendix C to this chapter. 
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sions on the part of the Organization Committee. Others were 
purely artificial, the result of political prejudice or “worked 
up” opinion or sentiment. Of the places which had genuine 
grievances, that with the most effective arguments at its dis- 
posal was probably New Orleans. New Orleans, although a 
great seaport with a highly developed banking and commercial 
system and a large interior territory tributary to it, found 
itself attached to the Atlanta district and obliged to contribute 
its banking capital to the maintenance of the Federal Reserve 
Bank at Atlanta. Somewhat less evident, but very well de- 
fined, were the claims of Baltimore, which, although far more 
advanced in financial and industrial leadership than was Rich- 
mond, had been attached to the Richmond district in order to 
provide the necessary resources for the creation of the Fifth 
District. 

A different kind of grievance was that of the banks in 
_ southern Connecticut, which had been included in the Boston 
district, notwithstanding that they were really a remote sub- 
urban part of Greater New York. So, likewise, many banks 
on the Jersey shore, Jersey City, Hoboken, and for some 
distance back from the coast, regarded themselves as really 
belonging to New York City and as only artificially to be 
assigned to Philadelphia. In a somewhat similar way certain 
banks in Wisconsin, formally assigned to the Minneapolis 
district, believed themselves to be really a part of the Chicago 
district in consequence of banking affiliation and transporta- 
tion. In their opinion the northern line of the Chicago district 
had been erroneously drawn. Less clear-cut, but still possess- 
ing some color of justice, were the claims of certain Oklahoma 
banks included in the Dallas district, which desired to be 
transferred to Kansas City; and of some northern Louisiana 
banks which believed themselves properly assignable to the 
district in which was included the city of New Orleans, rather 
than to be assigned to the Dallas district. 
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A question of very much broader and very much less clear- 
cut merit was presented in the application of banks in Nebraska 
and Wyoming that they should be transferred to the Chicago 
district instead of being retained in the Kansas City territory. 
This request, if granted, would have seriously infringed upon 
Kansas City’s banking support and would probably have 
necessitated various other rearrangements. Minor questions 
involving the boundary lines between districts also began to 
present themselves from the outset. Thus a few small banks 
in West Virginia had been erroneously assigned to Richmond 
when their rea] connection by sympathy and transportation 
communication was with Cleveland, and there were other 
points from which complaint was heard. 


Principles of Readjustment 


It was plain from the outset that the Board might adopt 
either a liberal or a narrow and technical view of these appli- 
cations. It might regard as the fundamental principle of its 
action in redistricting, the establishing of a definite incon- 
venience or hardship resulting from assignment to a given 
district, or it might take the view that the fact that a given 
set of banks desired transfer from one district to another was 
prima facie reason for favoring their transfer unless some very 
good argument in opposition could be adduced, or unless the 
transfer of the banks would obviously result in greatly modi- 
fying the structure of the reserve system. It can hardly be said 
that the Federal Reserve Board ever directly and positively 
committed itself to either of these theories; but a review of 
the decisions, arrived at in the various appeals which were 
heard and determined by it, points to the conclusion that it 
was the narrower and more restrictive theory that was even- 
tually adopted. This choice was the result of complex condi- 
tions. In the first place, it was seen at an early point in the 
discussion that if transfers were to be readily or freely per- 
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mitted, the number of applications for change would be greatly 
multiplied, due to the fact that there were always discontented 
banks in all sections of the country. This would have involved 
the Board in an enormously lengthy and detailed. process of 
hearing appeals. On the other hand, those who desired to 
bring about a radical reconstryction in the federal reserve 
system were themselves disinclined on the whole to do much 
in the direction of granting local appeals for redistricting. 
They naturally thought that if their plans should succeed, much 
of this redistricting would be rendered unnecessary by virtue 
of the fact that the boundary lines complained of would in 
many cases be wiped out. On the other hand, they recognized 
that by granting appeals from banks in various sections of 
the country they in a measure committed themselves to the 
continued maintenance of such banks as members of the vari- 
ous districts to which they might be eventually assigned as a 
result of the Board’s decision. Naturally, such commitments 
were purely of a moral character and could not be urged with 
any assurance of recognition or even as the outgrowth of a 
definite claim upon the Board, but an element of moral obli- 
gation was undoubtedly present in such cases and could hardly 
be ignored. 


Influence of Banks 

It would indeed have been a singular situation had the 
Board, after elaborately considering and eventually granting 
the application of certain banks to be transferred from one 
district to another, suddenly wiped out the boundary line he- 
tween these two districts. Practically all elements in the 
Board, therefore, were thus at one in taking the view that the 
narrower attitude should be adopted in these decisions, and 
that the decisions should be reached only after the presentation 
of argument ; very clearly showing, first, that a given change 
was almost unanimously desired by the banks in the region 
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which was to be shifted, and second, that such transfer could 
be effected without inconvenience or harm to either of the 
federal reserve banks involved in the operation. Adoption of 
this point of view considerably simplified the process of pro- 
cedure:in such-appeals.. The Board early resorted to the plan 
of requesting applicants for transfer to obtain from the other 
banks in the territory to be shifted, signatures or statements 
attesting that all desired the same thing. This both reduced 
the number of appeals on account of the fact that there was 
frequently very wide difference of opinion among local banks, 
and it also developed the latent opposition to various proposals 
which might otherwise not have come to the surface. 

The method of procedure adopted was usually that of 
requiring the filing of argument or petition by representatives 
both of the banks desiring transfer and of the district from 
which transfer was proposed. A date was then set for hear- 
ing, and argument was presented by both sides. _ After duly 
considering the circumstances in the case and frequently after 
conducting a special inquiry of its own, the Board handed 
down an opinion; such opinion, when adverse, merely directing 
that further proceedings be discontinued, while when affirma- 
tive it took the form of an order entered upon the minutes of 
the Board and transmitted to the reserve banks affected by it. 
Such an order was merely a formal statement that banks in 
designated territory were to be shifted from one reserve dis- 
trict to another, and that the necessary return of stock in one 
reserve bank and the issue of the corresponding amount of 
stock in another should occur. 

In all, the Board thus passed upon eight appeals, of which 
five were granted, the cases thus acted upon being as follows: 


THE REDISTRICTING DeEcISION 
(Federal Reserve Bulletin) 


Shortly after its organization, the Federal Reserve Board received 
petitions from banks located in several of the Federal reserve dis- 
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tricts, asking the transfer of designated portions thereof to other 
districts. These petitions were filed under section 1 of the Federal 
reserve act, which provides for an appeal from the decision of the 
Organization Committee to the Board, in the following language: 


As soon as practicable .... the Reserve Bank Organization 
Committee shall designate not less than eight nor more than twelve 
cities to be known as Federal Reserve cities, and shall divide the 
continental United States, excluding Alaska, into districts, each 
district to contain only one of such Federal reserve cities. The 
determination of said organization committee shall not be subject 
to review except by the Federal Reserve Board when organized: 
Provided, That the districts shall be apportioned with due regard 
to the convenience and customary course of business and shall not 
necessarily be coterminous with any State or States. The dis- 
tricts thus created may be readjusted and new districts may from 
time to time be created by the Federal Reserve Board, not to 
exceed twelve dnualla seen. 


The Board, recognizing the general desire for the establishment 
of the Federal reserve banks at as early a date as practicable, deter- 
mined to defer the investigation and hearing of these petitions until 
a later date, announcing, however, that the action taken with reference 
to the banks would not prejudice the decision to be arrived at later, 
when the petitions should come up for definite determination. 

When the first pressure of work attending the organization of the 
banks was over, dates were set for the hearing of the petitions, and 
during the months of January and February, 1915, all that had then 
been filed were heard by counsel. A detailed list of the dates set for 
the hearings and a statement of other facts relating to the proceedings 
were printed in the First Annual Report of the Board (p. 192). 
Subsequently the petition of certain banks in Tennessee for transfer 
from district No. 6 to district No. 5 was withdrawn, at least for the 
time being. This left the following cases pending before the Board. 

(1) The petition of certain banks in northern New Jersey for 
transfer from district No. 3 to district No. 2. 

(2) The petition of certain banks in West Virginia for the trans- 
fer of the counties of Wetzel and Tyler from district No. 5 to No. 4. 

(3) The petition of certain banks in Oklahoma for transfer from 
district No. 11 to district No. Io. 

(4) The petition of certain banks in Nebraska and Wyoming for 
transfer from district No. 10 to No. 7. 

(5) The petition of the city of Baltimore to be designated as the 
headquarters of district No. 5 in place of Richmond, Va. 
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(6) The petition of the city of Pittsburgh to be designated as the 
headquarters of district No. 4 in place of Cleveland, Ohio. 

Meantime, on March 13, certain banks in southern Wisconsin had 
filed a petition for transfer from district No. 9 to district No. 7, and 
still more recently, on May 10, certain banks in Connecticut filed a 
petition for transfer from district No. 1 to district No. 2. These 
last two petitions, however, were received at a time when the Board 
had either decided or was on the point of deciding the cases already 
presented. They were consequently not included in the action finally 
taken, but were reserved for later hearing and adjudication. 

When the arguments and briefs relating to the petitions already 
enumerated were in hand, they were apportioned to committees of the 
Board. These committees reviewed the testimony and filed reports 
making recommendations with regard to the best method of disposing 
of the subjects referred to them. Action would then have been taken 
had it not been for the necessary absence of some members of the 
Board. This necessitated a postponement of action during the latter 
part of March and the whole of April. It was then voted to take 
definite action respecting the pending cases which had been heard at 
some time during the week beginning May 3. In accordance with this 
determination the Board on May 4 passed the following resolution: 

Be it resolved, That the recommendations of the respective 
committees be adopted and approved, and that the petitions of the 
banks in southern Oklahoma, northern New Jersey, Tyler and 

Wetzel Counties, West Virginia, be granted; and, 


Be it also resolved, That the petition of the banks of Wyoming 
and Nebraska be denied; and 

Be it further resolved, That action on other pending petitions 
be deferred until further experience in the actual operation of the 
several districts, especially in the light of the new clearing system 
which is about to go into effect, and of the extent to which State 
banks take membership in the Federal reserve system, shall have 
provided the Board with the necessary data for a conclusion, it 
being the opinion of the Board that action on petitions relating to 
changes in cities designated as the location of Federal reserve 
banks should be deferred until the Board shall have reached a 
conclusion from experience as to any further readjustments in the 
boundaries of the several districts, or in the number of districts, 
which may be desirable in the operation and development of the 
Federal reserve system. 


It will be seen that the Board in this decision denied one of the 
petitions—that of Nebraska and Wyoming—deferred action on two, 
those of the cities of Baltimore and Pittsburgh, for future considera- 


tion, and granted three, those of the banks of New Jersey, West 
Virginia, and Oklahoma.‘ 


4 Those of the Wisconsin and Connecticut banks were subsequently likewise allowed, 
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In order to make plain exactly what changes in the previous 
districts were made effective by the granting of these three petitions, 
the accompanying map has been drawn, and is herewith presented for 
the purpose of showing the boundaries of the twelve districts as they 
stand to-day. Inasmuch as the map is drawn upon too small a scale 
to admit of the clear representation of counties, there is hereto 
appended a list of counties in each of the States affected by the 
redistricting. 

The names and capitalization of the banks in these transferred 
territories are likewise given. 


New JERSEY 


Counties Transferred to District No. 2 


Bergen Middlesex Somerset 
Essex Monmouth Sussex 
Hudson Morris Union 
Hunterdon Passaic Warren 


Counties Remaining in District No. 3 


. Atlantic Cape May Mercer 
Burlington Cumberland Ocean 
Camden - Gloucester Salem 

OKLAHOMA 


Counties Transferred to District No. 10 


Beckham Haskell McClain 
Caddo Hughes - Murray 
Carter Jackson Pittsburg 
Comanche Jefferson Pontotoc 
Custer Kiowa : Roger Mills 
Garvin Latimer Stephens 
Grady Le Flore Tillman 
Greer — Love ; Washita 
Harmon 


Counties Remaining in District No. 11 


Atoka Coal Marshall 
Bryan Johnston Pushmataha 
Choctaw McCurtain 


WEST VIRGINIA 


In West Virginia the counties of Wetzel and Tyler were transferred 
from District No. 5 to District No. 4. 
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List of Banks Transferred to District No. 2 


Name of bank Location 
Farmers National..| Allentown.. . 
First National.....| Arlington... 
Seacoast National..| Asbury Park 
Atlantic Highlands | Atlantic 

National Highlands. . 
First National.....| Beleville.... 
Dowikeseaes.: Belmar..... 
Belvidere National | Belvidere... 
Warren County e GOA. date 
National. 
Bernardsville Na- | Bernardsville, 
tional. 
First National..... Blairstown. . 
Peoples National. .|....do...... 
Bloomfield National] Bloomfield. . 
Citizens National. .| Bloomsbury. 
Boonton National..}| Boonton.... 
Bound Brook Na- | Bound Brook 
tional. 
First National... «|’- - -(dOe~. - 
Dost aeces sae Bradley 
Beach. 
Do..........-| Branchville 
Dowcasts ttn |e OuUer yale. fs 
Citizens National. .} Caldwell.... 
Caldwell National..}....do...... 
Califon National...} Califon..... 
Carlstadt National] Carlstadt... 
Clinton National. .} Clinton..... 
First National..... aa EGO ' 
Do... cers oe LCTAD DUST? ..< 
Closter National...| Closter..... 
National Union....| Dover...... 
First National..... Dunellen.... 
Dos sacs anes East Newark 
DOs seein Eatontown. . 
Dov etree: Edgewater. . 
National State. ...| Elizabeth... 
Citizens National. .| Englewood. . 
First National..... Englishtown 
Flemington Na- | Flemington 
tional 
Hunterton County sO, Fe oes 
National. 
First National.....| Fort Lee.... 
Central National. .| Freehold... . 


Capital Capital 
and Name of bank Location and 
surplus surplus 
$100,000 Farmers & Mer- |Matawan... 150,000 
81,000] chants National. 
175,000] Metuchen National) Metuchen... 55,000 
100,000] First National..... Milford..... 45,000 
Doses. 0: >| Milburn 87,000 
225,000] Essex National....| Montclair. 187,500 
75,000] First National..... pee OS fact 150,000 
175,000] National Iron..... Morristown . 250,000 
100,000] First National.....!....do...... 400,000 
Citizens National..; Netcong... . 50,000 
$50,000] American National | Newark..... 375,000 
Broad-Market Na- © dos true 270,000 
50,000 tional. 
75,000] Essex County Na- ~ Gostieut 2,000,000 
150,000] tional. 
25,000] Manufacturers Na-|....do...... 750,000 
200,000] tional. 
60,000), Merchants Na- & UO, .-creee 1,000,000 
tional. 
125,000] National Newark |....do...... 2,000,000 
27,500] Banking Co. 
National State 75 3. dOs..anies 750,000 
50,000] Bank. 
110,000] North Ward Na- AER: CO MIS, 5 500,000 
41,000]| tional. 
50,000] Union National....|....do...... 3,000,000 
31,000] National Bank of | New Bruns- 500,000 
60,000] New Jersey. wick. 
150,000] Peoples National. .|....do...... 250,000 
70,000] Merchants Na- | Newton 190,000 
150,000] tional. 
50,000] Sussex National. ..|....do...... 400,000 
375,000] Ocean Grove Na- | Ocean Grove 50,000 
40,000 tional. 
35,000] Orange National...] Orange... .. 300,000 
33,000} Second National...]....do...... 300,000 
50,000] Passaic National...| Passaic... .. 550,000 
1,000,000] First National..... Paterson I, 100,000 
150,000] Paterson National.|....do...... 600,000 
58,500] Second National...}....do...... 350,000 
200,000} First National..... Perth Amboy 300,000 
Phillipsburg Na- | Phillipsburg 500,000 
200,000] tional. 
Second National...|.... Os stones 150,000 
49,000) City National..... Plainfield... 300,000 
100,000] First National....].... Cs oA Serie 


300,000 


Ss eS 
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New Jrersrey—C ontinued 
List of Banks Transferred to District No. 2 
Capital Capital 
Name of bank Location and Name of bank Location and 
surplus surplus 
First National..... Hee tas (eae te 150,000] Rahway National..| Rahway.... I50,000 
National Freehold Da (0 (oy Sane 100,000] First National..... Ramsey.... 45,000. 
Banking Co. Second National...| Red Bank... 225,000 

Union National... .| Frenchtown. 160,000] First National..... Ridgefield 60,000 

First National.....| Garfield... . 64,000) Park. 

9 Yo pete Seana eee Guttenburg . 75,000 Do. Ridgewood. . II0,000 

Hackensack Na-| Hackensack. 206 , 000) Do. Rockaway... 30,000 

tional & TBO SO ae Roosevelt... 50,000 

Peoples National. .]....do...... 300,000} WD Oi Aon mee ROselGas ..:.. 65,000 

Hackettstown Na-| Hacketts- 250,000] Rutherford Na- | Rutherford.. I50,000 

tional. town. tional. 

Peoples National..|....do...... 100,000] First National..... Sea Bright. . 32,500 

Hardyston National} Hamburg... 85,000 1B Yop iy See ee Secaucus.... 25,000 

First National..... High Bridge 30,000) Do... J..+--.poomerville.... 250,000 
WO were Hoboken.... 660,000] Second National...}....do...... 100,000 

Second National...)\....,do...... 400,000] First National..... South Am- 125,000 

First) National. <<. a\plope... +. -- 32,000 boy. 

Irvington National] Irvington... 145,000 D0.-s3hbos tee :| South River 125,000 

First National..... Jamesburg. . 75,000 WG cec, deze ora s.cg Spring Lake 75,000 
Dow. sata Jersey City..} I,200,000) Downe asses toummit..- a. 100,000 

Hudson County nO Wa ones 750,000] Farmers National..} Sussex...... 200,000 

National. First National..... Tenafly..... 50,000 
Merchants National|....do...... 250,000] DOs eee LOW Os 125,000 
Keansburg Na- | Keansburg 27,500 Union, 

tional. Dorner neni washington. 250,000 

Peoples National. .| Keyport... . 60,000] National Bank....| Westfield... 123,948 

Amwell National. .| Lambertville 157,000] Peoples National. .}....do...... 80,000 

Lambertville Na- MAGO\ steno re 200,000] National Bank of | West Hobo- TI5,000 

tional. North Hudson. ken. 

Little Falls Na-| Little Falls.. 30,000! First National..... West Orange I20,000 

tional. Do. ..2,. «> i) Westwood... 47,000 

First National.....| Lodi........ 35,000) Boye Ree Whitehouse 47,000 

Citizens National. .} Long Branch 250,000 Station. 

First National..... eis lO's, os Sees 150,000) TD Orc cMepcverteccd Woodbridge. 40,000 
Dos. caateeee Lyndhurst. . 55,000) ie Bn el 
IDOLE tet res oi | hadisons....2 SE OOOliggnl O68) sie be ays cheats = ee ha 32,071,448 

Manasquan Na- | Manasquan. 75,000 

tional. 


Meese See = 
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OKLAHOMA 


List of Banks Transferred to District No, 10 
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Capital Capital 
Name of bank Location and Name of bank Location and 

surplus surplus 
The First National | Ada........ $60,000] First National..... tb sh OO afate! ata II0,000 
Bank. First National..... Lindsay... . 50,000 
. Merchants & Plan- bd0\s a5. oe 60 000) How. Sere at Lone Wolf. . 34,000 
ters National. Sha Aer: oe sc Mangum.... 75,000 
First National.....| Addington. . 26,722] Mangum National.|....do...... 80,000 

Dow hikes es Alexie. 3% 45,000] First National..... Marietta.... 75,000 

DG. ieee 4) 30,000} Marietta National.|....do...... 100,000 
City National..... Aligine <6 54,500] The National Bank! Marlow..... 29,200 
First’ Nationalist oes fee GO. ctsiersi 67,250] of. 

DOM kskasee Anadarko... 60,000] State National....|....do...... 26,750 
National Bank of. .|.... oes 30,000] Farmers National..| Maysville... 27,500 
First National.....| Apache..... 30,000] First National..... WH. dose. 32,500 

Dosa Arapaho.... 30,000] American National.| McAlester... 125,000 
Ardmore National.| Ardmore.... 120,000] City National.....]....do...... 55,000 
First National.....|.... COMA in 200,000] First National..... SSttido 2 sR 135,000 
State National. ...|....do...... 110,000 Doyen} a} Mimco.;. «64 30,000 
First National..... Berwyn...-. 30,000 Do, Mountain 30,000 

Dower see || Bterinaericck 29,000 View. , 

DO. cae te anh ard s.te 50,000) Do. New Wilson. 25,000 
Calvin National...| Calvin...... 28,000 Dot. eee Olustee..... 30,000 
First’ National 4.:./1: ese GO vis 'sin16 30,000) DO ee axe hed ¢ Pauls Valley 150,000 
The Chickasha Na- | Chickasha 113,500} National Bank of |....do...... 60,000 

tional. Commerce. 
Citizens National..|.... Gone: 90,000] Pauls Valley Na- « «COM, 30,000 
Hirst; Nationale... | doers... 260,000} tional. 
Oklahoma National]....do...... 125,000] First National.....| Poteau..... 42,500 
First National..... Clinton... .. 35,000} National Bank of..|....do...... 60,000 
Oklahoma  State|....do...... 27,750|| The Chickasaw Na-| Percell...... 75,000 
National. tional. 
First National..... Comanche... 30,000] Union National....|....do...... 33,000 
Cordell National...} Cordell. .... 35,000] First National..... Quinton.... 30, 000 
Farmers National..].... token a 5 28, 500 DO iris eteieleiss:e Ringling. ... 50,400 
State National. ...|.... dO.% eta 33,500] Farmers & Mer- | Roff........ 37,500 
First National..... Custer City . 30,000] chants National: 
Peoples State Na-|....do...... 30,000] First National..... Pckdoe sy 36,000 
tional. Dow. aidordatye Rush Springs 36,000 
First National..... Davishalee ss 60 , 000) Dox sieew te RVG Sac 60,000 
City National..... Duncan..... 42,000] Beckham County | Sayre...... 27,500 
Duncan National. .| Duncan..... 50,000] National 
First National..... ele LOR iets 60,000] First National..... Picesate Cea ernay 3 32,500 

Dotth.. 2-5, Bldoradow.: 40,000 Doser. ss Sentinel... . 27,500 

Dov csem stteniel| Roles Citys 56,000 DG's sive. os Bars Snyder..... 27,500 
Francis National...| Francis... .. 30,000) Doi. Mote aoa Spice es. 29,000 
First National..... Frederick. . . 72,000] American National] Stigler...... 30,000 
National Bank of|....do...... 090,000] First National..... Hestdowe 5 ¢ 60,000 

Commerce. Do. ra Stonewall... 42,000 


es 


cael ee 
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OKLAHOMA—C ontinued 


List of Banks Transferred to District No. to 
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Capital Capital 
Name of bank Location and Name of bank Location and 
surplus surplus’ 
First National..... Gotedo: .... 27,700) DO aes eee Stratford... 27,500 
Dow........-..\Grandfield -- 30,000 Do... eee, ‘Stuarteeeen - 29,000 
Farmers National..| Hammon... 27,650] Park National..... Sulphur... . 30,000 
First National... ..| Hartshorne.. 75,000] First National..... ‘Ealthina toe. 26,250 
National Bank of..|} Hastings... . 28,500] Temple National. .| Temple..... 27,500 
First National.....| Heavener... 31,000] First National..... Thomas 30,000 
State National’ ».a\} 16 d0.q.614- 25,000] First National..... Verden..... 26,500 
City National..... Hobart!..5. 33,500]! National Bank of..|....do...... 30,000 
Farmers & Mer-|....do...... 60,000} First National..... Walters..... 30,000 
chants National. Walters National. .|....do...... 40,000 
First National..... Spies On oeuore 30,000] First National..... Washington. 26,000 
American National | Holdenville 30,000) Done aeattee saris Waurika.... 27,650 
Farmers National..|....do...... 27,500] Waurika National..|....do...... 25,500 
First National..... sa NCL Steve are 30,000] First National.... . Weatherford 28,500 
City National.....| Hollis...... 25,500] German National..|....do...... 60,000 
National Bank of |....do...... 30,000] American National | Wetumka. . 30,000 
Commerce First National..... Ostidoses ae 35,500 
State National s.s.|ee 1-0... 401. - 25,000] Latimer County | Wilburton... 29,000 
Farmers National..}| Hydro...... 25,050] National. e 
First National..... acta COR ys payers 27,500] First National....| Wynnewood. 100,000 
Keota National....} Keota...... 28,500] Southern National.|....do...... 80,000 
First National.....| Kiowa...... 36,000 a 
Peoples National. .|....do...... 277 SOO ea Lotal wom. calmectats stelsy 3 5,994,873 
City National..... Lawton..... 100,000} 
WEST VIRGINIA 
List of Banks Transferred to District No. 4. 
Capital Capital 
Name of bank Location and NatRoro Rene Location and 
surplus surplus 
First National..... Middle- $39,500] First National..... Sistersville.. . 165,000 
bourne. Peoples National...|....do...... II5,000 
ID) Orseroy ayes ie ls New Mar- 75,000 
tinsville. Hotalex. rsaysras peas |e eye tas eevee we 530,500 
Farmers and Pro- | Sistersville. . 136,000 
ducers National. 
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The pending cases divide themselves into two broadly distinguish- 
able classes, the one involving extensive revision of the work already 
done and requiring for its elucidation and proper determination 
knowledge which could come only from experience and observation 
of the actual working of the several Federal reserve banks; the other 
involving simpler and less extensive interests and requiring less 
detailed information as to the whole problem of districting. 

The Board’s announcement on the whole subject, while going as 
far as it has been deemed practicable under existing conditions to 
take action, is not at all to be regarded as final and was not intended 
to be so. The right to act further on the matter is reserved for 
future exercise as that may be necessary and at any time. Although 
there has been no express statement to that effect, it is a clear infer- 
ence from the opinion handed down that future action will depend 
very much upon the course of events in the districts as they are now 
made up, and will be determined by the conditions that are disclosed 
in the operations of the banks. 


As a result of the favorable action in the appeals thus 
noted, the outlines of the reserve system were slightly changed 
at several points, the map of the system eventually assuming 
its final form about the middle of 1916, as shown on page 749. 


Net Result of Minor Import 

That this process of reconstruction had only in the slightest 
and most elementary way affected the districting that had 
originally been done by the Organization Committee, is thus 
evident. Judged either by the amount of territory or by the 
number of resources of banks transferred from one district 
to another, the alterations introduced into the decisions of the 
Organization Committee were trifling. The opinion of the 
Attorney-General practically foreclosed the Board from mak- 
ing far-reaching or essential changes in the structure of the 
system; while its own recognition of the futility of sapping 
the strength of one bank—the total number being presupposed 
stable—simply to increase that of another, prevented it from 
exercising even the full scope of its powers within the limits 
which the Attorney-General had recognized as belonging to it, 


749 
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“As the development of the system proceeded and as the 
working out of the Board’s branch policy became better and 
better recognized and determined, the banks of the country 
came more and more fully to admit the unimportance of the 
district lines. It was, in fact, a matter of only technical and 
local significance whether a given bank was or was not at- 
tached to a given district. What was essential was the 
maintenance of a considerable number of the districts them- 
selves and their general correspondence with the several pro- 
ducing districts of the country, the object being to obtain, sO 
far as practical, banking decentralization and at least the 
opportunity of independent control by the smaller local insti- 
tutions. The effort to reconstruct the federal reserve system, 
whether from the inside or the outside, was thus only a flash 
in the pan—a fresh effort of the interests which had been 
hostile to,the “regional” type of organization, to bring about 
by this means a restoration of the central banking method of 
organization. Unable to succeed in the attainment of their 
object by this means, they naturally turned to other methods. 


APPENDIX A TO CHAPTER XXXIV 


i 
FEDERAL RESERVE BoARD COMMITTEE REPORT ON REDISTRICTING 


December 2, 1915. 


re I ml ne 


To the 

Federal Reserve Board. 

~ Your Committee on Redistricting has received and noted the copy 
of the opinion of the Attorney General addressed to The President 
of the United States, under date of November 22, 1915, to! the effect 
that’ the Federal Reserve Board has-not the power to abolish any one 
or thore of the Federal Reserve districts, or any one or more of the 
Federal Reserve Banks located in the cities designated by the Reserve 
Bank Organization Committee. 

Your Committee feels that there has been a serious misunder- 
standing, not -only-.of the-substance--and- purpose of its preliminary 
report filed with the Board on November 13, 1915, but also of the 
motives which prompted it. Therefore, before making any further 


ame 
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recommendations, your Committee is desirous of recounting briefly 
the facts which led to its action and on which it based its recommen- 
dations, with the hope that a better understanding of the facts as they 
appeared to your Committee may promote a common point of view 
and conduce to a continuation of the harmonious cooperation and 
mutual good will that has in the past characterized the work of the 
Board and stamped it with the approval of the public at large. 

On March 1, 1915, Mr. Elliott filed with the Board an opinion 
dealing with the general powers of the Board to review the determi- 
nation of the Organization Committee, to readjust the Federal Reserve 
districts, to change the designation of the Federal Reserve cities, and 
to reduce the number of districts formed by the Organization Com- 
mittee. It is to be noted, however, that, in this opinion, the question 
of reduction was referred to very briefly, and Mr. Elliott later advised 
the Board that the consideration of this particular question was merely 
incidental to the main questions discussed in that opinion and that, 
should the question of reduction be specifically considered by the 
Board, he would appreciate an opportunity of reconsidering his earlier, 
opinion on that particular point. 

In view of the doubts raised by Mr. Elliott, members of the. Board 
availed themselves of the opportunity of Senator Owen’s appearance 
before it in the hearing of the appeal of certain Oklahoma banks 
requesting a transfer from the Dallas to the Kansas City District,. 
to ask for his views concerning the intent of Congress and the mean- 
ing of the Federal Reserve Act relating to the powers of the Board 
on this whole subject. The request for Senator Owen’s views was 
not accidental, but intentionally contemplated to instruct and guide, 
the Board in disposing of pending appeals. His answer was that 
Congress meant to “give to the Board the power of the Government 
itself in dealing with this system’ and that he thought the power of 
the Board ‘would extend even to the power of reducing the districts.” 

It is understood, of course, that this statement by Senator Owen 
was merely his own personal opinion and that it was made at a time 
when another though closely related subject was under consideration, 
but it at least indicates that there was no decided impression in Senator 
Owen’s mind that this power to reduce was not given the Board. 

The Board subsequently published in the June 1, 1915, Bulletin a 
resolution, which was passed: unanimously on May 4, 1915, when both 
Governor’ Hamlin and Mr. vailioms were present, providing, among 
other things, as follows: 


That action on other pending petitions be deferred until further 
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experience in the actual operation of the several districts, especially 

in the light of the new clearing system which is about to go into 

effect and of the extent to which State banks take membership 

in the Federal Reserve System, shall have provided the Board 

with the necessary data for a conclusion, it being the opinion of 

the Board that action on petitions relating to changes in cities 

designated as the location of Federal reserve banks should be 

deferred until the Board shall have reached a conclusion from 
experience as to any further readjustments in the boundaries of 

the several districts, or in the number of districts which may be 

desirable in the operation and development of the Federal Reserve 

System. (The italics are ours.)* 

Your Committee is positive that no objection was raised at that 
time by any member of the Board or by any Member of Congress, 
indicating dissent from the proposition that the Board had the right 
to reduce the number of districts. Indeed, such an argument was 
never raised in the briefs of counsel on the various appeals heard by 
the Board. 

On October 19, 1915, the following vote was passed, “to refer the 
question of redistricting to a special Committee consisting of Mr. 
Delano, Mr. Harding and Mr. Warburg.” Counsel for the Board 
were soon thereafter requested to prepare opinions as to the legal right 
of the Board to reduce the number of districts. Mr. Cotton filed his 
formal opinion on November 22, 1915, stating unqualifiedly that the 
Federal Reserve Board is fully authorized by the Act to reduce the 
number of districts. Mr. Elliott, who, in accordance with his own 
request, was reconsidering his earlier opinion of March 1, 1915, filed 
his opinion with the Governor on November 23, 1915, and on Novem- 
ber 22, 1915, the Attorney General delivered his opinion addressed 
to The President. 

It may be noted, therefore, that at the time of making its pre- 
liminary report on November 13, 1915, your committee did not believe 
either that members of Congress would take the position that the 
Board was without power to reduce the number of districts or that 
members of the Board would, in view of the unanimous resolution 
above quoted, take that view unless forced to adopt it by the conclusive 
opinion of Counsel. 

Your committee began its work by elaborating a report submitting 
definite alternative plans, but finally concluded that it would be prefer- 
able to ask the Board first to pass upon the question of policy and 
the principle involved. Your committee had, however, reached a 
conviction that the country would be better served by a reduction in 
the number of districts to eight or nine. The reasons on which this 


1That is to say, the committee’s. 
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conviction was based seemed so convincing and conclusive to the 
committee that it hoped the Board might adopt unanimously the 
recommendation which it outlined. The committee is desirous of 
emphasizing in the strongest terms its absolute confidence, not only 
in the underlying principles of the Federal Reserve Act, but also in 
the machinery provided for developing such principles into a system 
which has already brought immeasurable benefits to this country and 
which, whether with twelve banks or eight, will prove of inestimable 
value. That the number of banks and districts originally created was 
larger than is conducive, in the opinion of your committee, to the most 
efficient operation of the system and to the greatest safety of the 
country is not the fault of the Act, but is due to the fact that the 
Organization Committee, which, though acting in the best of faith, 
could not, in the short time allotted to it, acquire such knowledge and 
experience as is absolutely necessary to a final determination of such 
an important question. 

The Attorney General has since denied the right of the Board to 
reduce the number of districts determined by the Organization Com- 
mittee, and in view of that your committee is not desirous of making 
any further recommendations at this time. It wishes, however, to 
emphasize the fact that at the time of filing its preliminary report, 
no doubt existed in its mind as to the wisdom of reducing the number 
’ of districts in the near future, but also the right of the Board to make 
such a reduction. 

Your committee is ready to submit an abstract of the arguments 
that were prepared by it when it supposed that the subject was to be 
discussed on its merits, and it is of the opinion still that these argu- 
ments will assert themselves sooner or later, and that the country will 
not rest satisfied until the Federal Reserve System shall have been 
developed to render its maximum possible efficiency. Furthermore, 
your committee feels that, if the adjustment is not made at this time, it 
more than likely to be made at some future time, but with far greater 
difficulty and disturbance. 

In reviewing the evidence before the Organization Committee it 
was noted that, of the eighty-four witnesses, only nine recommended 
the formation of twelve districts; a large majority favoring not to 
exceed nine districts. 

Your committee concluded, as a result of its study of the question, 
that the greatest protection from future disturbance was the immediate 
establishment of a system enjoying its maximum degree of usefulness 
and service. ‘The country would not permit any subsequent inter fer- 
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ence with a machinery once perfected, whereas, weaknesses, such as 
those which seemed to your committee to exist now, offer a constant 
target for critics. For these reasons, not to mention the many prac- 
tical advantages incident to carrying out, prior to January 1, 1916, 
any changes that might have been decided upon by the Board, your 
committee was sincerely anxious to secure prompt discussion and full 
consideration of its recommendations. 

As the chairman of the Committee repeatedly stated, the desire for 
immediate consideration of the question was not prompted by any 
intention on the part of your committee to force the Board to take 
any unconsidered action, and the fact that the request of two members 
of the Board for another preliminary report in writing as to the 
reasons for its recommendations was opposed by the committee was, 
as explained by the committee, solely because it desired to have the 
report discussed on its merits without delay and at that time lay before 
the Board all the facts and figures it had-collected. Such a course 
was in consonance with our usual practice. 

The Committee had postponed filing its report on account of 
Secretary McAdoo’s absence in the west, and later waited until Mr. 
Harding had called on him at his house to apprise him informally of 
the views of the committee and secure any suggestions which he might 
see fit to make. The Secretary, however, was unable, because of his 
own illness, and later by illness in his family, to discuss the matter 
with Mr. Harding, and the committee then filed its report on Saturday, 
November 13, 1915, fixing the following Monday for discussion by the 
full Board, the Secretary of the Treasury having stated to members 
that he would be engaged on his report to Congress until the 15th, 
which the committee assumed would leave him free after that date. 
However, consideration of the report was postponed until Monday, 
November 22, 1915, because of the inability of the Secretary of the 
Treasury to be present until that date. 

At the meeting of November 22d, the opinion of the Attorney 
General, already referred to, was presented; also, the letters of two 
United States Senators. Your Committee desired to repeat that at no 
time had there been a discussion of the Committee’s original report of 
November 13th or of the revised report of November 17th. The 
Committee therefore regrets that before it had the opportunity which 
it desired to make an oral presentation of facts and arguments, and 
various data, in its possession, the Attorney General’s opinion was 
sought without its knowledge. 

Your Committee believes that it would have been fairer to the 
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President, to the Attorney General, and to the Federal Reserve Sys- 
tem, if the case had been submitted to the Attorney General with a 
full presentation of arguments on both sides of the question. If the 
Attorney General,’ ‘for example, had understood that no closing of 
banking offices was contemplated but that in every city’ where a 
Reserve Bank was abandoned a branch bank would be established, he 
would: not have been led to believe that the Committee’s recommenda- 
tion “would profoundly affect the currents of trade and alter the whole 
face of business throughout vast sections of the country,’ etc. 

If your Committee was right in its conclusions as to the advis- 
ability. of a smaller number of districts, the permanency which the 
Attorney General and every one of us desires for the future of the 
system would have been best secured by prompt and courageous action 
now. 

Your Committee, however, fully appreciates the authority of the 
Attorney General’s opinion and, submitting to the conclusions reached 
therein recommends that the Board abandon, at least for the present, 
any plan of redistricting which involves the consolidation of any dis- 
tricts and that the Board now addresses itself to the specific appeals 
pending and to such readjustments as may be permissible and prac- 
ticable under the Attorney General’s opinion. 

' There are now pending before the Board for disposal five 
applications, viz.: ; 


First: The application of certain member banks located in 
Western Connecticut requesting that the territory in which 
they are located be transferred from the First to the Second 
Federal Reserve District. The Committee respectfully rec- 
ommends that a date be fixed for the hearing of oral argu- 
ments before the Board relative to this appeal; 

Second: The application of certain member banks located in 
Wisconsin requesting that the territory in which they are 
located be transferred from the Ninth to the Seventh Federal 
Reserve. District. The Committee respectfully recommends 
that the Board send a letter ballot to all member banks of the 
Minneapolis District involved in this appeal, requesting that 
they reply promptly to the Federal Reserve Board, stating 
whether they wish to be transferred to the Seventh or to 
remain in the Ninth District, and stating also whether they 
feel that their interests are being harmed by remaining in the 
Ninth District; , 

Third: The application of certain member banks located .in 
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Louisiana requesting that the territory in which they are 
located be transferred from the Eleventh to the Sixth Dis- 
trict. The Committee respectfully recommends that, unless 
the Federal Reserve Bank of Dallas desires to be heard in 
the matter, the case of the Louisiana banks be decided upon 
the facts now in the possession of the Board without any 
further hearing, but if Dallas desires to be heard that a date 
for the hearing be promptly fixed. 

Fourth: The application of member banks located in 

and 

Fifth: Pittsburgh and Baltimore requesting that those cities be 
designated as Federal Reserve Cities in place of Cleveland 
and Richmond, respectively. 


Your Committee wishes to call the Board’s attention to the opinion 
of Mr. Elliott, dated March 1, 1915, which, in answer to the question, 
“Can the Federal Reserve Board, under the terms of the Federal 
Reserve Act, designate other Federal Reserve Cities in place of those 
selected by the Organization Committee?” held that the Board has no 
legal power to change the designation of a Federal Reserve City unless 
such change is necessary in order to accommodate the convenience and 
customary course of business in a readjusted district. Mr. Elliott, in 
disposing of this point, stated: 


If, therefore, the Board concludes that the districts are not 
apportioned according to the purpose and intent of the Act and 
determines that it is necessary to readjust such district, it would 
seem clear that it possesses an implied power to change the desig- 
nation of the Federal reserve cities. If, however, the districts are 
not readjusted, it seems very doubtful whether this power can be 
implied, and to change the designation of cities without readjust- 
ing the districts would necessitate resolving this doubt in favor of 
the exercise of this power against the apparent intent of Congress. 


On the strength of this opinion of its Counsel, the Board might 
well be justified in undertaking such changes in the designation of 
Federal Reserve Cities as may be necessarily incident to the readjust- 
ment of the districts in which they are located. On the other hand, 
in view of the great importance of the subject, and because of the 
doubt expressed by Mr. Elliott, and also because of the uncertainty in 
the minds of the Committee as to the intent and effect of the opinion 
of the Attorney General on this particular point, it submits for con- 
sideration of the Board the suggestion that the Governor be instructed 
to address a letter to the President, asking him kindly to request the 
Attorney General to give his opinion on the following questions; 
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(1) Can the Federal Reserve Board legally change the present 
location of any Federal Reserve Bank? 
(a) In the case where there has been no alteration in 
the district lines? and 
(b) In the case where there has been such a readjust- 
ment of district lines as in the opinion of the 
Board necessitates the designation of a new Fed- 
eral Reserve City in order that the convenience 
and customary course of business may be accom- 
modated as required by law? 
(2) Must the Board, in exercising its admitted power to read- 
just, preserve the $4,000,000 minimum capitalization of 
each and every Federal Reserve Bank? 


Your Committee finds itself unable to make any specific recom- 
mendation relating to the changes in the designation of the cities of 
Cleveland and Richmond as Federal Reserve Cities in the Fourth and 
Fifth Districts, respectively, but it feels that any attempt to determine 
those questions should be deferred until the Board is advised finally 
and definitely, not merely of its power to change the designation of a 
city, but also, first, whether the power to make such a change is 
dependent upon further readjustments in the district lines, and, 
second, whether, if it is dependent upon such readjustments, the 
$4,000,000 capital limit must be preserved in making such changes in 
the district lines. 

Your Committee also feels that if this matter is put up to the 
Attorney General, he should be advised that, while there are distinct 
features in the present adjustment of districts which do not commend 
themselves to the best judgment of the Committee, and do not in its 
opinion comply strictly with the injunction that due regard must be 
had to the convenience and customary course of business, we recognize 
the difficulty of adjusting these matters so long as the Board is bound 
to preserve twelve districts, and at the same time maintain for each 
bank a capital large enough to command sufficient prestige and 
confidence. 

In his opinion the Attorney General formulated the query, “Would 
the power to readjust districts, which is expressly conferred upon the 
Board, be nullified or rendered impotent if the power to abolish dis- 
tricts and banks is withheld?” Your Committee’s response to this is 
that the ruling of the Attorney General, as a practical matter, nullifies 
the Board’s power to readjust the districts inasmuch as such readjust- 
ment of necessity must be made with a view to preserving an adequate 
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capitalization for each bank, several of which are now close to the 
limit prescribed for the Organization Committee and of smaller size 
than is conducive, in the opinion of your Committee, to the best 
interests of the system. 
Respectfully submitted: 

F. A. DELANO 

P..M. WaARBURG 

W. P. G. HarpinG 

Committee 


APPENDIX B TO CHAPTER XXXIV 


OPINION OF ATTORNEY-GENERAL AS TO REDISTRICTING 


DEPARTMENT OF JUSTICE, 
Washington, April 14, 1916. 
| Sir: At the request of the Federal Reserve Board, you have sub- 
mitted the following questions for my opinion: 

I. Can the Federal Reserve Board legally change the present 
location of any Federal Reserve Bank: 

(a) In the case where there has been no alteration in the district 
lines; and 

(b) In the case where there has been such readjustment of district 
lines as in the opinion of the Board necessitates the designation of a 
new Federal Reserve city in order that due regard may be given to 
the convenience and customary course of business as required by 
section 2 of the Federal Reserve Act? 

Il. Must the Federal Reserve Board, in exercising its admitted 
power to readjust, preserve the $4,000,000 minimum capitalization 
required of each Federal Reserve Bank as a condition precedent to 
the commencement of business? 


I 


In my opinion of November 22, 1915, I expressed the view that 
the Federal Reserve Act does not confer on the Federal Reserve 
Board the power to abolish any of the existing Federal Reserve Banks 
or Federal Reserve districts. I believe that the reasoning of that 
opinion is equally applicable to both branches of the first question now 
submitted. 

Section 2 of the Federal Reserve Act provides: 

MAS | soon as Peas the Federal Reserve Bank Oreatneatce 
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Committee shall designate not less than eight nor more than twelve 
cities to be known as Federal Reserve cities, and shall divide the 
continental United States... . into districts each district to contain 
only one of such Federal Reserve cities. The determination of said 
organization committee shall not be subject to review except by the 
Federal Reserve Board when organized: Provided, That the districts 
shall be apportioned with due regard to the convenience and customary 
course of business and shall not necessarily be coterminous with any 
State or States. The districts thus created may be readjusted and new 
districts may from time to time be created by the Federal Reserve 
Board, not to exceed twelve in all. Such districts shall be known 
as Federal Reserve districts and may be designated by number. ... . 

“Said organization committee shall be authorized .... to make 
such investigation as may be deemed necessary by the said committee 
‘in determining the reserve districts and in designating the cities 
within such districts where such Federal Reserve Banks shall be 
severally located.”’ 

The same section further provides: 

“The said committee shall supervise the organization, in each of 
the cities designated, of a Federal Reserve Bank, which shall include 
in its title the name of the city in which it is situated, as ‘Federal 
Reserve Bank of Chicago.’”’ 

Since the Act thus provides that each city designated as a Federal 
Reserve city is to be the location of a Federal Reserve Bank, it follows 
that a change in the location of a Federal Reserve Bank would in 
effect be the designation of a new Federal Reserve city and the aban- 
donment of one previously designated. I find no more warrant in 
the Act for the abandonment of one Federal Reserve city and the 
designation of a new one than I do for the abolition of a Federal 
Reserve district when once established. 

The power to designate a new Federal Reserve city (12 cities 
having been named by the Organization Committee) or to change the 
location of a Federal Reserve Bank is not expressly conferred by the 
Act on the Federal Reserve Board. If the Board possesses such 
power, it is only by implication from the provision that— 

“The determination of said Organization Committee shall not be 
subject to review except by the Federal Reserve Board when organ- 
ized: Provided, That the districts shall be apportioned with due regard 
to the convenience and customary course of business and shall not 
necessarily’ be coterminous with any State or States. The districts 
thus created may be readjusted and new districts may from time to 
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time be created by the Federal Reserve Board, not to exceed twelve 
in all.” 

In my opinion there is no clear indication, either in the provision 
just quoted or elsewhere in the Act, of an intent to confer on the 
Federal Reserve Board the power to change the location of Federal 
Reserve Banks by the designation of new Federal Reserve cities. On 
the contrary, there are indications of an opposite intent. As stated 
in my opinion of November 22, 1915, above referred to, “the merely 
negative statement that the determination of the Organization Com- 
mittee shall not be subject to review except by the Federal Reserve 
Board when organized clearly can not be enlarged into an affirmative 
grant of power to the Board to review and set aside everything done 
by the Organization Committee. The reasonable view is that by that 
language Congress meant that the determination of the Organization 
Committee should not be subject to review at all, except in so far 
as the subsequent provisions specifically authorize a review by the 
Federal Reserve Board. The only subsequent provision authorizing 
a review of the determination of the Organization Committee by the 
Federal Reserve Board is contained in the sentence, ‘The districts thus 
created may be readjusted and new districts may from time to time 
be created by the Federal Reserve Board, not to exceed 12 in all.” . 

Again, as stated in that opinion, “a reading of the Act shows at 
once that the Organization Committee was created not merely for the 
purpose of attending to the formalities of organization or to serve 
as a stop-gap until the Federal Reserve Board should come into exist- 
ence, but that it had an independent function to perform and to that 
end was invested with wide powers. That is to say, its function was 
to organize the system as contradistinguished from the function of the 
Federal Reserve Board, which was primarily to administer the system.” 

The duty of designating Federal Reserve cities belonged to the 
Reserve Bank Organization Committee as a part of the organization 
of the system, and the committee was required by the Act to designate 
not less than 8 nor more than 12 cities. This duty is named first 
among those imposed upon the Organization Committee, and it is 
imposed by the same provision of section 2 which required the com- 
mittee to divide the United States into Federal Reserve districts. 
The same considerations that indicate an intention that the several 
districts should be permanent would also indicate that the designation 
of the cities was not to be made for:temporary purposes, but was 
intended to be permanent, subject, of course, to change by Congress. 
The designation was to be made only after thorough investigation, and 
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the same machinery was provided to facilitate both the determination 
of the districts and the designation of the cities. Thus, section 2 
provides: 

“Said Organization Committee shall be authorized to employ coun- 
sel and expert aid, to take testimony . .. . and to make such investi- 
gation as may be deemed necessary ... . in determining the reserve 
districts and in designating the cities within such districts where such 
Federal Reserve Banks shall be severally located.” 

In my opinion, this coupling of the duty of determining the districts 
with the duty of designating the Federal Reserve cities within the 
several districts shows an intention on the part of Congress that the 
cities so designated are to constitute the fixed centers in the scheme 
or system of division, the duty of designating the cities being coordi- 
nate with the duty of forming districts around them. It was left to 
the discretion of the Organization Committee whether it should 
designate the full number of Federal Reserve cities and establish the 
full number of Federal Reserve districts permitted by the Act. The 
committee elected to designate and establish the full number author- 
ized, thereby practically suspending the operation of the provision of 
the Act that “new districts may from time to time be created by the 
Federal Reserve Board not to exceed 12 in all.’ The primary if not 
the only purpose of that provision must: have been to take care of 
the situation in the event that the Organization Committee had desig- 
nated less than 12 Federal Reserve cities. 

The fact that the Federal Reserve Board, aside from the provision 
relating to the creation of new districts from time to time, was merely 
given the power to readjust districts suggests that there was to be 
some permanent characteristic or element in the districts created by 
the Organization Committee. If, however, in addition to the power 
which the Federal Reserve Board has of readjusting districts by 
changing their boundary lines, it also. possessed the power to change 
the location of the respective Federal Reserve cities within such 
districts, then the Board could, by successive changes of cities and 
boundaries, entirely obliterate existing districts and substitute in their 
place new districts totally different from those created by the Organi- 
zation Committee. I do not think that Congress intended to confer 
such a power. 

The Act provides that each Federal Reserve Bank is to include 
the name of the city in which the bank is located. By section 4 it is 
provided that the organization certificate of each bank shall state 
specifically— 
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“The name of such Federal Reserve Bank, the territorial extent 
of the district over which the operations of such Federal Reserve Bank 
are to be carried on, the city and State in which said bank is to be 
located, the amount of capital stock, and the number of shares into 
which the same is divided. . . . .” 


one. 0) © kOme.6 


When the minimum amount of capital stock required for the 
organization of any Federal Reserve Bank shall have been subscribed, 
the Organization Committee is directed to designate any five of the 
subscribing banks to complete the organization and to execute and file 
with the Comptroller of the Currency a certificate of organization, 
stating the name of such Federal Reserve Bank, the city and State in 
which it is located, the territorial extent of the district in which its 
operations are to be carried on, the amount of its capital stock and the 
number of shares into which the same is divided, the name and place 
of business of each bank executing the certificate of organization and 
of each subscribing bank and the number of shares subscribed by. 
each, etc. (sec. 4). 

Upon the filing of this certificate such Federal Reserve Bank 
becomes a body corporate, with the powers which are enumerated, 
amongst them the power— . 
“to have succession for a period of twenty years from its organization 
unless it is sooner dissolved by an act of Congress, or unless its fran- 
chise becomes forfeited for some violation of law” (sec. 4). 

Acting under the authority of these provisions, the Organization 
Committee’ divided the country into 12 Federal Reserve Districts and 
designated in each a Federal Reserve city. Boston was designated as 
the Federal Reserve city for district No. 1; New York for district 
No. 2; Philadelphia for district No. 3; Cleveland for district No. 4; 
Richmond for district No. 5; Atlanta for district No. 6; Chicago for 
district No. 7; St. Louis for district No. 8; Minneapolis for district 
No. 9; Kansas City for district No. 10; Dallas for district No. 11; 
San Francisco for district No. 12. A certificate to that effect was 
filed on April 2, 1914, in the office of the Comptroller of the Currency. 

A Federal Reserve Bank was duly organized at each of these cities. 
On May 18-20, 1914, all filed their certificates of organization and 
thereby became bodies corporate with the rights and powers: enu- 
merated in section 4 of the Act. Their organization was officially 
announced by the Secretary of the Treasury, pursuant to the second 
paragraph of section 19 of the Act, and on November 14, 1914, pur- 
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suant to section 4 of the Act, they were authorized by the Comptroller 
of the Currency to commence business. . 


They have been engaged in business for a little over a year. 


Their 


statement for the week ending November 12, 1915, shows their capital, 


‘deposits, and total resources, as follows: 


Federal Reserve Bank of— Capital Deposits Resources 
IR OSL OURAN ia eae eeita:, sears $ 5,171,000 | $.22,218,000 | $28,615,000 
INGWEYOLKi en, Beers eo 11,059,000 181,710,000 196,544,000 
iPhaladelphiaae se rces oe 5,273,000 19,933,000 25,206,000 
Glevelandmeratas Ales. 5,945,000 18,556,000 24,501,000 
IRVIGlNTN OCIS es IS MewoMe oe oF 3,352,000 *13, 160,000 21,669,000 
PNG anita ee et, anion dake 2,417,000 *11,268,000 16,629,000 
Chicago oni) At, Has 6,635,000 49 ,993 ,000 56,628,000 
Sal Pobiceae e oe Pe 2,778,000 TI ,204,000 13,982,000 
Mined polish mit eee 2,495,000 10,425,000 12,920,000 
Iawanceis <Ciliny davobtsnc gee 8 3,027 ,000 9 , 826,000 14,080,000 
Dallasisayey. Set aL 2,753,000 *11,992,000 18,671,000 
Sah UERRNGN CS) yc one an oe: 3,941,000 14,032,000 17,973,000 
PotalyMwOh ot Be, Ot 54,846,000 | 374,317,000 446, 192,000 


* Includes Government deposit of $5,000,000. 


All of them have issued Federal Reserve notes, of which at present 
time $160,000,000 in round figures are outstanding. 

One has purchased a site for its bank building, and the others have 
leased quarters for long terms. 

The question is, Has the Federal Reserve Board the power to 

abolish any of the existing Federal Reserve Districts established by 
‘the Organization Committee as hereinabove described? 
“As there can be only one Federal Reserve Bank in a district, a 
“district can not’ bé abolished without abolishing a bank. Therefore, 
inseparably linked with the question first stated is the further ques- 
tion, Has the Federal Reserve Board the power to abolish a Federal 
Reserve Bank? 

And sincé, concededly, the power to abolish a Federal. Reserve 
District or a Federal Reserve Bank is not granted in express terms, 
the question finally becomes, Is it to be implied from other provisions 
-of the Act that Congress intended to confer that power ? 

~The Counsel of the Board held not, in an opinion dated March 1, 
1915. Subsequently, Mr. Joseph P. Cotton, of New York, was con- 
‘sulted, and he reached the opposite conclusion in an opinion dated 
November 19, 1915. 


e 
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The Federal Reserve Banks are not banks in the ordinary sense. 
They are banks composed of banks. They touch the business life of 
the Nation in its most sensitive spot. Of all the processes of business, 
theirs is perhaps the most delicate. 

In determining whether Congress intended by implication to confer 
upon the Federal Reserve Board power to abolish one or more of 
these institutions, it is proper to consider that if the power exists at 
all it may be exercised not only now, but at any time in the future. 
Certainly it was the expectation of Congress that the Federal Reserve 
Banks would extend their roots deep; that upon them as a foundation 
permanent banking arrangements better than any we have ever known 
would be constructed; and that they would become interwoven with 
the business fabric of the country. 

If these expectations shall be realized, and in this discussion we 
must assume that they will be, the abolition of one or more of the 
Federal Reserve Districts, and consequently of one or more of the 
Federal Reserve Banks, whether for better or for worse, would pro- 
foundly affect the currents of trade and alter the whole face of busi- 
ness throughout vast sections of the country, to say nothing of the 
effect upon the investments of member banks and perhaps of the public 
in the capital stocks of reserve banks. 

It must be acknowledged that the power to do such a thing is, to 
borrow a phrase of the Supreme Court, “a power of supreme delicacy 
and importance”; and I am of the opinion that the failure to confer 
such a power in express terms would be regarded by the courts as 
virtually conclusive that Congress did not intend it to be exercised 
except by itself. 

A leading case in point is Interstate Commerce Commission v. 
Railway Co. (167 U. S., 479). There the question was whether the 
Interstate Commerce Commission, when it found a particular rate to 
be unreasonable, was given the power by the act to regulate commerce 
as originally enacted to prescribe what should be a reasonable rate for 
the future. As in the present instance, the power in question was not 
expressly given, but the commission claimed that it had the power by 
necessary implication. 

Briefly stated, its contention was, that it was expressly charged 
with the enforcement and execution of the provisions of the act; that 
amongst other provisions was section 1 which required all charges to 
be reasonable and just and prohibited every unjust and unreasonable 
charge; that in the nature of things it could not enforce this mandate 
of the law without a determination of what are reasonable and just 


CHANGING THE FEDERAL RESERVE SYSTEM 7605 


charges; and finally, since no other tribunal was created to make that 
determination, it must be implied that the commission was authorized 
to do so (167 U. S., 500, 5or). 

The court, overruling this contention, held that as the act did not 
expressly grant the power the commission did not possess it. Speak- 
ing through Mr. Justice Brewer, the court said: 

“The question debated is whether it (Congress) vested in the com- 
mission the power and the duty to fix rates; and the fact that this is 
a debatable question, and has been most strenuously and earnestly 
debated, is very persuasive that it did not. The grant of such a power 
is never to be implied” (494). 

Again, it refers to—“the inference which irresistibly follows from — 
the omission to grant in express terms to the commission this power 
of fixing rates” (506). 

And again—‘The vice of this argument is that it is building up 
indirectly and by implication a power which is not in terms granted” 
(509). 

Still again—‘‘And if it (Congress) had intended to grant the power 
to establish rates, it would have said so in unmistakable terms” (509). 

Whilst this seems to me decisive of the matter, I will nevertheless 
examine the provision of the act which is put forward as a ground for 
implying that Congress intended to confer upon the Federal Reserve 
Board the power in question. That provision, which is found in sec- 
tion 2 immediately following the grant of power to the Organization 
Committee to designate Federal Reserve cities and to establish Federal 
Reserve Pistricts, reads as follows: 

“The determination of said organization committee shall not be 
subject to review except by the Federal Reserve Board when organ- 
ized: Provided, That the districts shall be apportioned with due regard 
to the convenience and customary course of business and shall not 
necessarily be coterminous with any State or States. The districts 
thus created may be readjusted and new districts may from time to 
time be created by the Federal Reserve Board, not to exceed twelve 
in all.” 

The merely negative statement that the determination of the 
Organization Committee “shall not be subject to review except by the 
Federal Reserve Board when organized” clearly can not be enlarged 
into an affirmative grant of power to the Board to review and set aside 
everything done by the Organization Committee. The reasonable view 
is that by that language Congress meant that the determination of the 
Organization Committee should not be subject to review at all, except 
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in so far as the subsequent provisions specifically authorize a review 
by the Federal Reserve Board. The only subsequent provision author- 
izing a review of the determination of the Organization Committee of 
the Federal Reserve Board is contained in the sentence— 

“The districts thus created may be readjusted and new districts 
may from time to time be created by the Federal Reserve Board, not 
to exceed twelve in all.” 

But the power to readjust districts does not necessarily carry with 
it the power to abolish districts and banks. On the contrary, it would 
be departing from the usual meaning of the language to give it that 
effect. In the affairs of business especially the word “readjust” is 
‘associated with the idea of preservation rather than of destruction. 
When it is used in connection with any business or political entity we 
instinctively think not of the destruction of that entity but of its 
preservation in some other form. When it is used in connection with 
a geographical area, such as a district, we instinctively think of 
changes in boundary lines, not of the blotting out of anything. To 
illustrate, suppose the Constitution had provided that Congress should 
have power to readjust the States taken into the Union. Would it be 
contended that this included power to abolish States? I can not think 
so. Likewise here, in my opinion, the power to readjust districts 
refers to changes in boundary lines. 

This conception of the power is exemplified in the changes hereto- 
fore made by the Federal Reserve Board in the boundaries of the dis- 
tricts as fixed by the Organization Committee. To cite one instance, 
northern New Jersey was detached from the district of which Phila- 
delphia is the center and annexed to the district of which New York 
is the center. ! 

But if what was meant by readjustment of districts were obscure 
instead of reasonably clear, there would still be no ground for imply- 
ing the power to abolish districts and consequently to abolish banks 
from a power to readjust districts and to add new districts. 

A power not expressly conferred can arise as an incident to the 
exercise of some other power only because essential to the exercise of 
that power or because included therein as a lesser power of like nature 
or effect. (The Floyd Acceptance, 7 Wall., 666, 680; Branch v. 
Jessup, 106 U. S., 468, 478.) 

No one would say that the power to abolish is a lesser power than. 
the power to readjust. It only remains then to inquire whether the 
power to abolish districts and banks is essential to the exercise of the. 
power to readjust districts. In other words, would the power to read- 
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just districts, which is expressly conferred upon the Board, be nullified 
or rendered impotent if the power to abolish districts and banks is 
withheld ? 

I have not heard that contention made and do not see how it could 
be made. Obviously the power conferred can fall short of the power 
of abolition and still have a wide and useful field of operations. From 
time to time much may be done to promote the convenience and effi- 
ciency of the system by readjusting the boundaries of districts, adding 
here and taking away there, without abolishing districts and without 
abolishing banks. 

The only grounds upon which a power may be implied are thus 
lacking here. Rather the specification of the power to readjust dis- 
tricts and of the power to increase the number of districts carries with 
it the implication that Congress did not intend to grant the greater 
power to abolish districts. As the Supreme Court has said in similar 
circumstances : 

“.. . If Congress had desired to grant such authority it would 
have been easy to have said so in express terms.” (Tillson v. United 
States, 100 U. S., 43, 46.) 

Again it does not seem reasonable to suppose that Congress would 
have authorized the Organization Committee to establish these very 
elaborate banking units if another body to be organized only a few 
months later was to have the power not only to make readjustments 
among them but to abolish altogether a substantial number of them. 

Finally, the power of readjusting districts and of creating new 
districts conferred by this provision upon the Federal Reserve Board 
is subject to two limitations only: (1) There must be “due regard to 
the convenience and customary course of business,” and (2) the num- 
ber of districts can not exceed 12 (sec. 2). If, therefore, the power 
to readjust districts includes the power to abolish districts, I see 
nothing to prevent the Board from abolishing districts and banks until 
the number is reduced not only to eight but to six, four, or even one, 
if in the judgment of the Board “due regard to the convenience and 
customary course of business” dictates that policy. Assuredly Con- 
gress intended no such result. 

But not only does this provision afford no sufficient basis for 
implying that Congress intended to grant the power in question; there 
is another provision in the Act which shows affirmatively, I think, that 
it did not intend to grant that power. ; 

Section 4 provides that— 

“Upon the filing of such certificate with the Comptroller of the 
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Currency as aforesaid, the said Federal Reserve Bank shall become a 
body corporate and as such, and in the name designated in such organ- 
ization certificate, shall have power. . 

“Second. To have succession for a period of twenty years from its 
organization unless it is sooner dissolved by an act of Congress, or 
unless its franchise becomes forfeited by some violation of the law.” 

Here is an assurance by Congress that a Federal Reserve Bank 
organized under the provisions of this Act shall have the right to 
exist for a period of 20 years, except in two specific contingencies, 
i. e., unless it shall forfeit the right by a violation of law, or unless 
Congress itself shall shorten the period. 

The Federal Reserve Banks were organized, their capital sub- 
scribed, and large obligations undertaken by them on the faith of that 
express assurance and in the expectation of enjoying that right. 

Manifestly, to imply a power in the Federal Reserve Board to 
abolish Federal Reserve Banks at will would directly conflict with the 
rights and powers expressly conferred upon those banks by this 
section. 

A power thus expressly conferred can not be destroyed or seriously 
impaired by implying a conflicting power—at least not unless the 
grounds for the implication are irresistible, which, as we have seen, is 
not the case here. (Texas & Pacific Ry. Co. v. Abilene Cotton Oil 
Co., 204 U. S., 426, 440, 441, 446; Wilder Mfg. Co. v. Corn Products 
Co}, 2361U7S.31165791 748475) 

Finally, it remains to be observed that the reports of the committees 
which considered this Act and the debates attending its passage, while 
discussing fully many different powers conferred or proposed to be 
conferred upon the Federal Reserve Board, contain no mention of the 
power here in question. This is very significant. It shows, I think, 
an entire absence on the part of Congress of any thought of confer- 
ring such a power. For, considering the far-reaching consequence of 
the power, it is not easy to believe that if the granting of it had been 
under consideration at all, the fact would not have been mentioned by 
some one in the course of the thorough and exhaustive discussion 
which the subject underwent in Congress. 

I sum up my conclusions as follows: 

First, concededly the power to abolish Federal Reserve Districts 
and Federal Reserve Banks is not conferred upon the Federal Reserve 
Board in express terms; second, it is a rule of statutory construction 
that the failure to grant in express terms a power of such great conse- 
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quence raises a convincing presumption that Congress did not intend 
to grant it; third, putting out of view that presumption, there is no 
provision in the Act from which an intention to confer this power can 
fairly be implied, but on the contrary there is a provision which shows 
affirmatively that Congress did not intend to confer it; fourth, the 
absence of any mention of such a power in the reports of committees 
and the debates dealing with the legislation shows that the thought of 
conferring it was not in the mind of Congress. I am of the opinion, 
therefore, that the Board does not possess the power in question. 
Very respectfully, 
T. W. Grecory, 
Attorney General. 
The PresiDENT, 
The White House. 


APPENDIX C TO CHAPTER XXXIV 


LETTER FROM REPRESENTATIVE GLASS To F. A. DELANO, MEMBER OF 
THE FEDERAL RESERVE BOARD, ON THE MoVEMENT WITHIN 
THE Boarp TO REDUCE NUMBER OF RESERVE BANKS 


November 13, 1915. 
Strictly confidential 


My dear Mr. Delano: 

On reaching my hotel tonight I find your confidential note, with 
enclosure of report of your committee, for which I thank you. I had 
read in the Washington Star of yesterday a paragraph to the effect 
that the Federal Reserve Board contemplated some such action as that 
proposed by your committee; but, being somewhat incredulous, I 
called Dr. Willis over the ‘phone last night to ascertain, if I. properly 
might, whether the publication had a real basis in fact. Being assured 
that it had, I today prepared a statement for the newspapers in which 
I challenge the right of the Board to do what is suggested and com- 
ment on the reason assigned by the Star for the meditated proceeding. 
However, aside from my utter distaste for newspaper disputation, I 
am otherwise dissuaded from public discussion of the matter just at 
this moment. 

You have been so consistently courteous and cordial to me, my 
dear Mr. Delano, and so considerate also, that it pains me to have to 
disagree radically with any view that you express concerning the 
administration of the Federal reserve system. Yet, the very fact that 
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I have felt so strongly drawn to you and have been so confidently 
impressed by your earnest devotion to the work of the Reserve Board, 
prompts me to write very plainly with respect to the committee report 
which you have done me the kindness to transmit. 

I was among the few members of the House Banking and Currency 
Committee who hoped that the Reserve Board Organization Committee 
would start the system with the minimum number of regional banks. I 
was among the very few members of either branch of Congress who 
felt that there was much exaggeration of the real peril in Mr. War- 
burg’s “piping” system which received such scant consideration; so 
what I say now may not be related to any preconceived prejudice 
against a reasonable concentration of reserves or liking for a large 
number of reserve banks. I simply question outright the power of 
the Federal Reserve Board to reduce the number of banks and, apart 
from every other consideration, I think such action would be a usurpa- 
tion of authority for which no defense can be found in the text of the 
act itself and I know it would be a perversion of the intent of those 
who drafted the bill and managed the legislation. 

The currency bill, as originally drawn, contained no reference to 
the question of abolishing reserve banks beyond that involved in the 
paragraph relating to the charter-life of a bank, which could be ter- 
minated only by act of Congress or by forfeiture for violation of law. 
This was held by most of us to be sufficient. But there were mem-’ 
bers of the Committee so bitterly opposed to the centralization of 
reserves and so fearful of control by a few banks, in subjection to 
“special interests,’ that an amendment was made which provided that 
“no federal reserve district shall be abolished nor the location of a 
federal reserve bank changed except upon the application of three- 
fourths of the member banks of such district.” In-vain some of us 
pointed out that this was in conflict with the “charter-life” provision 
of the bill: those fearful of a system of few banks prevailed in the 
House Committee. But the Senate Committee, noting the conflict, 
eliminated the amendment cited; and the House conferees on dis- 
agreeing votes, of which I Was one of two, concurred in the altera- 
tion, for the reason indicated. Thus we gave the Federal Reserve 
Board authority to “create new districts,” distinctly modifying the 
term by immediately and clearly indicating that the modus was to be 
by multiplication, ‘not to exceed twelve in all.” To “create” doesn’t 
mean to “destroy.” We distinctly did not give, even by implication, 
nor intend to give, the Board power to reduce the number of banks 
first created. There is not, in my belief, a vestige of sanction in the 
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act for any different assumption. Certainly there is no warrant of 
authority to “abolish” districts in the power conferred on the Board 
to “readjust” district lines. Readjustment of lines cannot mean extinc- 
tion of districts, nor can the power to “review,” upon appeal, the work 
of the Organization Committee in locating reserve banks be reasonably 
interpreted into authority to “abolish” banks. No ‘such interpretation 
of the phrase, standing alone, would be tenable: read in connection 
with section 4, expressly reserving to Congress alone the right to dis- 
solve banks, such interpretation, as it seems to me, is impossible. But 
this strained construction of the phrase, if ever admissible, could not 
be applied now without coming in plain and sharp conflict with the 
charter-life provision of the act or without ‘involving the federal 
reserve system in disastrous litigation. Such action to be regarded, 
in any sense, a “review” of the work of the Organization Committee 
as to chartering banks, should have been taken (1) before the Secre- 
tary of the Treasury, as required by the act itself, “officially announced 
the establishment of a Federal Reserve Bank” in a specified district 
and (2) before the bank proposed to be abolished had been, as provided 
by the law, “authorized by the Comptroller of the Currency to com- 
mence business under the provisions of this act.” 

But, as I have said, it was never intended that these terms should 
bear any such construction as that which I fear your Committee placed 
on them, albeit you do not explicitly say upon what sanction of law the 
Federal Reserve Board would rely for the extraordinary action pro- 
posed. I am not a lawyer nor an adept in the interpretation of law; 
but I do know what the proponents of the federal reserve act and the 
managers of the legislation intended to write on the statute book. 

Moreover, assuming that you have the power, I find myself unable 
to agree with your Committee’s argument for the proposed action, and 
I totally dissent from the printed reason ascribed to the Board for 
its contemplated abolition of certain reserve banks. Congress did not 
act carelessly nor in ignorance in fixing the maximum number of 
reserve banks. I am writing hastily at my hotel, where documents 
are not available; but in the archives of my committee-room is abund- 
ant evidence of the painstaking care with which expert compilation 
were applied to this question, and not one of the existing reserve banks 
falls one dollar under the computation of probable resources made by 
our actuaries, so there has been no decentralization of reserves beyond 
that which Congress deliberately sanctioned. Of course I do not 
know with what evidence your Committee can fortify its suggestion 
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that Congress did wrong in authorizing, and the Organization Com- 
mittee in establishing, twelve reserve banks; but I cannot imagine that 
it relates to lack of resources, because the chief officer of one of the 
reserve banks proposed to be abolished has recommended to the Board 
that it shall include in its suggestions to Congress an amendment to 
the federal reserve act authorizing a return to member banks of 95 
per cent of the normally available capital subscribed, thus radically 
reducing the capital resources of the banks. Furthermore, it is in the 
power of the Board to make the resources of strong banks available to 
aid weaker banks in time of stress. It is a complete, not a fragmentary 
system. 

I cannot think, either, that your evidence relates to the reason given 
in the Washington Star for the abolition of certain banks, to the effect 
that “four of the banks lost money for the quarter ending September 
30.” You know and I know that some of the administrators of fed- 
eral reserve banks have not tried to earn expenses. Quite the con- 
trary, they have tried not to earn expenses; to my knowledge they 
have intrigued to this end. And this to me is not astonishing, for a 
member of the Board and your Committee, our mutual friend Mr. 
Warburg, has publicly proclaimed that he would have been “ashamed 
of these banks” had they earned their expenses. While I do not agree 
with Mr. Warburg as to the economics of this view, I am cheertully 
willing to concede that there was nothing sinister in his declaration; 
but there are those who will misunderstand his remark and ascribe 
it to a desire to wreck the federal reserve system and build upon its 
ruins his eagerly desired bank of banks. And if the Federal Reserve 
Board, either through usurpation of power or exercise of authority 
which the federal reserve act may be thought to confer, should at this 
time try to abolish certain reserve banks because all the banks have 
not earned expenses, Mr. Warburg’s avowed wish that they shall not 
be self-sustaining will be plausibly imputed to him and to the Board 
as undisguised hostility to a system and part of a scheme to discredit 
it. And, unhappily, this belief would be accentuated by the incon- 
testable fact that the Board itself, under the persistent leadership of 
Mr. Warburg, has failed to put into operation mandatory provisions 
of the federal reserve act which were intended to enable the federal 
reserve banks to earn expenses and which no member of the Board, 
I must assume, will deny would enable these banks to earn expenses. 
It is my deliberate judgment that the action proposed by your Com- 
mittee, if taken at this time, would arouse a spirit of ferment and of 
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bitter resentment in the country, especially in the large sections 
affected, which would speedily be reflected in action by Congress. 

I have frankly admonished Mr. Warburg in the kindliest spirit of 
sincere friendship that his conception of the federal reserve system 
as a purely “emergency” institution is wholly foreign to the view of 
the administration which recommended and the Congress that brought 
that system into being. It was never intended by anybody who had 
any effective part in the inception and passage of this legislative act 
that these banks should be practically moribund for nine out of every 
ten years of their existence and only be put into action to “save a 
situation” or to retrieve financial disaster. 

If we want a system of that kind, we can return to the hybrid 
Vreeland-Aldrich scheme, which would enable us to abolish the Fed- 
eral Reserve Board, as well as the federal reserve banks, and conduct 
the enterprise from a corner bureau in the Treasury building. I have 
supposed that in the federal reserve act we had instituted a great and 
vital banking system, not merely to correct and cure periodical finan- 
cial debauches, not simply indeed, to aid the banking community alone; 
but to give vision and scope and security to commerce and amplify the 
Opportunities, as well as to increase the capabilities of our industrial 
life at home and among foreign nations. I am not willing yet to 
think that I have misconceived the thing. 

I have written ten times more than I purposed to say, Mr. Delano, 
when I started to acknowledge the courtesy of your note; and, what is 
more, have written with my own hand, which is distinctly against my 
physician’s advice. But I cannot conclude without taking the very 
great liberty to suggest that you should long and carefully consider 
the astounding intimation of your Committee that the federal reserve 
system, which at the very weakest period of its existence—in its in- 
fancy, so to speak—has withstood the shock and upheaval of the great- 
est war in the history of the earth, will, in its growth and strength, 
be gravely endangered when the readjustments of peace ensue. To 
me this is startling. I believe such a forecast of deficiency seriously 
made public by the Federal Reserve Board would alarm the country 
to the point of panic, and do it instantly. I believe it would put a 
check to enterprise and a rein upon endeavor that would result in 
immediate doubt and ultimate disaster. I do not at all participate in 
your fears. I think we have a good banking system, which will con- 
tinue to prove itself in larger measure as those who administer it 
give it a fair chance and operate it with confidence. I know you want 
to do this, and I could wish for you no greater distinction, nor for 
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our country any greater blessing, than would be involved in the actual 
achievement. 

I hope to be able to have this letter typewritten before I leave for 
New York Monday morning and to subscribe myself, with cordial 
regards 

Faithfully yours, 
CARTER GLASS. 
Hon. F. A. Delano, 
Federal Reserve Board, 
Washington, D. C. 


CHAPTER XXXV, 


THE GOLD SETTLEMENT FUND 


Two Kinds of Clearing 

As has been seen at another point, the Federal Reserve Act 
had made provision for two kinds of clearing operations, the 
one local or district, the other interdistrict or national. Of the 
two, the national system of clearing was by far the easier to 
install. This was for the reason that it was exclusively an 
intrasystem mechanism whose functions were directly con- 
cerned with the facilitation of system transactions, so that it 
did not interfere with the operations or profits of other banks. 
True, as the federal reserve system itself developed, it might 
be expected that this inter-reserve bank system would prove 
of fundamental importance in bringing about the success of 
the local or district clearing system which had been encouraged 
at federal reserve banks under direction of the board, but this 
was too remote a prospect to afford good ground for very 
determined opposition to the undertaking. Moreover, it be- 
came very early apparént that if the federal reserve system 
itself was in fact to be a system, it must have some means of 
communication between its different elements. Inter-reserve 
bank transactions were distinctly contemplated by the Federal 
Reserve Act, and it needed only a superficial study to see that 
unless the reserve banks were to resort to the somewhat ridicu- 
lous expedient of communicating through other banks, some 
practical means of intrasystem operations would have to be 


devised. 
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Object of Reserve Act 

In framing the Federal Reserve Act it had not been deemed 
expedient to make an elaborate or detailed provision for the 
establishment of this intrasystem clearing, but it had been 
felt that enough would be done by bestowing broad powers 
and leaving them subsequently to be interpreted and applied. 
Consequently, in the Federal Reserve Act as adopted there 
was found: in Section 13 the grant of authority to the Fed- 
eral Reserve Board to act as a clearing house for the several 
reserve banks or to designate some reserve bank so to act. 
The latter part of the provision had been retained as a kind 
of survival from an earlier plan which had been in contem- 
plation during the early days of organization of the system. 
This plan had contemplated the establishment of one reserve 
bank or of a joint branch of all reserve banks at Washing- 
ton, in order that the Board might have the actual banking 
machinery under its immediate control. With the abandon- 
ment of this idea and with the decision to rely only upon the 
ordinary machinery of the reserve banks themselves and not 
necessarily to bring any one of them into close connection 
with the Board, the latter part of the provision became obsolete 
in effect, so that the only phase of it which remained practical 
was that which authorized the Board to act as a clearing house 
for the several federal reserve banks. 


Meaning of Clearing House 

Much now depended upon the meaning of the term “clear- 
ing house’ as thus employed. The subject, as already seen, 
had been elaborately discussed by the Preliminary Organization 
Committee which, after much debate, had accepted a plan for 
the creation of a gold settlement fund at Washington. Work- 
ing upon the theory that in this connection at least a relatively 
narrow interpretation must be given to the term “clearing 
house,” since the other or broader functions exercised by 
clearing houses in general were practically all covered under 
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the Board’s general banking authority. In the view of the 
Preliminary Organization Committee, therefore, the power 
bestowed upon the Board, as already described, was in essence 
a power to provide machinery for the actual process of clearing 
in the technical sense of the term. So strongly had the Pre- 
liminary Organization Committee been impressed with this 
view that its recommendations with reference to the applica. 
tion of the power had related practically alone to the installa- 
tion of the clearing process. It is worth while to note at this 
point the recommendations which had been made by the Pre- 
liminary Organization Committee and which were therefore 
before the Board at the time when the system was passing 
through its first period of organization. The preliminary com- 
mittee in its report had furnished the following outline of pro- 
cedure which it strongly recommended. 


Proposed Plan 


To settle the balances between reserve banks, growing out of these 
various transactions, a clearing house is suggested, as provided in the 
act, in the clause which specifies that: “The Federal Reserve Board 

. may at its discretion exercise the functions of a clearing 
house for such Federal reserve banks, or may designate a Federal 
reserve bank to exercise such functions. . at 

If one of the Federal reserve banks should be chosen as a clearing 
house, for convenience of location it might be the Chicago bank; but 
this function of clearing would be better assumed by the Federal 
Reserve Board. For many reasons it would be well to establish the 
clearing house at the national capital. Since each reserve bank will 
carry a single account with every other reserve bank, subject to simul- 
taneous debit and credit, the bulk of the interchange of business will 
clear itself. Balances will arise partly on account of the seasonal 
changes which will alter the debit and credit relationship between the 
districts, and partly on account of the fact that membership in the 
system will not be proportionately equal as between national and State 
banks in different regions. 

The plan herewith proposed is based upon the requirement that each 
Federal reserve bank deposit with the Federal Reserve Board clearing 
house all of its gold beyond that which will be sufficient to take care 
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of local needs. This gold deposit, carried on the books of each reserve 
bank in a separate item as a part of its reserve funds, can be used 
in either of two ways or in a combination of them to effect settlement 
which will be explained later. Settlement need not be made between 
reserve banks oftener than weekly, since to require daily settlement 
might prevent the operation of the natural clearing effected by the 
interchange of ordinary business transactions. Therefore, at the close 
of business on each Thursday, each reserve bank should wire the 
clearing house the amount of the balance and should state whether 
debit or credit relations exist between it and other reserve banks. 
Allowing one day, Friday, for adjustment of any differences in the 
advices received, the clearing would be effected on Saturday. How 
this shall be done depends upon a consideration of the following pos- 
sibilities: 

The gold deposited with the clearing house may be credited upon a 
simple set of books to each bank so depositing. Clearing would then 
be effected by a charge and credit on the books, and advice would be 
made to the reserve banks. This is the simple plan, but it has one 
apparent disadvantage in that the banks would have no tangible evi- 
dence of the ownership of the gold other than a book credit. Con- 
sideration might, therefore, be given a plan of issuing certificates in 
large denominations against the proposed gold deposits as clearing 
house currency certificates are now issued. Upon the direction of the 
Federal Clearing House, the debtor reserve banks would mail these 
certificates to the creditor banks to pay balances. These two plans 
might be combined so that, although the clearing of balances would 
be effected by book transfers of gold at the Federal Clearing House 
the debtor banks could anticipate this settlement by mailing certificates 
to creditor banks prior to the day of settlement. Both these plans, 
however, seem less effective and more cumbersome than the first plan. 
Very little (if any) gold would ever need to be transferred between 
the reserve banks, and such operations would be limited to transactions 
between the banks and the clearing house. The banks, in turn, would 
be able to loan or borrow, buy or sell gold in dealing with each other, 
and the transactions would be arranged through book transfers at 
Washington. 

It is recommended that the official who may act for the Federal 
Reserve Board as supervisor of the clearing functions of the system 
act also as the manager of the Federal Reserve Clearing House, and 
bear the same relation to the reserve banks that the manager of any 
clearing house does to the members of a city clearing house. In 
addition to the supervision and control over the entire machinery of 


THE GOLD SETTLEMENT FUND 779 


domestic exchange, he should provide for its development along lines 
hereafter suggested. 


Choice of Methods 


All that was necessary in this view of the functions of the 
Board was, first of all, to make a choice between the idea of 
designating a federal reserve bank to act as a clearing house, 
and that of installing some mechanism in the actual offices of 
the Board. The whole question of interbank relationships had, 
as was seen in connection with district clearing, proved a 
stumbling block from the very initiation of the Board’s opera- 
tions. This, it was true, had related to the district clearing, 
but the fact that the Board also regarded the national clearance 
as likely to give ground for trouble was seen in the circum- 
stance that it did not at once provide for the adoption of the 
comparatively simple machinery which the Preliminary Organ- 
ization Committee had recommended. The question of taking 
some action, however, came up early in the year 1915; and as 
weeks passed and the organization of the several banks pro- 
ceeded so that they grew into real working concerns, the need 
of something of the kind became more and more evident. The 
Board, however, deemed it expedient to refer the matter to the 
then conference of governors which took it under advisement. 
The attitude of the conference of governors on the subject 
was unsatisfactory and in a veiled way was hostile to the whole 
proposal. If it was to be adopted, they believed, it should be 
done through the designation of a federal reserve bank to do 
the work. The Federal Reserve Bank of Chicago presented 
itself as a candidate for such designation, and the first contest 
over the new national system of clearance turned around the 
question of this designation. This, however, was settled after 
only a brief debate, by a determination on the part of the 
Board to take over the clearance function itself. That decision 
having been made known to the governors of the banks, partly 
through letter and partly as a result of conferences conducted 
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at Washington and elsewhere with the aid of transit experts, the 
actual determination what to do practically passed out of their 
hands, the only field of effort remaining to them being that of 
determining details of technique of operation at the several 
banks. This proved the basis of more or less debate among 
themselves and eventually resulted in a recommendation to the 
Board with reference to the details of the undertaking. 


Absence of Governors’ Recommendations 

The recommendation, however, contained nothing of a 
practical nature applicable to the conduct of the Board’s own 
management of the. clearing fund, save the suggestion that 
this fund be limited to $1,000,000 gold deposit to be made by 
each of the reserve banks as an initial fund. The governors 
had been troubled about the question whether the money 
in the gold settlement fund could be counted as reserves or 
whether it would constitute a deduction from their actual gold 
stock. This matter was referred to the Board’s counsel who 
rendered a decision to the effect that the gold actually in the 
settlement fund could undoubtedly be regarded as constituting 
a part of the reserve funds of each federal reserve bank, and 
accordingly the principal basis of opposition to the establish- 
ment of a substantial clearance fund was eliminated. The 
governors, however, succeeded in holding down the initial 
deposit to $1,000,000 for each bank. Inasmuch as nothing 
had come from the governors with reference to the technique 
of the office management of the fund at Washington, it was 
decided by the Board to place in the hands of the Board’s 
Secretary the question of arranging the installation. The 
Secretary of the Board accordingly obtained the assistance of 
Mr. O. H. Wolfe, who had been a member of the Preliminary 
Organization Committee, and the outlines of a set of clearing 
books for the use of the gold settlement fund were provided by 
Mr. Wolfe and eventually approved by the Board. The gold 
settlement plan itself as thus provided for became the subject 
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of a regulation by the Board which was issued to. the public 
about May 8, 1915. This constituted the definite foundation 
upon which the clearing operation was ordered to become oper- 
ative on July 1, 1915. The order was as follows: 


The Board herewith encloses a regulation concerning the opera- 
tion of the gold settlement fund, and also instructions containing a 
list of dates on which the various steps are to be taken leading up 
to the establishment and the beginning of the operations of this fund. 

The question of transfers between federal reserve banks has been 
fully discussed with a committee of governors on “clearings” and the 
report of that committee, dated May 6, 1915, is hereto appended. The 
Board is in accord with the principles and recommendations con- 
tained in this report and suggests that each bank proceed promptly 
to prepare the necessary schedules and whatever instructions may be 
thought appropriate for its own member banks. 

Forms to be used for the transfers are in course of preparation 
by the above-named committee and will be transmitted to you in due 
course. 

Inclosed, herewith, is a revised time schedule regulating the time 
allowance to be applied in crediting or debiting accounts in connec- 
tion with transfers between member banks. 

The documents referred to in the letter follow :— 

Instructions to Federal Reserve Banks relative to the establish- 
ment of the gold settlement fund: 

(1) At the close of business Wednesday, May 19, 1915, each 
Federal Reserve Bank will telegraph to the Federal Reserve Board 
the amounts in even thousands due to each other Federal Reserve 
Bank as of that date. 

(2) Thursday, May 20, settling agent will telegraph to each bank 
the amounts of credits to its settlement account, giving the name of 
each bank from which such credits were received, also net debit or 
credit balance in settlement. A confirmation will be sent by mail. 

(3) Each bank will be expected to forward to the nearest sub- 
treasury not later than Monday, May 24, 1915, in gold, gold certifi- 
cates, or gold order certificates properly indorsed, at least $1,000,000, 
and in addition an amount equal to its net debit balance as telegraphed 
by the settling agent. Transfers of gold or gold certificates should 
be credited to the account of “Gold bullion and U. S. coin” and “U. S. 
gold certificates,” and charged to the item, “Gold settlement fund” 
on the books of the Federal’ Reserve Banks. 
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(4) As soon as all transfers have been effected each Federal 
Reserve Bank will be advised by telegraph, at which time the transfer 
entries should be made on the books of the bank. Each Federal 
Reserve Bank will then debit the due to Federal Reserve Banks’ ac- 
counts and credit the settlement fund, and will credit the due from 
Federal Reserve Banks’ accounts and charge the settlement fund. 

(5) The second settlement will be made on May 27 and figures 
telegraphed as at close of business on May 26, and at weekly intervals 
thereafter. 


Actual Installation 

The actual announcement that the installation of the 
national clearing system had been determined upon aroused 
more or less ineffective criticism and complaint on the part of 
clearing house and banking experts throughout the country, 
who had paid comparatively little attention to the plans while 
they were in progress. Meetings which were then in progress 
in Washington brought together a considerable number of 
financial and banking experts, and, although these sessions 
had nothing to do with the federal reserve system, they formed 
the occasion of more or less discussion of federal reserve mat- 
ters. Among these the new clearance system assumed a promi- 
nent place, and it was the expressed opinion of various bankers 
who were then present that the plan would be found unwork- 
able within a period of not to exceed sixty days. This view 
was freely expressed and appeared to be the prevailing idea 
in clearing house circles, although no formal protest or show 
of opposition was made to the plan. The prediction that it 
must necessarily fail seemed to be founded upon the thought 
that the flow of funds from one part of the country to another 
was so highly seasonal that the gold deposit of $1,000,000 
for each bank would not suffice to effect the settlement—that 
is to say, that any of the banks might easily become far more 
deeply indebted to one or more of the others than would be 
possible to adjust through transfers based upon the compara- 
tively small fund in the hands of the Board. A few critics 
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who went further than this took the view that certain parts 
of the country were continuously and permanently indebted 
to other parts—that is to say, that there was a steady flow of 
current funds from some parts of the country to financial cen- 
ters. Inasmuch as these financial centers, it was supposed, 
did not coincide with the locations of federal reserve banks or 
with that of the Board, it was assumed that the currents of 
clearance would not move in such a way as to offset one another, 
so that it would speedily appear that the Board’s settlement 
fund would be swallowed up in the process of adjustment. 


Defect in Criticisms 

There was an element of truth in these criticisms, but they 
fundamentally ignored the fact that whatever might be the 
permanent indebtedness of one part of the country to another, 
the current indebtedness necessarily settled itself currently, 
and that unless it was to be assumed that movements of money 
resulted in piling up or accumulating quantities of cash at cer- 
tain points, there must necessarily be a credit settlement on the 
books of the banks, so that as a result a natural process of 
clearing would take care of the bulk of the payments if given 
an opportunity to do so. On the other hand, it was ignored 
by critics that even if the fund in the hands of the Board 
should prove insufficient, there was nothing to prevent settle- 
ment by the process of rediscounting between federal reserve 
banks or by that of increasing the balances in the gold settle- 
ment fund. Both these methods of settling came within a 
very few months to be largely employed; and after the United 
States became a belligerent in the European war, with the 
result that fiscal transactions between banks grew very heavy, 
the theory upon which the settlement fund was based was 
amply and repeatedly vindicated. At the time of its initiation 
the weight of current banking opinion was unmistakably 
against it, and even some of those who had devoted special 
attention to the study of clearance and credit took the view 
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that it would be either a failure, or, if a success, would prove 
to be so because of the fact that but little strain was brought 
to bear upon it—that the operations of federal reserve banks 
were so inconspicuous and unimportant as to cause but little 
draft upon the mechanism of the clearance system. 

One of the points at which the efforts of sundry governors 
has succeeding in restricting the operation of the gold settle- 
ment fund, was found in a limitation of the clearance to once a 
week. Recommendations made by the conference had been 
based upon the view that transactions at reserve banks would 
always be so small that daily clearance would be unnecessary, 
while it had also been thought that the daily clearance would 
in some unexplained way interfere with the offsetting of items 
on the books of the several reserve banks. Consequently, the 
new system had been placed on a weekly basis from the outset, 
while it had been agreed to clear only one side of the indebted- 
ness at reserve banks—the item ‘Due to” being selected as the 
basis of settlement. With these restrictions the new plan went 
into operation on July 1, 1915. On Wednesday evening of 
each week, each federal reserve bank telegraphed the Board 
at Washington the amount of the items due to other federal 
reserve banks appearing on its books. This item was tele- 
graphed in round numbers only (multiples of $10,000) and 
after the twelve telegrams had been assembled in the office of 
the Board on Thursday morning, the net amount payable by 
any federal reserve bank was ascertained through a process of 
combining its claims against others with their claims against 
it. Ownership in the gold fund under the Board’s control was 
altered accordingly, and statements were thereupon returned 
to each federal reserve bank showing the net change in its 
ownership of gold in Washington and the process by which 
this net change had been effected. Thus, for example, if the 
Federal Reserve Bank of Atlanta was found indebted to six 
federal reserve banks, while at the same time a creditor of five 
others, the two sides, however, happening to be just sufficient 
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to offset each other, the Federal Reserve Bank of Atlanta 
would be informed that there had been no change in its net 
ownership of gold but that in the process of clearing it had 
settled with the other eleven banks in amounts which were set 
forth in the statement. 


Working of Fund 


The working of the fund in these respects was more clearly 
set forth by the Board about a month after the system had 
been fully installed, as follows: 


Deposits in the gold-settlement fund have now reached the sum ot 
$30,540,000. This is held in gold certificates issued by the Treasurer 
of the United States in denominations of $10,000, payable to the Fed- 
eral Reserve Board and perforated with the words “Payable only to the 
Treasurer of the United States or a Federal reserve bank.’’ These 
certificates are kept in a safe with two combinations, which safe is 
placed in one of the larger vaults of the Treasury Department, access 
to which can only be had by two officers of the Board acting together. 

In this issue of the Bulletin is given a summary of the transactions 
through the fund from May 19 to June 24, inclusive. A total of 
$18,450,000 had been deposited up to the time of the second settlement, 
made on the morning of May 27. As a result of this settlement the 
balances of several Federal reserve banks fell below the required 
amount of $1,000,000 each, and additional gold deposits were made to 
the amount of $4,400,000, increasing the gold in the fund to $22,850,000. 
After the settlements of June 10 and 17 additional gold deposits were 
required, and the amount of gold held in the fund has thus been 
increased to $30,540,000, at which figure it stood at close of business 
June 24. 

On Wednesday evening each Federal reserve bank telegraphs to 
the Federal Reserve Board the amount due from it to each other Fed- 
eral reserve bank. These telegrams are all in the hands of the Board 
early Thursday morning, and the figures given are then assembled on 
a sheet known as “the checkerboard,’ which has the names of the 
Federal reserve banks at the head of 12 columns and also at the left- 
hand margin. From the telegram of each bank the amounts which it 
reports due to other Federal reserve banks are listed in the proper 
columns under the names of the other banks, the total being entered 
at the right margin, and each horizontal column thus shows amounts 
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and total which the Federal reserve bank owes to all the other reserve 
banks. When the figures from the 12 telegrams have been entered 
the vertical columns show the amounts and total due from other Fed- 
eral reserve banks to the reserve bank named at the head of each 
column. Each bank is then charged with the amount due to other 
Federal reserve banks and credited with the amounts due to it from 
them, the net amount to its debit or credit being carried to its account 
on the books of the gold-settlement fund. A telegram is sent to each 
bank giving the amounts which other Federal reserve banks report 
due it, and the net amount by which it is debtor or creditor at the 
clearing. Upon receipt of this telegram it charges the accounts of 
other Federal reserve banks for the amounts it has reported due to 
them, and credits their accounts with the amounts which they have 
reported due to it, the obligations in each case having been extin- 
guished by the operation of settling and the transfer of title to gold 
held in the gold-settlement fund. 

In response to a request from a Federal reserve bank, the Federal 
Reserve Board has agreed to pay to the Treasurer of the United 
States from the gold-settlement fund sums in multiples of $10,000 for 
the credit of any reserve bank’s gold redemption fund with the Treas- 
urer of the United States. 

This information has been transmitted to the other 11 banks. No 
request from a Federal reserve bank for the transfer of funds other 
than the weekly settlement had before been received. 


Successful Operation 


Contrary to what had been expected by some, the working 
of the gold settlement fund was a success from the beginning 
and practically none of the difficulties that had been predicted 
made themselves apparent. The system was recognized from 
a date soon after its inception as of the utmost utility in bring- 
ing about a balancing of the accounts of the reserve banks, 
and even those governors who had been lukewarm or hostile 
in the beginning soon changed their minds. There was noth- 
ing in the gold settlement fund which could have been re- 
garded as in any way interfering with member bank opera- 
tions, since nothing in the way of a national clearing house 
system had ever been developed. Lacking such a national 
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clearing system, the idea of competition with any existing 
institution was of course impossible and there was no reason 
to fear loss of profit. On the contrary, since the public had 
no direct access to the use of the gold settlement fund, it 
afforded a certain possibility of profit to banks which were 
engaged in making sales of domestic exchange. Critics who 
had, as already seen, foreshadowed the breakdown of the 
system due to exhaustion of the gold contained in it, had only 
this element of support for their views—that the transactions 
through the fund speedily became so large that it was neces- 
sary to draw upon the various banks for a material addition 
of the gold deposit which they carried with the fund. Had 
this not been done weekly, indebtedness would oftén have been 
sufficient to wipe out the balance, creating a large deficit 
against a given bank. This merely meant that the scale on 
which the fund had been opened was far from being suffi- 
ciently adequate and that to swing the business relationship 
between different parts of the country a very much larger 
permanent stock of gold in the fund was required. Additions 
to the gold fund were thus early necessitated, and as time went 
on, the motives of convenience and ease of protecting the specie 
supply led reserve banks, which otherwise would not have car- 
ried more than a moderate balance in the fund, to turn over 
to it a large share of their working specie. In little more than 
a year after its inception, the gold fund was a pronounced 
success. It was well that such proved to be the case, for with- 
out it the immense transactions of the war could not have been 
conducted save at the hazard of great disturbance to the busi- 
ness and financial structure of the country, and to the main- 
tenance of stable relations between different sections of it. 
So efficient did the fund itself become after the opening of the 
war, that the frequency of clearance was by the middle of 
1918 advanced to the daily basis. Of the service thus rendered 
by the gold fund, however, more will be said at a later point. 
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This chapter has dealt only with matters relating to its organi- 
zation. 


APPENDIX TO CHAPTER XXXV 


The governors, however, added to the par clearance system a 
plan for collection which, like the earlier clearance plan, gradually 
became obsolete. The original collection plan was as follows: 


REPORT OF THE COMMITTEE OF GOVERNORS ON COLLECTION METHODS 


Washington, D. C., May 6, 1915. 
To the Federal Reserve Board: 

The committee of governors, appointed to consider collection mat- 
ters, believes that, in the interest of sound banking practice, transfers 
of funds by member banks through the Federal Reserve Banks should 
be encouraged, and that it will both induce and facilitate such ‘trans- 
fers if standard forms be prepared by all the Federal Reserve Banks 
and distributed among their members for general use. They recom- 
mend that such forms be prepared, and, if desired, suggestions for 
these forms will be submitted by the committee. : 

The committee on clearing further recommends that no stated 
charge be fixed for interdistrict mail transfers to be made by Federal 
Reserve Banks for their members, but that, inasmuch as conditions 
vary greatly in the several districts, and will fluctuate with the seasons, 
each Federal Reserve Bank be allowed to arrange its own schedule of 
charges to be based upon the cost of the service rendered, and adequate 
to protect it in its dealings with its members. The cost of such trans- 
fers should not exceed the expense of shipping currency to the nearest 
subtreasury city. 

It further recommends that a protective charge is advisable upon all 
telegraphic transfers for members, and that such charge, when made, 
shall include cost of telegraphing and the interest on the sum trans- 
ferred at a minimum rate of 2 per cent, for the time required by a 
Reserve Bank to make the transfer by mail in accordance with the 
schedule hereto annexed. 

Whenever a charge for mail transfers is imposed, the protective 
charge for telegraphic transfer shall be in addition thereto. 

(Signed) J. B. McDoveat, 
Chairman. 


THE GOLD SETTLEMENT FUND 789 


AVERAGE TIME (IN Days) To DesTINATION BETWEEN FEDERAL 
RESERVE BANKS 


@ n b> 8 

6 al § S lual| ae z= ey = g 

Serra hayes a he eerie a4 "ce 

5 falc ees tesa (ee Sie Me a (ae t= 

OUMO Gta WS Sal sac ce li ealey) eelitesihg 

Ole Set Placa 64 tet) O | coal ea | Ol oe 

BOStome mvs Welnets, cohen ee cata tl | 2B lng 2a lene Ae Welk al be el ns Hf 
New-York) 2}, fodhwt tte eb AT NA et EMVOA eve Ah eA 2 2Ciies) 1G 
Philadel phiapess ae eee “Te | aie |) i) Cem econ A | aa ee. Nee | PAINS 
Cleveland esteneia i wee WS NBO Ns Oey) 23 Wee ii) ee || || eal os 
IRvolnban@yaGl. as As eose cee ee AQ FT VET | 20). Ne Zee AlCe® | 2p bean leat 6 
Atlanta Rees eee asta o: OAPs ele Diino male leer oo icone zeall woe ect 
Chicagorat..7.e fepel suns MOL eu 2a el f2Ue ell pep ltacaletn Veta asic 4 
UR OULS tae eae Soran e se) [MD .||aye || ayaa ie eli 2 Tel 2d 
WulobaweXeeq oo) SS ocd teoitenia otc Sau POR Ao eon ty 2 es a7) 
IKeamsas Cuty pas ots ia ae EW OMS eee PPAF oe AC eS Pee |e | Sekai | 
Dallacme ee ater ce eee: Sata tig hs Bal ae Mall he Nel eh Le 
SansPranciscoen a. .c4eel-- GM) G6 EONS Ge) Stl 4a) Fae Abi) 4. leyreleres. 

if 


* Indicates that items on the point at the top of the column may, at the option of 
the Federal Reserve Bank, be taken for immediate credit at par or at the market rate of 
exchange. 


CHAPTER XXXVI 
THE POLITICIANS AND THE RESERVE SYSTEM 


Relation to “Politics” 


From the very first, the federal reserve system found itself 
obliged to confront certain political questions which had a 
broader character than any that depended merely upon appoint- 
- ments. In order to understand why this should have been 
true, it is necessary to go back to the peculiar position in which 
the Treasury had been placed as a result of the methods of 
distributing public deposits that grew up after the act of 1900. 
As has been shown at an earlier point, the Treasury had become 
practically a source of special favors to banks as represented 
by the long list of pet banks, while it had also come to be 
looked upon by the farming community as an ever-present 
help in time of trouble, to be approached without reserve when- 
ever local banking institutions were either unable or unwilling 
to finance agricultural needs. Obviously, the federal reserve 
system should have ended all of this political favoritism and 
special aid. It had the machinery to meet all necessary require- 
ments, and the smooth and steady working of that machinery 
should have done away with the possible demands that might 
come from special classes in the community whether through 
congressmen or through the Secretary of the Treasury, or 
otherwise. This, however, was not to be the case, and the early 
organization history of the system was so shaped as to set 
unfavorable precedents which have continued from that day to 
this to give trouble. 
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Bad Precedent in Aldrich-Vreeland Act 


The Aldrich-Vreeland Law had set a bad precedent because 
of the large participation which it granted to the government 
in the making of currency advances against bonds and com- 
mercial paper. The act was so constructed as to make it seem 
that the “‘money-issuing power” of the government had only 
to be invoked in order to afford “relief”’ for a bad situation, 
or a condition in which overextension had occurred at the 
banks. This psychological aspect of the law was not to be 
ignored, for it tended to create a bad basis for the transfer of 
“emergency issues’ from the Treasury to a purely banking 
organization. And yet, owing to the delay in establishing the 
federal reserve system, it had been necessary at the very 
beginning to extend the life of the Aldrich-Vreeland Law ana 
to make it even more inclusive and effective than it had pre- 
viously been. The working of the law itself furnished a bad 
example, because it created the impression among politicians 
that they had a reserve power which could be called into play 
to obviate the effects of bad banking on the part of the financial 
community, while it stimulated the producers all over the coun- 
try in the thought that, instead of bringing the force of their 
opinion to bear upon bankers, they might as well direct the 
influence they thus exerted toward the government, treating it 
as the rectifier of all evils and the supplier of all shortages that 
might come to exist in consequence of defective management 
of business. Thus severe criticism must undoubtedly be 
directed toward, and strong regret expressed with regard to, 
the policy which had rendered it necessary constantly to employ 
a quasi-governmental means of assistance and which had thus 
established in a certain sense the practice of relying upon the 
Treasury for assistance. 


Distribution of Deposits 
Much more injurious, however, than. “emergency relief” 
was the effect of the practice of regularly distributing deposits 
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which had grown up in former years. Politicians had become 
habituated to the practice of asking the Treasury Department 
to help out local communities by shifting to them the funds 
which had accumulated in other parts of the country, and to 
do this without cost or expense to borrowers in the hard- 
pressed regions. Administration: after administration had 
accustomed itself to this paternalistic view of the Treasury 
Department, and had come to regard it as almost a govern- 
mental function to provide for crop-moving, or to strengthen 
the banks against danger of possible failure, or otherwise to 
relieve emergencies by merely shunting government deposits 
hither or thither as the case might be. The practice of still 
earlier years in paying the express charges upon money ship- 
ments in order to get silver dollars “‘out into circulation”’ 
helped in its way to establish a false attitude on the part of 
the community. All these questions the federal reserve sys- 
tem was obliged from the beginning to face, and it soon found 
itself compelled to answer. the question whether it would be 
able to do all of these things and, still more important, whether 
it ought todo them. Should it answer in the negative, it would 
stand self-condemned in the eyes of the elements in Congress 
which had become accustomed to make demands of this sort 
on the Treasury and to have them satisfied. 


An Early Test 


The system, indeed, was not long in finding itself subjected 
to a strenuous test on this score. One of the unfortunate 
effects of the war on the United States was seen in the sus- 
pension of exports of cotton and the consequent depression of 
prices which ensued. This depression undoubtedly caused 
utmost hardship among cotton-growers and affected the whole 
of the southern producing region most unfavorably. There 
was every reason for extending any help that could be sup- 
plied, and in the absence of complete organization of the 
federal reserve banks, the Federal Reserve Board undertook to 
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render such aid as it could by the organization of the so-called 
cotton loan fund to which reference has been made at an earlier 
point. The depression in cotton in its more acute phases soon 
passed away, but not until southern politicians, dissatisfied 
with the prospective working of the cotton loan fund, had pre- 
sented themselves at the offices of the Board with an urgent 
demand that it should take measures designed to maintain or 
advance the price of cotton. Just how this was to be done, 
there was no unanimity of opinion, and suggestions varied 
from the purchase of an enormous amount of cotton futures, 
to the making of direct loans to farmers on cotton in the field 
or in the warehouse. The Board at the time had not even the 
money to pay its own expenses, much less to engage in the 
purchase of cotton futures, even had it had any shadow of legal 
authority for so doing, which, of course, was far from being 
the case. But, in this first clash with the agricultural element 
in Congress, it became clear that the intention of that element 
was consciously directed to the obtaining of all forms of 
assistance or subsidy of a financial sort that had been habitually 
obtained under the old Treasury system. Public attention was 
at the time focused upon the war and the conditions growing 
out of it. This naturally prevented the sharpness of the con- 
troversy from becoming known to the nation at large, so that 
it failed to attract any attention at the time, but the elements 
of future trouble were plainly present. 


Secretary McAdoo’s Farm Policy 

The Secretary of the Treasury, like the Board itself, had 
felt the pressure of these demands, and thought it politically 
necessary to satisfy them. He was saved from the necessity 
of doing anything of the sort during the autumn of 1914, 
because the cotton loan fund (although never used) served as 
a means of bridging over the political exigencies of the situa- 
tion, while conditions themselves soon became so much better 
that there was never any real need for advances beyond what 
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banks, with the aid of the revised Aldrich-Vreeland law, were 
able to give. As the year 1915 advanced, however, all the old 
pressure began to renew itself, and in the summer of that year 
the Secretary of the Treasury began to insist upon special 
rates designed in aid of agriculture. The Board yielded to 
these demands but the details of what was then done relate 
rather to operation than to organization, and they must there- 
fore be deferred. At this point it is intended only to set in as 
clear a light as possible the development of relations between 
the organization of the reserve system and the Treasury 
Department. It is enough, therefore, to say here that the 
Department was not satisfied with the measures taken by the 
Board for the relief of the farmer, and that the Secretary of 
the Treasury speedily announced his intention of making 
special deposits of public funds to be used in crop-moving.* 
At this time every federal reserve bank had a large body of 
unused funds and was rather morbidly anxious to get busi- 
ness enough to pay expenses and a minimum dividend. The 
banks were amply able to extend all loans that were needed for 
crop-moving or any other purpose. Had the Secretary of the 
Treasury made his deposits direct in member banks in the 
agricultural districts, he would to all intents and purposes have 
declared his belief that the federal reserve system was incapable 
of performing a particular kind of work for which it had been 
espectally incorporated. To this extreme step he was not able 
to gain his own consent, but eventually compromised with him- 
self by placing the funds of the government in the reserve 
banks in the districts which it was sought to relieve. This, of 
course, was a wholly futile and unnecessary step, since, as 
already stated, the reserve banks were already overburdened 
with funds that could not in existing circumstances be used. 
The agricultural deposit policy of the Treasury was thus little 
more than a fine gesture. It involved nothing and resulted in 


1The economic facts in the situation were fully explained to the Treasury in a 
memorandum prepared by Mr. Harding. (See Appendix to this chapter. ) 
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no advances. But the evil involved in it remained, for it 
recognized the whole political basis of deposit distribution and 
it also accepted the view that the farmer was in effect a pen- 
sioner upon the public bounty. 


Other Relations with Treasury 

The problem of relationship with the politicians had thus 
at the start centered itself upon relations with the Treasury 
and the head of that organization. In manifold ways, none 
of them as important as that relating to the distribution of 
public deposits, the question of political pressure upon the 
Board and the system soon became acute. As has been seen 
at another point, the Board had resisted such pressure in con- 
nection with appointments, and, while it had yielded with 
respect to the deposits, it had done so as a result of sheer neces- 
sity and inability to help itself. Early, however, in the process 
of organizing the system, a good many questions sprang up 
which were later to have a most significant bearing upon the 
management of the reserve organization. Perhaps the most 
outstanding of these, next after the deposit problem, was that 
of relations with the Comptroller of the Currency. 

Reference has elsewhere been made to the fact that, while 
the Federal Reserve Act was in its later stages in Congress, 
it had been revised with a view to conserving as much inde- 
pendent power to the Comptroller of the Currency as possible, 
and that at the time it had been thought best to yield to these 
unwise changes in order to avoid incurring the opposition of 
Secretary McAdoo. The bad effect of them, however, became 
apparent soon after the task of organization had been fairly 
undertaken. Not only did the Comptroller of the Currency 
retain to himself full power of bank examination, as under the 
law he was undoubtedly entitled to do, but he absolutely 
declined to share with the Board or with the reserve banks 
the results of these bank examinations. This was on the 
ground that the reports were confidential and could not be 
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divulged, a statement whose absurdity was apparent from a 
reading of the Federal Reserve Act, which had given to the 
Board and to the reserve banks exactly. the same power to 
examine their members (who at the time were all national 
institutions). The absurdity of the situation was thrown into 
even higher relief by the fact, that within two years the Comp- 
troller was himself to cede his former position almost entirely, 
it having in the meantime become untenable. This, however, 
did not alter the fact that in the early months of its organiza- 
tion the Board was obliged to admit that a function which 
properly belonged to it and must necessarily be exercised with 
its full knowledge and co-operation if success was to be had, 
had been kept in the hands of a politically appointed official 
who was apparently largely out of sympathy with the working 
of the reserve system. 

This, moreover, was only the first of the difficulties encount- 
ered in the relationships with the Comptroller of the Currency. 
He early took the view that all notes must be issued by and 
through him solely, and, owing to the system of oversight 
which he instituted, lengthy delays and postponements became 
the regular attendant of note issue. The reserve banks com- 
plained and continued their complaints until the exigencies of 
war practically compelled a relaxation of the hampering regu- 
lations which had been thrown around the note issue function. 
These complaints came promptly and forcibly to the Board, 
but found that body powerless to relieve the situation. Other 
methods of regular interference with the operations of the 
reserve organization were probably less important than either 
of those which have just been detailed at length, but the sum 
total of annoyances of this sort served as a considerable handi- 
cap to progress. 


Hostility of Treasury Organization 


The fear and dislike shown toward the reserve system 
by higher officers soon spread all through the Treasury organi- 
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zation. The Treasurer of the United States and his staff had, 
from the first, been fearful of the results of the provision 
whereby government deposits were to be transferred to reserve 
banks, since they naturally regarded that as foreshadowing the 
end of the sub-Treaspry system with its many valuable sine- 
cures. Irom the start, therefore,-more or less difficulty was 
constantly encountered in relations with the Treasurer, and 
his office, and these became more or less acute when the time 
came for the organization of the gold settlement fund, an 
operation which necessarily required some assistance from the 
facilities afforded by the Department itself. The Treasurer 
of the United States has usually been an active politician, placed 
in office as the recognition of conspicuous position in or serv- 
ices to the party. At the time of the organization of the Board, 
he was an outstanding figure in the politics of a western state, 
and before long became the mouthpiece of discontented agri- 
cultural interests who sought to impose their will upon the 
reserve system in order to secure a modification of its regula- 
tions relating to the discounting of certain types of agricultural 
paper. This controversy eventually became public, and its 
effects were such as to add to the general friction and political 
pressure from which the early organization suffered. 


Presidential Relationship 

No general view of the organization of the federal reserve 
system would be accurate unless it took account of the attitude 
adopted by the President toward the great system which had 
been built up under his leading. In this branch of the system’s 
relationships, as in others, it was true that the precedents estab- 
lished during 1914 were highly influential and that what was 
then determined with regard to the attitude of the Chief 
Executive toward the federal reserve system was likely to 
continue to hold good. President Wilson from the beginning 
adopted an attitude of total aloofness. Although from the 
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very outset, there were questions before the federal reserve 
system which deeply affected the welfare of the administration, 
or of any administration that might be in office, as well as the 
future of the nation, and although the issues relating to bank- 
ing and currency were of an urgency never before equaled, it 
early proved that the White House did not care to entertain 
any close relationship with the Federal Reserve Board or its 
members. The barriers of official reserve and red tape were 
strongly established against the Board, and it was placed in the 
same hierarchical position which had long before been assigned 
to other administrative boards. Nor was this, as many have 
supposed, merely an outgrowth of the President's own 
temperament. To one who raised the question with him why 
he had not permitted a larger degree of access on the part of 
the Board, he responded that it was his theory of the work 
of such an organization that, after being appointed under the 
terms of a specific statute, it should proceed to administer that 
statute without interference from, or consultation with, the 
Executive save on exceptional occasions. Unquestionably, this 
was a wholly defensible attitude and one which it would be 
hard to criticize, provided of course that no suggestions, in- 
timations, or opinions were to be indirectly conveyed to the 
Board regarding probable presidential views. 


White House Influence 

These, however, seemed to come through the head of the 
Treasury. Could the Board question that they came by, and 
with the distinct knowledge or request of, the President him- 
self? To do so would, of course, have been to imply bad faith 
on the part of the Secretary of the Treasury, or at all events the 
assumption of an authority which was not warranted by the 
circumstances of the case. It was therefore necessary to accept 
the Secretary of the Treasury as acting in place, or by author- 
ity, of the President himself, and in this way a very different 
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relationship between the Secretary of the Treasury and the 
Board than had been expected was built up, while communica- 
tion with the President became unusual and in ordinary cir- 
cumstances impossible. How differently this relationship 
might have been managed was often apparent at times when 
the duties of the Secretary of the Treasury took him away 
from the city, and when therefore communication was occa- 
sionally had direct with the White House. On such occasions, 
the Board found the President straightforward and decisive in 
his views and disposed to discuss pending questions in a 
businesslike and simple manner. A notable example of the 
kind was afforded by the necessity of adopting a policy with 
respect to the discounting of British Treasury notes, a matter 
to be discussed more fully in a later chapter. But there were 
other instances of less importance. The Board, the banks of 
the country, and the nation as a whole suffered from the lack 
of direct communication with the White House and through 
the interposition of Treasury intermediation. The evils of 
the case were to grow worse after the close of the Wilson 
administration, thus demonstrating that the harm of the situa- 
tion lay in the plan of relationship itself and did not depend 
upon the special traits of individuals, whether in the White 
House or in the Treasury or in the Board itself. How to 
develop a satisfactory relationship between the banking system, 
the Treasury, and the head of the Administration, which 
should give due weight to all proper considerations of public 
policy in connection with banking, yet should avoid the evils 
of political influence, remains an unsettled problem which must 


soon be dealt with. 


APPENDIX TO CHAPTER XXXVI 
MEMORANDUM PREPARED BY A MEMBER, AUGUST, I9T5 


In view of the apprehension manifested by some of the southern 
farmers and business men regarding the marketing of the cotton crop 
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now approaching maturity, it is well to make comparison between the 
conditions affecting the cotton market that prevailed last August and 


those existing at the present time. 


For the sake of greater clearness 


this comparison will be made in parallel columns. 


AUGUST, I9QI4 

The shock resulting from the sud- 
den outbreak of war between Great 
Britain, Russia, France, Serbia and 
Japan on one side and Germany 
and Austria-Hungary on the other, 
created a financial crisis throughout 
the world, and paralyzed ocean 
transportation at a time when grain 
and other crops were moving to the 
ports for shipment abroad. Bankers 
and merchants in the United States 
owed England and the Continent on 
current account about $450,000,000. 
Owing to lack of shipping facilities 
this indebtedness could not be liqui- 
dated in a normal manner by ex- 
porting commodities, and in many 
cases gold settlements were demand- 
ed, so that the excess of our gold 
exports over imports from June Ist 
to December 30, 1914, amounted to 
$156,287,254. 


Maturing grain crops in the south 
insufficient for home consumption. 

Modern corn crop and good wheat 
crop in the west. 


Federal Reserve Banks not or- 
ganized. 


Cotton and Stock exchanges 
closed, and all financial centers in 
fear of an avalanche of stocks, 
bonds and mortgages returned to 
this country by Europe for sale. 
Lack of ability or disposition to 
make loans on cotton. 

Interest rates throughout the 
country abnormally high, and while 
there was no longer a_call-loan 
market, rates on what had been call- 
loans and 2%% were advanced to 


6 and 8%. 
Trade in textiles dull—demand 
poor. 


JULY, I915 

The war continues, the number of 
belligerents being increased by the 
addition of Turkey on the side of 
the Teutonic allies, and by Italy on 
that of the Entente powers. 

Germany's and Austria’s war- 
ships confined in the North Sea, 
Baltic and Adriatic. Their com- 
merce-destroying cruisers in other 
seas have been either destroyed or 
interned. German and Austrian mer- 
chant vessels interned in various 


ports throughout the world. The 
sea area surrounding the British 
Isles declared a war zone and 


blockaded by German submarines. 


About 90% of all trans-Atlantic 
commerce carried in British bot- 
toms. 


Current indebtedness of America 
abroad entirely liquidated. Trade 
balance in our favor for fiscal year 
ended June 30th more than $1,000,- 
000,000. Excess of gold imports 
over exports January 1, 1915, to 
June 30, 1915, $140,070,000. 


_ Very large southern crop of corn 
in sight, and increased crops of 
other grains. 

Large corn and wheat crops in 
the west. 


_ Federal Reserve Banks in opera- 
tion. ‘ 

All exchanges doing active busi- 
ness in a normal way. 

Gradual absorption at advancing 
prices of American securities held 
in Europe. Such sales by Europe 
not discouraged and perhaps neces- 
sary as a basis for credits here for 
purchases of foodstuffs, cotton, and 
supplies. 

Money rates abnormally low, and 
banks generally report large surplus 
of loanable funds. Trade balances 
and gold movement in our favor, 
and banks in all centers holding 
much money available for invest- 


——_, 
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AUGUST, I914 


General industrial depression, 
closing of mills, curtailment of pro- 
auction and much labor without em- 
ployment. 

Railroad earnings decreased rap- 
idly. 


Unusually large use of fertilizer, 
and heavy borrowings on cotton 
crop in advance of its preparation. 


Cotton acreage 37,400,000 acres, 
which produced, including linters, 
approximately 17,000,000 bales. 


JULY, 1915 
ment. No fear of our having to 
make further payments to Europe. 
Textile trade fairly good. Some 
complaint of lack of dyestuffs. Agi- 
tation for manufacture of dyes in 
this country. 


Improved business conditions; 
mills re-opened; labor well em- 
ployed. Railroad earnings increas- 
ing with good prospects for the 
remainder of the year. Steel mills 
active. Better business in coal and 
iron. 


_Forty per cent reduction in fer- 
tilizer used, and crop produced at 
minimum of cost. 


Cotton acreage 31,535,000 acres. 
Estimates on growing crop run from 
11,060,000 to 13,000,000 bales, with 
the probabilities favoring the lower 
figure. 


The Financial Chronicle reports figures as follows up to July toth: 


1914 (bales) 


1915 (bales 


Since August Ist 10,497,210 Port Receipts 10, 332,026 
e 338,689 Port Stocks 801,014 

= EY “7,415,224 Interior Receipts 8,081, 343 
158,507 Interior Stocks 515,000 

ie my “14,722,372 Amount brought into sight 15,089,180 
- hs ‘2,796,106 Northern spinners takings 3,130,946 
of 4 “2,949,000 Southern consumption 2,954,000 
5,745,106 Total American 6,084,946 

‘S - “3,438,524 Exports to Great Britain 3,769,230 
sf 3 “1,064,533 Exports to France 660, 316 
+ 4 ‘“ 4,402,079 Exports to Continent 3,762,977 
8,905,136 Total Exports 8,192,523 

3,689,052 World’s visible supply 5,435,168 

2,016,052 Of which American 3,812, 168 

915,000 Liverpool Stocks 1,693 ,000 

788,000 Continental Stocks 902 ,000 

112,318 New York Stocks 244,194 

70,009 New Orleans Stocks 158,625 

68,350 On shipboard awaiting clearance 80,631 


A bulletin from the Census Bureau recently issued gives these 


comparative figures: 
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1914 (bales) 1915 (bales) 
446,145 American consumption of cotton in June, exclusive 514,800 
of linters 
1,156,599 Held by manufacturers June 30th 1,622,499 
. 630,487 Held in independent warehouses 2,085,347 
295,578 Exports, including linters : 294,391 
30,948,048 Cotton spindles active 31,220,593 


Under the most adverse conditions conceivable, with demoraliza- 
tion in every money market, with high interest rates, with emergency 
currency being issued daily in large volume, with enormous gold 
shipments abroad, and with crippled shipping facilities without ade- 
quate insurance protection, and with ocean freights three to five times 
normal we began in August, 1914, to market a crop of nearly 17,000,- 
ooo bales of cotton. Financial institutions already hard pressed, and 
fearing all manner of unforeseen contingencies, were unable and un- 
willing to make advances on cotton. In addition to this, the southern 
farmers, who have this year planted record-breaking food crops, were 
faced with a deficiency in home grown foodstuffs, and were in many 
cases forced to sell cotton to pay off pressing indebtedness and to 
secure adequate food supplies. 

A cotton brokerage house enumerates the bear arguments at this 
time as follows: 

“An accumulation in the visible supply of about two and a half 
million bales more than normal.” 

“An accumulation in producers’ hands of about 1,000,000 bales of 
last year’s crop unmarketed.” 

“Absence of spinners’ demand for forward shipment.” 

“Decline of cotton manufacturing in Germany and Austria, due to 
insufficient supplies of raw cotton,” and 

“The fear of the shutting off of all exports.” 

It may be remarked that the last three arguments were also made 
when last year’s crop began to be marketed, and that while it was 
freely predicted that less than 3,000,000 bales would be exported 
during the cotton year ending August 31st, 1915, the figures at hand 
indicate that the amount will be in excess of 8,500,000 bales; and 
that while it was asserted that takings by mills would not possibly 
exceed 9,000,000 bales, the total will reach 13,500,000. 

' Attention is called to the fact that the high prices for cotton now 
prevailing in Germany and Russia, about 30c per pound, will attract 
cotton to those countries in spite of apparently insurmountable obsta- 
cles; just as high prices paid for cotton abroad during the Civil War 
made blockade running a steady business. There seems to be no 
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question that ample funds can be obtained to finance in a normal way 
a much larger volume of cotton than was taken care of last year, and 
that even if Germany and Austria-Hungary should be forced to sus- 
pend cotton manufacturing entirely, statistics show that the mills of 
the United States, Great Britain, Spain, Russia, Italy, Japan, China 
and India have spindles sufficient to absorb every bale of cotton that 
is likely to be grown. 

It should be noted that the reduction in American cotton acreage 
this year amounts to more than 5,000,000 acres, and that Egypt and 
India have also made radical reductions in cotton acreage. It is prob- 
able that the world’s cotton crop, based on an average yield per acre, 
will be about 5,000,000 bales less than last year. 

Theodore H. Price, one of the best informed cotton authorities, 
in his review of cotton and the cotton market in the last issue of his 
journal “Commerce and Finance’, makes some pertinent observations 
on the present cotton situation, from which I quote: 


The prospective difficulties in the way of shipping the next crop 
are not due so much to the much talked of British “Order in 
Council” as to the high freights and insurance which are the 
result of German submarines and the fear that homicidal maniacs 
may put infernal machines or bombs on all outgoing vessels. 

We are informed that the explosion aboard the Minnehaha 
has made it exceedingly difficult to get crews for the translantic 
voyages in either American or European ports even upon payment 
of a bonus and that the chance of being blown up in mid-ocean, is 
one that most sailors are refusing to take no matter how great the 
financial inducement offered. 

The price of nearly everything, except cotton, grown or manu- 
factured in the United States, has been advanced by the war and 
while it may be unavoidable, it does seem inequitable, that the 
South should be the only section compelled to accept a low price 
for its chief product while it has to pay more for all the things 
that it consumes. 

Most of the Southern people realize that the sooner the war 
is over the sooner normal conditions will be restored in the cotton 
market, and they are willing to hold their cotton in the hope of 
this consummation if they can borrow money to pay their maturing 
debts. 

That they may do this it is necessary that the money should 
be available and that the cotton should be in the custody of ware- 
houses whose receipts are good collateral. 

That the money will be forthcoming is assured by the present 
plethoric bank reserves. 

The warehouse capacity of the South is now estimated at over 
9,000,000 bales but in many Southern States archaic laws impair 
the collateral value of warehouse receipts. 

In South Carolina and Texas this difficulty has been removed 
through the establishment of State warehouse systems. 
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In New Orleans there is sufficient warehouse capacity to hold 
almost all the cotton produced in Louisiana. The legislatures of 
Georgia and Alabama now in session are actively considering 
measures to meet the emergency, and the cotton producers of these 
states will no doubt be soon provided with modernized warehouse 
Jaws. 

If the facilities so established are fully availed of a very large 
proportion of the crop can be carried almost indefinitely and mean- 
time each day that passes brings the end of the war that much 
nearer. 

The outlook is not therefore as hopeless as some profess to 
believe and we counsel those who are likely to need cotton during 
the coming season to commence buying whenever they can obtain 
supplies on the basis of eight cents in the South. | : 

Last season was a disappointment to the calamitous extremist 
and we have little doubt that history will repeat itself. 

Of course, it is desirable that as broad a market as possible for 
cotton be established. That it is the earnest desire of the President, 
born in the south and a resident of that section in youth during the 
period of life when one’s tenderest ties and most enduring friend- 
ships are formed, to assist his native section in solving the problems 
now confronting it, cannot be doubted, as the south’s cotton problem 
is essentially national. 

But it should be remembered that the President owes a higher 
duty to the south, to the whole country and to mankind at this junc- 
ture, than the establishment of cotton prices. Serious complications 
between this country and any great foreign power would certainly not 
enhance cotton values. No man is as familiar with the great world 
problems of today and the relationship of this country to them as is 
the President, and he may be trusted to do his duty as he sees it re- 
gardless of private appeals or public clamor. 

Cotton, unlike grain, is a commodity the market value of which 
depreciates in time of war, and the south as a producer of that com- 
modity has suffered. The statistical position of cotton, however, is 
so much stronger than was the case a year ago, and financial and 
other conditions are so very much more favorable, that there can be 
no doubt that if the south will keep cool and will refrain from merely 
weakening its own position by unwise action, the present nervousness 
regarding the market for the growing crop will soon disappear. Even 
in the face of all the adverse conditions during the past twelve months, 
the average price of cotton has been about what might have been 
expected for a 17,000,000 bale crop had there been no war, and there 
is every reason to believe that the average price of cotton during the 
next twelve months will be higher. The real question is, will southern 
merchants and southern bankers, and all others interested in southern 


trade, cooperate in securing for the cotton producers the benefit of this 
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average price, and will the cotton producers themselves do their part? 
My knowledge of southern character and of southern business condi- 
tions justifies a confident belief that an affirmative answer will be 
given. 

The cotton tragedy of 1914 will be succeeded in 1915 by nothing 
more serious than a drama. 


CHAPTER XXXVII 


THE RESERVE SYSTEM AND THE STATE 
INSTITUTIONS 


Problem of State Banks 

From the beginning of the federal reserve system’s organi- 
zation, the question what to do with respect to the admission 
of state institutions had been troublesome. We have seen 
that it had figured in an important way during the early his- 
tory of the Federal Reserve Act, when an effort had been 
made to confine the membership of the system definitely to 
national banks, which should practically be required to accept 
and retain such membership as a condition of the holding of 
their national charters. This attempt had been defeated as a 
result of the demand of state institutions that they be given 
full competitive power by being admitted to the system if they 
should think it best to apply for membership. The act had 
given them this authority, but it had vested the Federal 
Reserve Board with power to fix the terms upon which admis- 
sion should be granted. Thus at the very outset of the Board’s 
career, there was a call for determination of the conditions 
of state bank membership. The question proved to be an 
extremely knotty one, and one which subsequently affected 
both the act itself and the system as a whole in a profound way. 


Attitude of State Banks 
Undoubtedly there was very great difference of opinion 
among state banks regarding their policy in the matter. Some 
believed that the reserve system would be hightly advantageous 
to them and that they ought to take membership in it as soon 
806 
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as possible. Others were of the opinion that the question of 
membership was a matter of indifference. A few felt that it 
would be wise policy for strong state banks to federate them- 
selves together and compete with or oppose the reserve system. 
The adoption of an act providing for a reserve system to be 
organized under the laws of New York had been suggested 
and even urged in New York City. As the year 1913 drew 
to a close, the understanding of the functions of the reserve 
system had become much more extensive and the competitive 
idea was largely laid aside. During the year 1914, as has been 
seen at another point, friction and irritation had developed 
partly in consequence of the districting of the country that 
had been carried out by the Organization Committee, partly in 
consequence of a feeling that the new system was likely to be 
very dictatorial. The outbreak of the war brought a new 
-factor into the situation, and led a good many institutions to 
feel that it might be wise for them to join the system even 
though their prejudice was against it. During the late spring 
and early summer, about go state institutions, partly banks 
and partly trust companies, made application for membership, 
and when the Federal Reserve Board had finally attended to 
the absolutely essential details of preliminary organization, it 
found itself with this prospective body of members but with- 
out any definite policy regarding the conditions of admission. 
From about the first of October, 1914, onward, the issue was 
thus urgent what should be done with the pending applications. 


Indecision of Board 

Notwithstanding that an element in the Board was appar- 
ently disposed to act upon the applications immediately, grant- 
ing conditional admission or perhaps working out in hasty 
form the terms upon which such admission would be granted 
on a permanent basis, the general feeling in the organization 
was opposed to immediate admission of the applying state 
banks and trust companiés. Considerable curiosity and uncer- 
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tainty naturally prevailed among these institutions and others 
which had had in mind the question of becoming members. 
Probably a sentiment of pique or irritation was developed in 
consequence of the Board’s apparent indisposition to admit 
them. It was natural that institutions knowing little or nothing 
of the vast amount of detail required in adjusting the Board’s 
preliminary organization, should have entertained some such 
sentiment, and doubly regrettable that no effort was made by 
the Board itself to reassure these prospective members regard- 
ing its feeling in the matter. Protracted delay at all events had 
the effect of leading to another reaction of sentiment. The 
suspension of specie payments which followed the outbreak 
of the war was mitigated in various ways, and did not prove 
as immediately disastrous as had been the case on some former 
occasions. Moreover, it was soon evident that the incon- 
venience caused by British demands for coin would shortly 
disappear and that conditions would return more or less nearly 
to normal. This perception undoubtedly dulled the keenness 
with which some state institutions had been disposed to view 
the question of membership, and inclined them to hold off. 
Thus, before the Board had actually reached the point where 
it was ready to offer any definite suggestions or make any 
fixed requirements regarding membership, it began to receive 
letters from those who had previously filed applications, with- 
drawing such applications. Eventually the entire list melted 
away. Meanwhile tentative regulations governing member- 
ship had been drafted and sent out in confidence.’ 


Opposition of Influential Bankers 

The opposition of influential bankers had now begun to 
take tangible form in connection with the question of state 
bank membership. A good many doubtless feared that if a 
number of state institutions should enter the reserve system, 
the result would be to force others into it, or at least start a 


4See Appendix A to this chapter. 
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movement toward membership whose effect might be to compel 
reluctant or hesitant state banks to join the system whether 
they liked it. or not. Accordingly a definite movement was 
initiated whose purpose it was to negotiate with the Board and 
to demand from it positive pledges permitting the withdrawal 
of state institutions which had once joined, and also pledges 
respecting the continued enjoyment of all local privileges by 
members which might enter the system. On December 8, 
1914, a delegation of state bankers made a formal appearance 
before the Board and at that time presented argument whose 
substance was as follows :? 


STATEMENT OF BANKERS’ COMMITTEE 


We... . feel that sufficient time has not elapsed since the 
appointment of our committee by the president of the American Bank- 
ers’ Association, said committee being appointed only on November 9, 
to have given proper and full consideration to the weighty problems 
involved in this subject and to have arrived at any conclusion in the 
settlement of the problems. 

The resolution passed by the American Bankers’ Association, and 
under which this committee is acting, had for its object the suggestion 
of such change or changes in the Federal Reserve Act as would per- 
mit state chartered institutions to enter the System and, as before 
stated and for the reasons given, the committee has been unable to 
offer any suggestions to the purpose for which they were appointed, 
and if, in offering some suggestions as to the rules and regulations to 
be promulgated by the Federal Reserve Board, they have strayed 
afield from the purpose of their appointment, they would plead their 
desire of full co-operation with the Government in the furthering of 
the banking interests of the country by doing everything in their 
power to assist the Federal Reserve Board in the determination of 
the problems with which they are now confronted. 

2 Those present included Messrs. Hamlin, Williams, Harding, Warburg, Delano, and 
Miller of the Federal Reserve Board, and the following bankers: 

W. H. McCarter, president of Fidelity Trust Company, Newark, N. J. 
John W. Platten, president of United States Mortgage and Trust Company, New 
Ole Cs baller president of Wisconsin Trust Company, Milwaukee, Wisconsin. 


A. A. Jackson, vice-president of Girard Trust Company, Philadelphia, Penn- 
sylvania. 

John H. Mason, vice-president of Commercial Trust Company, Philadelphia, 
Pennsylvania. . 

B. F. Saul, president of Home Savings Bank, Washington, D. C. 

Geo. E. Lawson, vice-president of Peoples State Bank, Detroit, Michigan. 


810 ORGANIZING FEDERAL RESERVE SYSTEM 


While the trust companies have given a great deal of consideration 
involving the subject, frankly we are compelled to admit, for the 
reasons outlined in the beginning of my remarks, viz: the short time 
we have had between the date of our appointment and the date of 
this meeting, that we have been unable to arrive at any conclusion 
among ourselves by which we could make any suggestions to you 
looking toward such amendments as might be made to the Act which 
would encourage trust companies to enter the System. 

Since, however, it is the intention of the Federal Reserve Board 
to promulgate certain rules and regulations, it may not be inappro- 
priate to bring to your attention one or two thoughts which have 
occurred to us and which we would like to suggest to you for your 
consideration. 


Powers AND RESTRICTIONS 


Fourth. “State banks and trust companies may continue to exer- 
cise those banking or trust company powers granted them by their 
state charters when such powers are not in conflict with the limita- 
tions imposed by the Federal Reserve Act or the regulations of the 
Board. No power however granted by a state charter which is not 
customarily exercised by a bank or trust company and which is not in- 
cident to the business of a bank or trust company shall be exercised 
by any association (incorporated under the laws of any State) which 
becomes a member of the Federal Reserve System. The Reserve Board 
reserves to itself the determination as to whether these unusual powers 
are admissible and consistent. The applying bank must file with its 
application, as an exhibit, its statement showing powers granted to it by 
its state charter and those powers which it desires and intends to 
exercise.” 

It occurs to us that it may be difficult to determine what are the 
powers usually exercised by trust companies. Their powers are enum- 
erated in the several state statutes under which they are incorporated. 
There is considerable difference between the powers granted such 
companies by the different state laws. In addition to this some of the 
trust companies are operating under private charters and exercising 
not only the powers given under such charters, but also the powers 
given under the general statutes. 


CHOICE OF FUNCTIONS 


Under these conditions an applying trust company will be con- 
fronted with the necessity of immediately determining what powers 
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it would like to exercise in the future and possibly of being compelled 
to discard some of the powers granted by its charter because the 
Federal Reserve Board, which is a continuing power, might be of the 
opinion that some of these powers not customarily exercised were 
inconsistent with the Federal Reserve System and therefore inadmis- 
sible. 

Our disposition being in every respect that of supporting the Fed- 
eral Reserve Board and the recent banking legislation we had thought 
possibly, after an opportunity had been afforded to the trust com- 
panies of watching the operations of the Act as applied to National 
Banks, that later on any state chartered institution would be able to 
enter the System and, after a fair trial of the same, if it so desired, 
might retire therefrom. As the law now reads this cannot be done. 
The Federal Reserve Act opens the door for voluntary entry of state 
institutions, but does not permit voluntary exit except through liquida- 
tion. 

Sec. 10. “The Federal Reserve Board will from time to time make 
such amendments and adopt and publish such additional regulations 
and by-laws as may be deemed necessary and advisable.” 

This regulation seems to us to contain elements of great danger 
to state chartered institutions entering the System and to impose hard- 
ships upon them which are not imposed upon national banks, for the 
duties, the privileges, and the limitations as applied to national banks 
in the Federal Reserve Act are defined and prescribed, while under 
this regulation a future Federal Reserve Board may prescribe regula- 
tions for the conduct and management of state chartered institutions 
which may be difficult to comply with, and the above mentioned class 
of institutions would have no remedy or power to escape their enforce- 
ment except again by liquidation. 

In offering these comments, we trust that you will realize that, 
for the reasons I have already stated, they merely represent the per- 
sonal views of the members of the legislation committee of the Trust 
Company Section. 


Failure to Conciliate State Banks 

So strong an impression was left on the mind of the Beard 
by the opposition evidently existing among influential state 
bankers, that it once again put aside the whole question of 
membership and devoted itself to other matters, definitely 
recognizing that the first opportunity of geiting large acces- 
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sions to membership had now passed by and that since such 
was the case there was no further haste in the matter. It now 
sought to obtain as general an expression of opinion from 
state institutions as possible concerning the terms upon which 
they should be accepted as members. These views were trans- 
mitted at intervals during the forepart of 1915, and eventually 
gave rise to a regulation issued in June of that year, and gov- 
erning the conditions under which state institutions might be 
admitted.2 The general ideas embodied in this regulation 
included: liquidity of position and soundness of assets as a 
basic necessity; acceptance of some general requirements de- 
signed to put the state banks upon a footing of equality with 
national institutions (such as limitation of the acceptance 
power, restriction of the organization of branches, and a few 
others) ; general observance of the Board’s requirements with 
respect to essential matters of management; observance of the 
same general requirements with respect to limitation of the 
amount of any single loan as were required in the National 
Bank Act (subject to modification in special cases by the 
Board) ; and regular examination either through persons rep- 
resenting the Board or through state authorities working in 
collaboration with the Board. These regulations practically 
conceded everything that the state bankers had asked. They 
made specific provision that a state bank might withdraw from 
the system upon giving six months’ notice, and when so with- 
drawing should be promptly paid back its contribution to capi- 
tal, its reserves, and its accrued dividend. Indeed, so far did 
the Board go in this regulation that many national banks felt 
that a serious blow had been dealt them. Not a few national 
bankers were disposed to inquire of what advantage it was 
for them to continue in the national system when state banks 
could gain all the advantages (as they thought) accruing to 
members of the federal reserve system without submitting to 


*See Appendix B to this chapter, 
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more onerous restriction. By the middle of 1915, however, 
the opposition propaganda whose purpose it was to prevent 
extensions’ of the federal reserve system had become widely 
diffused. Some large state banks went so far as to announce 
that they could do all that any federal reserve bank could and 
to solicit “members” (correspondents) with the pledge that 
they would undertake to perform exactly the same services 
that were rendered by reserve banks. These extreme mani- 
festations of hostility had no immediate effect, but the net 
outcome was to prevent, for the time being, the extension of 
the membership of the reserve system. Up to the close of the 
year 1915, the total number of state bank members was only 
32. So far as the organization efforts of the Federal Reserve 
Board related to state institutions, they had been a complete 
failure. 


Relations with National Members 

The fact that it had proved impossible to gain the support 
of the state institutions was not of primary importance. The 
reserve banks were large enough and had sufficient resources 
to discharge the duties for which they were formed, if they 
could gain the support of their own principal members in an 
active and loyal way. This, however, appeared to be almost 
out of the question. It was a matter of common talk, though 
not susceptible of proof, that a good many bankers had ex- 
pressed the determination not to do any business with the 
reserve banks. A few placed “complimentary rediscounts”’ 
with their local institutions for the purpose of showing good 
will, but they did not go much further than this. There was 
opposition to the working of the reserve banks in a good many 
particulars. Undoubtedly there were conditions which more 
or less explained a hostile attitude of this description, as will 
be seen when the subject of collections and the treatment of 
commercial paper is dealt with at a later point. These, how- 
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ever, were matters of operation, and at the present moment it 
is sought to deal only with questions of organization. How 
far unsatisfactory operation or lack of service tended to inter- 
fere with the progress of the organization, is a question which 
may be deferred for future treatment. At this point it is to 
be noted that the years 1914 and 1915 did not succeed to more 
than an extremely moderate degree in developing a situation 
in which definitely good relations existed between the Federal 
Reserve Board and the member banks, or on the whole between 
the reserve banks themselves and their members. This fac- 
tional or “disgruntled” attitude was well illustrated in the 
constant effort that was made to bring about the modification 
of the law and regulations under which the system existed. 


‘ 


Attempt to Modify Reserve Requirements 


Perhaps the most striking manifestation of this sort of 
hostility was seen in the systematic attempt that was made to 
secure a modification of reserve requirements. The Board 
had not been long in existence when it began to receive sugges- 
tions—sometimes couched in dictatorial language, and origi- 
nating with bankers—to the effect that it ought to endeavor 
to obtain a further extension of the Aldrich-Vreeland Law. 
This was for the alleged reason that, whereas the Aldrich- 
Vreeland Law had shown that it would “work,” the Federal 
Reserve Act had not shown any such practical qualities. Some 
bankers even had the courage to appear before the Board in 
person, demanding in effect that the organization should re- 
quest Congress to condemn it to death. A more practical type 
of demand was seen in the petition of a considerable number 
of bankers representing the reserve cities that the Board should 
seek from Congress a modification of the reserve transfer re- 
quirements of the law. What the bankers desired was that 
further transfers of reserves to reserve banks should be aban- 
doned, and that in lieu thereof there should be substituted a 
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provision to the effect that any bank might continue to main- 
tain with a reserve agent in a reserve city not more than 300 
miles distant from its home office, a proportion of its reserves 
equal to what was then permitted by law to be carried on 
deposit there. Fears almost amounting to threats as to what 
would happen if the requirement of reserve transfers should 
be maintained were expressed in many quarters, and the in- 
sistent demand for legislation of this kind became more intense 
as the date of transfer approached. The Board, however, paid 
no attention to it, and the reserve question eventually settled 
itself through the action of Congress in adopting a measure 
which altered the reserve requirements and directed a prompt 
termination of the practice of counting balances with reserve 
agents as reserves. A further and more extensive discussion 
of this action will, of course, be necessary at the appropriate 
point and it is referred to here merely by way of indication of 
the eventual settlement of the bankers’ demands. The Federal 
Reserve Board itself never in any overt way yielded to the 
demands of the bankers as thus preferred, and never recom- 
mended either the extension of the Aldrich-Vreeland Law or 
the retention of reserve balances with the local member banks 
in reserve cities throughout the country. By refusing to make 
any such concession, it at all events declared itself in favor 
of a thorough and complete test of the existing machinery, 
and to that extent showed to the banking community an incli- 
nation to abide by the fundamentals of the system, although 
it never returned any formal answer to the various demands 
that were placed before it. 


Modifications of Structure 

While the external efforts at modification of the structure 
of the system had thus failed, and while the attempt to induce 
changes in internal organization were thus unsuccessful, the 
fact that there had been no provision for state institutions 
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during the early months, and that none had joined, save in 
the sporadic instances already referred to, naturally limited 
the development of the organization and to some extent im- 
paired its prestige. From the outset there had been more or 
less doubt among the reserve banks themselves as to how far 
they would succeed in overcoming local opposition, The fact 
that state banks did not join the system, that the directoral 
selections aroused but little interest, and that the local bankers 
throughout the country were constantly engaged in endeavor- 
ing to secure modifications of the essential sections of the act, 
tended to bring about deterioration of functions, or rather 
to prevent functions from developing actively, notwithstand- 
ing that they might have been of considerable service. In none 
of the reserve banks was there any apparent inclination to 
do anything that was opposed by local institutions, and during 
the first two years of the life of the system it often seemed 
that the reserve banks, instead of becoming supervising agen- 
cies, were far more nearly channels of communication through 
which local members expressed their wishes and focused their 
demands upon the Board at Washington. 


APPENDIX A TO CHAPTER XXXVII 


FEDERAL RESERVE Boarp 


November 6th, 1914. 
SECRETARY TO THE Boarp 


My dear Mr. Secretary :— 

I am handing you copy of re-draft of the regulations and by-laws 
prescribing conditions under which state banks and trust companies 
may become members of the Federal Reserve System, which will be 
presented to the Board for consideration. 

I desire to call particular attention to the 4th, 5th and 8th para- 
graphs, which contain new matter. 

Respectfully, 


(Signed) M. Exxiorr, 
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REGULATIONS AND By-Laws or THE FEDERAL RESERVE BOARD, PRE- 
SCRIBING CONDITIONS UNDER WHICH STATE BANKS AND 
Trust COMPANIES MAY SUBSCRIBE TO THE STOCK AND 
BECOME MEMBERS OF FEDERAL RESERVE BANKS 


Washington) = Cn, nate 1914. 
REGULATION No. .........3 
Section 9 of the Federal Reserve Act reads in part, as follows: 


Any bank incorporated by special law of any State, or organ- 
ized under the general laws of any State of the United States, 
may make application to the reserve bank organization committee, 
pending organization, and thereafter to the Federal Reserve Board 
for the right to subscribe to the stock of the Federal Reserve 
bank organized or to be organized within the Federal Reserve 
district where the applicant is located. The organization commit- 
tee or the Federal Reserve Board, under such rules and regulations 
as it may prescribe, subject to the provisions of this section, may 
permit the applying bank to become a stockholder in the Federal 
Reserve bank of the district in which the applying bank is located. 
Whenever the organization committee or the Federal Reserve 
Board shall permit the applying bank to become a_ stockholder 
in the Federal Reserve Bank of the district, stock shall be issued 
and paid for under the rules and regulations in this Act provided 
for national banks which become stockholders in Federal Reserve 
Banks. 


Pursuant to the provisions of this section, the Federal Reserve 
Board has prescribed the following regulations and by-laws specifying 
the conditions under which State banks and trust companies may be- 
come members of Federal Reserve banks. 


APPLICATION FOR STOCK 


First—Any State bank or trust company eligible. to membership 
in a Federal Reserve bank under the Federal Reserve Act and desiring 
to subscribe to the capital stock of the Federal Reserve bank organ- 
ized in the district which includes the place of business of such State 
bank or trust company shall under authority of its Board of Directors, 
to be evidenced by a proper resolution of the Board, make application 
for an amount of capital stock in such Federal Reserve bank equal 
to 6 per cent of the unimpaired capital stock and surplus of such State 
bank or trust company. This application must be accompanied by a 
statement showing the assets and liabilities of such State bank or 
trust company listed on forms approved by the Federal Reserve Board. 
These forms will be furnished upon request by the Chairman of the 
Board of the Federal Reserve bank of the district in which the applying 
bank is located. 
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The Board of Directors or a committee composed of not less than 
five members of such Board shall certify that in their opinion the 
assets listed in the manner prescribed by the Fed-ral Reserve Board 
represent actual existing values and that in the opinion of said Board 
none of such assets are carried at an excessive valuation on the 
books of said bank. 

State banks and trust companies shall also file with their applica- 
tions for membership copies of their charters, with amendments, and 
a digest thereof showing the powers (granted by such charters and 
amendments) classified to indicate: 

(a) Those powers which such banks and trust companies have 
exercised and desire to continue to exercise. 

(b) Those powers which, while granted, have not been exercised 
and which such banks and trust companies will not desire nor attempt 
to exercise as members of the Federal Reserve System. 


EXAMINATION 


Second—The Federal Reserve Board will in all cases require a 
special examination of the applying bank by an examiner to be desig- 
nated by the Board. 


ASSOCIATIONS ELIGIBLE FOR MEMBERSHIP 


Third—Only those banks which have an unimpaired capital suff- 
cient to entitle them to become national banking associations under 
the provisions of the National Bank Act shall be considered as eligible 
to membership in a Federal Reserve bank. 5 

In accordance with section 5138, U. S. Revised Statutes, as amended 
by the act of March 14, 1900, State banks or trust companies in order 
to be eligible to membership must have unimpaired capital stock, as 
follows : 


In cities or towns of less than 3,000 inhabitants, $25,000. 

In cities or towns of more than 3,000 inhabitants but less than 
6,000 inhabitants, $50,000. 

In cities of more than 6,000 inhabitants but less than 50,000 
inhabitants, $100,000. 

In cities of more than 50,000 inhabitants, $200,000. 


PoweERs AND RESTRICTIONS 


Fourth—State banks becoming members as such under the pro- 
visions of section 9 of the Federal Reserve Act and retaining their 
State charters shall be subject to the provisions of section 9 and to 
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such other provisions of the Federal Reserve Act as are applicable 
thereto. , 

State banks and trust companies may continue to exercise those 
banking or trust company powers, granted them by their State 
charters, when such powers are not in conflict with limitations im- 
posed by the Federal Reserve Act. No power, however, granted by 
a State charter, which is not ordinarily exercised by a bank or trust 
company or which is not incident to the business of a bank or trust 
company, shall be exercised by any association (incorporated under 
the laws of any state) which becomes a member of the Federal Re- 
serve System. The applying bank must file with its application as an 
exhibit a statement showing powers granted to it by its state charter 
and those powers which it desires and intends to exercise. 


INVESTMENTS BY STATE BANKS AND TruST COMPANIES 


Fifth—Inasmuch as the Federal Reserve Act limits the amount 
to be loaned to any one person, firm or corporation by a state bank as 
a member of the Federal Reserve System but does not specifically 
prescribe the class and character of investments to be made, such 
banks or trust companies may invest in or make loans on real estate 
or other investments within the limitations prescribed by the laws of 
the State within which such bank or trust company is located, pro- 
vided, such investments are so made that in due course of business 
they may be liquidated for an amount which will fully protect’ the 
creditors and stockholders of such association, and no such association 
will be permitted to become or continue a member of the Federal 
Reserve System if its resources are invested in such long time and 
non-liquid investments in such a proportion as to endanger the sol- 
vency of such association or to cause an impairment of its capital, and 
the character of all such investments will be taken into consideration 
in determining the value at which they may be carried on the books 
of the association. 


CONVERTED STATE BANKS AND TRUST COMPANIES 


Sixth—Whenever a State bank or trust company shall become 
converted into a national bank under the provisions of Section 8 of 
the Federal Reserve Act, it shall, at the same time that it files its 
organization certificate with the Comptroller of the Currency, execute 
and file with the Federal Reserve bank of its district an application 
for an amount of stock equal to six per cent of its unimpaired capital 
and surplus. If such bank or trust company desires to act as trustee, 
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executor, administrator or registrar of stocks and bonds, its applica- 
tion for stock in the Federal Reserve bank shall be accompanied by 
an application to the Federal Reserve Board for permission to exer- 
cise these powers. 

Seventh—Whenever a State bank or trust company with estab- 
lished branches shall make application for conversion into a national 
bank and shall desire to retain such branches, such State bank or 
trust company shall comply with section 5155, U. S. Revised Statutes, 
which reads as follows: 

“It shall be lawful for any bank or banking association organized 
under State laws, and having branches, the capital being joint and 
assigned to and used by the mother-bank and branches in definite 
proportions, to become a national banking association in conformity 
with existing laws, and to retain and keep in operation its branches, 
or such one or more of them as it may elect to retain; the amount of 
the circulation redeemable at the mother-bank, and each branch, to 
be regulated by the amount of capital assigned to and used by each.” 

Eighth—State banks or trust companies applying for membership 
in the Federal Reserve System under section 8 of the Federal Reserve 
Act by conversion into national banking associations, or applying for 
membership under section 9 as State banks will, if otherwise found 
to be eligible, be given a reasonable time within which to adjust the 
loans and investments of such banks to conform to the requirements 
of the Federal Reserve Act and other laws of the United States 
applicable thereto. Any bank applying for membership and having 
loans to any one person, firm or corporation in excess of the limit 
allowed by the Federal Reserve Act or other loans and investments 
prohibited by such act shall, before being admitted to membership, 
give satisfactory assurance to the Committee or to the Federal Re- 
serve Board that such loans and investments will be eliminated or 
made to conform to the provisions of the Federal Reserve Act and 
other applicable laws not later than ............. s.05 

The condition of the applying bank or trust company and the 
general nature of its business will be considered by the Federal Re- 
serve Board in each case in determining whether such banks shall 
be admitted to membership. 

Ninth—All applications must be addressed to the Federal Reserve 
Board but must be forwarded to the Chairman of the Board of the 
Federal Reserve bank of the district in which the applying bank is 
located, who will transmit same to the Federal Reserve Board with 
his recommendation. 
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Tenth—The Federal Reserve Board will from time to time adopt 
and publish such additional regulations and by-laws as may be deemed 
necessary and advisable. 

FEDERAL RESERVE Boarp 
By 
Secretary Governor 
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REGULATION OF FEDERAL RESERVE Board GOVERNING MEMBERSHIP 
oF STATE BANKS « 


IT. Statutory REQUIREMENTS 


Specific provisions of the Federal Reserve Act applicable to State 
banks and trust companies which become member banks are quoted 
GRE S455 9 be 


Il. Banxs ELicisLeE For MEMBERSHIP 


A State bank or a trust company to be eligible for membership 
in a Federal Reserve Bank must comply with the following condi- 
tions— 

(1) It must have been incorporated under a special or general 
law of the State or district in which it is located. 

(2) It must have a minimum paid-up unimpaired capital stock as 
follows: 

In cities or towns not exceeding 3,000 inhabitants, $25,000. 

In cities or towns exceeding 3,000 but not exceeding 6,000 in- 
habitants, $50,000. 

In cities or towns exceeding 6,000 but not exceeding 50,000 
inhabitants, $100,000. 

In cities exceeding 50,000 inhabitants, $200,000. 


III. AppricaATION FOR MEMBERSHIP 


Any eligible State bank or trust company may make application on 
Form 83, made a part of this regulation, to the Federal Reserve Agent 
of its district for an amount of capital stock in the Federal Reserve 
Bank of such district equal to 6 per cent of the paid-up capital stock 
and surplus of such State bank or trust company.* 


* Three per cent has already been called from national and other member banks, 
but the remainder of the: subscription or any part of it shall be subject to call if 
deemed necessary by the Federal Reserve Board, 
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Upon receipt of such application the Federal Reserve Agent shall 
submit the same to a committee composed of the Federal Reserve. 
Agent, the Governor of the Federal Reserve Bank, and at least one 
other member of the board of directors of such bank, to be appointed 
by such board, but no Class A director whose bank is in the same 
city or town as the applying bank or trust company shall be a member 
of such committee. This committee shall, after receiving the report 
of such examination as may be required by the Federal Reserve Bank 
in pursuance of directions from the Federal Reserve Board, consider 
the application and transmit it to the Federal Reserve Board with its 
report and recommendations. 


IV. ApprovAL oF APPLICATION 


In passing upon an application the Federal Reserve Board will 
consider especially— 

(1) The financial condition of the applying bank or trust com- 
pany and the general character of its management. - 

(2) Whether the nature of the powers exercised by the said bank 
or trust company and its charter provisions are consistent with the 
proper conduct of the business of banking and with membership in 
the Federal Reserve Bank. 

(3) Whether the laws of the State or district in which the apply- 
ing bank or trust company is located contain provisions likely to inter- 
fere with the proper regulation and supervision of member banks. 

If, in the judgment of the Federal Reserve Board, an applying 
bank or trust company conforms to all the requirements of the Fed- 
eral Reserve Act and these regulations, and is otherwise qualified for 
membership, the Board will issue a certificate of approval. Whenever 
the Board may deem it necessary, it will impose such conditions as 
will insure compliance with the act and these regulations. When the 
certificate of approval and any conditions contained therein have been 
accepted by the applying bank or trust company, stock in the Federal 
Reserve Bank of the district in which the applying bank or trust com- 
pany is located shall be issued and paid for under the regulations of 
the Federal Reserve Act provided for national banks which become 
stockholders in the Federal Reserve Banks. 


V. Powers AND RESTRICTIONS 

Every State bank or trust company while a member of the Federal 
Reserve system— 

(1) Shall retain its full charter and statutory rights as a State 
bank or trust company, and may continue to exercise the same func- 
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tions as before admission, except as provided in the Federal Reserve 
Act and the regulations of the Federal Reserve Board, including any 
conditions embodied in the certificate of approval. 

(2) Shall invest only in loans on real estate or mortgages of a 
character and to an extent which, considering the nature of its liabil- 
ities, will not impair its liquid condition. 

(3) Shall adjust, to conform with the requirements of the Federal 
Reserve Act and these regulations, within such reasonable time as 
may be determined by the Board in each case, any loans it may have 
at the time of its admission to membership which are secured by its 
own stock, or any loans to one person, firm, or corporation aggregat- 
ing more than 10 per cent of its capital and surplus or more 
than 30 per cent of its capital, or any real estate loans which, in the 
judgment of the Federal Reserve Board, impair its liquid condition. 

(4) Shall maintain such improvements and changes in its banking 
practice as may have been specifically required of it by the Federal 
Reserve Board as a condition of its admission, and shall not lower the 
standard of banking then required of it; and 

(5) Shall enjoy all the privileges and observe all those require- 
ments of the Federal Reserve Act and of the regulations of the Federal 
Reserve Board applicable to State banks and trust companies which 
have become member banks. 


VI. Wi1THDRAWALS 


Any State bank or trust company desiring to withdraw from mem- 
bership in a Federal Reserve Bank may do so twelve months after 
written notice of its intention to withdraw shall have been filed with 
the Federal Reserve Board. The Board will immediately notify the 
Federal Reserve Bank of the receipt of such notice. At the expiration 
of said twelve months, such bank or trust company shall surrender all 
of its holdings of capital stock in the Federal Reserve Bank, which 
stock shall then be canceled and the withdrawing bank or trust com- 
pany shall thereupon be released from its stock subscription not pre- 
viously called. Such bank or trust company shall, immediately upon 
the cancellation of its stock, cease to be a member of the Federal 
Reserve Bank, and the Federal Reserve Bank shall then refund to 
such bank or trust company a sum equal to the cash-paid subscription 
on the shares surrendered, with interest at the rate of one-half of one 
per centum per month computed from the last dividend, if earned, not 
to exceed the book value thereof, and the reserve deposits, less any 
liability of such member to the Federal Reserve Bank: Provided, That 
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no Federal Reserve Bank shall, except by the specific authority of the 
Federal Reserve Board, cancel within the same calendar year more 
than Io per cent of its capital stock for the purpose of effecting volun- 
tary withdrawals during that year. All applications, including therein 
any on which action may have been deferred because in excess of the 
aforesaid 10 per cent limitation, will be dealt with in the order in 
which they were originally filed with the Board. 

Any State bank or trust company desiring to withdraw from mem- 
bership at the expiration of the twelve months’ notice, notwithstanding 
the fact that the Federal Reserve Bank has previously canceled 10 per 
cent of its stock during the same calendar year, may do so. In such 
case, however, the Federal Reserve Bank shall not be required to 
repay to the withdrawing bank or trust company the sums due as 
above, until such time as its stock would have been canceled had it not 
exercised this option. The Federal Reserve Bank shall, however, 
give a receipt for the stock surrendered. 


VII. EXAMINATIONS 


Every State bank or trust company, while a member of the Fed- 
eral Reserve system, shall be subject to such examinations as may be 
prescribed by the Federal Reserve Board in pursuance of the pro- 
visions of the Federal Reserve Act. 

In order to avoid duplication, the Board will exercise the broad 
discretion vested in it by the Act in accepting examinations of State 
banks and trust companies made by State authorities wherever these 
are satisfactory to the Board and are found to be of the same standard 
of thoroughness as national bank examinations, and where in addition 
satisfactory arrangements for co-operation in the matter of examina- 
tion between the designated examiners of the Board and those of the 
States already exist or can be effected with State authorities. Exam- 
iners from the staff of the Board or of the Federal Reserve Banks 
will, whenever desirable, be designated by the Board to act with the 
examination staff of the State in order that uniformity in the standard 
of examination may be assured. 


VIII. Future REcuLaTIons 


The Federal Reserve Board reserves the right to make such 
amendments and adopt and issue, from time to time, such further 
regulations authorized by the act as it may deem necessary, but no 
amendment of section VI of these regulations, relating to voluntary 
withdrawals, shall take effect until six months after its adoption and 
issue by the Board. 


CHAPTER XXXVIII 
ASSURVIEY® OR EXPERIENCE 


Importance of Organization 

It is now worth while to review the history of the organi-_ 
zation of the federal reserve system for the purpose of form- 
ing some general conclusions regarding it. An overestimate 
of the significance of what was done during the year 1914 
could hardly be made. The adoption of the act during the 
year 1913 unquestionably marked that year as a notable era 
in the whole financial history of the United States. Unex- 
pected and sweeping as the victory had been, it had laid the 
foundation for a complete transformation of the old banking 
system of the United States, and the substitution of something 
better than the emergency makeshifts which had been advo- 
cated not only by bankers and “reform organizations” but 
also by scientific students who for years past had been con- 
sidering different phases of the situation, although with little 
hope that in any near future Congress could be induced to take 
definite action. 

However, it must be admitted that, great as this progress 
had been, the actual work of organization had neutralized no 
small share of it. The unsatisfactory character of the district- 
ing of the country had impaired the prestige of the system and 
had necessitated the doing of much work by the Federal Reserve 
Board at a later date, with a view to a rectification of blunders 
committed. The action of the President in choosing the mem- 
bers of the Reserve Board itself had not been very happy, since 
either through accident or design on the part of his advisers 
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he had succeeded in assembling a rather discordant organiza- | 
tion. This organization itself had been guilty of some capital 
errors of omission and of commission, and as a result the 
closing of the year 1914 found the reserve banks with a skele- 
ton organization whose effective working was still to be demon- 
strated, while considerable obstacles had made their appearance 
in a variety of directions. 


Advent of War a Crucial Factor 

Added to these unfavorable conditions was the fact that 
the world at large was now definitely engaged in warfare, and 
that, as later appeared, the United States was in no position 
to hold aloof and could not long do so. The coming on of 
the war had, as already seen, a very mixed influence upon the 
federal reserve system but it at all events was to result in 
giving to the system a much earlier and stronger growth than 
it could otherwise have had. That in this growth capital 
blunders were perpetrated is, of course, an obvious fact. The 
prominence given to such blunders, both during and imme- 
diately after the war when their consequences became more 
evident, naturally tended to hurt the growth of the system and 
thus to stunt the abnormal development already attained. Per- 
haps it would be a truthful generalization to say that the 
situation produced by the war was such as to bring to a head 
or to develop long-standing causes of differences of opinion, 
and to aggravate errors and evils which were inherent in our 
banking organization. In any case the war was a factor in 
the situation which could not have been eliminated. Even if 
the coming on of the war could have been foreseen, it would 
have been impossible to postpone the reorganization of the 
banking system. That, if anything, was rendered more urgent 
because of the war. In some aspects the system might have 
been modified and its formal organization could undoubtedly 
have been hurried forward. The postponement of organiza- 
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tion until after the war, which had been suggested by some, 
would have been absurd and out of the question. Thus the 
war had, as already stated, to be reckoned with and its condi- 
tions had to be met by the federal reserve system, but in meet- 
ing them the nature of the problem of banking reform was 
very largely altered. 


Effect of Organization 

The effect of what was done during the organization 
period, both good and bad, was to be lasting. It could not be 
easily reversed, for precedents were quickly built up within 
the system and then proved their ability to sustain themselves. 
Methods of work pursued by the Board, at first as matter of 
expediency, quickly crystallized into permanent procedure. 
Relations with member banks and with federal reserve banks, 
at first undertaken as a mere matter of temporary adjustment, 
quickly stereotyped themselves and proved difficult of reversal. 
The mere fact that war conditions so rapidly built up the sys- 
tem while it was still in a formative state, the more empha- 
sized and extended the importance of what was being done at 
the outset. Of all this the Federal Reserve Board itself was 
largely unconscious, and it failed to develop a general policy 
looking to the future or designed to harmonize with the gen- 
eral trend of affairs. Because of this hand-to-mouth attitude, 
the Board soon lost its control over the financial situation 
and its potential authority in the government. The President 
shortly failed to give it any direct consideration, and almost 
from the very beginning communicated with it through the 
Secretary of the Treasury. Having thus allowed itself to 
assume the role of a subordinate bureau, the Board found it 
difficult to throw off this status and was eventually compelled 
to accept it more or less openly. This naturally gave a very 
distinct tone to all of the subsequent work of the organization, 
particularly during the war. 
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Attitude of Administration 

A survey of the situation in the federal reserve system at 
the close of 1914 was not calculated to inspire very great con- 
fidence as to the future. It was true that the system had been 
organized more quickly and perhaps with less friction than 
there had been any reason to expect, especially if one considers 
the very serious obstacles which had been presented by the fact 
of banking hostility, partly arising out of the way in which 
the law was pushed through to adoption and partly out of the 
urgent and ready method which had been adopted in the dis- 
tricting and early organization of the new banks. But while 
this technical success had been enjoyed, a glance under the 
surface seemed to show the existence of serious danger and of 
reason for doubt regarding the future. The subsequent his- 
tory of the federal reserve system cannot be understood with- 
out carefully bearing in mind the complex elements of opposi- 
tion which had now been fully brought to light and which at 
the close of 1914 might well be expected to continue to make 
themselves felt as time went on. It is, therefore, worth while 
in retrospect to survey with some degree of attention the real 
nature of these difficulties. 


Attitude of Board 


It cannot be too strongly emphasized that a fundamental 
difficulty in connection with the federal reserve system was 
found in the make-up or composition of the Federal Reserve 
Board. Experience had shown that it did not consist of men 
whose primary interest was in scientific banking. Neither did 
it consist primarily of those whose acquaintance with the 
details of practical banking gave them technical familiarity with 
the operations which must be carried on by the system in order 
to be successful. The Board had an unquestionable bias 
against the system which it was set to administer; was doubt- 
ful of the success of the undertaking; was timid in its attitude 
toward the provisions of the law; was disinclined to take vigor- 
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ous forward steps for the purpose of setting the machinery in 
motion. By this is not meant that the Board was in any sense 
recreant to its duty or indisposed to do the best it could, or 
in any sense representative of the “special interests’ so often 
referred to, or desirous of handicapping the administration. 
All these charges have been made or intimated at one time 
or another, though usually from irresponsible sources. None 
of them had the slightest foundation. The Federal Reserve 
Board was composed essentially of men with a distinct sense 
of public duty and a great desire to make a successful place for 
themselves in Washington. They had as their motive to make 
a success of the system; and the difficulties which they had to 
and did face were in the main those which grew out of their 
own temperaments or lack of interest in such work or lack of 
experience in it. Whatever they were, they were very great 
and the Board certainly during its early years never became a 
satisfactorily organized smooth-working administrative ma- 
chine. Whether those who originally determined upon the 
personnel of the Board consciously sought to accomplish this 
object or not, is a question which cannot be answered but 
which at least is worthy of consideration. 


Opposition of Banking Interests 

The experience of the year 1914 had also made it very 
plain that the opposition of the banking interests had in no 
sense been lessened by the actual organization of the reserve 
banks and the appointment of the Federal Reserve Board. 
About the utmost that could be said was that such antagonism 
had been partly stilled; but even this change was effected 
primarily due to the coming on of the European war. The 
outbreak of the war and the attendant financial difficulties 
showed that it might well be necessary to have an emergency 
aid in case of need, and convinced some who had previously 
held an unfriendly attitude, that the federal reserve system 
would be in certain not improbable contingencies a very eff- 


830 ORGANIZING FEDERAL RESERVE SYSTEM 


cient auxiliary to the existing banking system. This, however, 
was a view which was by no means general or universal and 
which was not sufficiently strongly held to mask the essential 
selfishness of many of the banking interests. They were 
unquestionably determined not to deal with the system any 
more than they could help. The functions of the reserve 
banks, they thought, should not be developed, or any further 
or extensive organization or enlargement of the reserve sys- 
tem effected, pending the time that necessity should point to 
this as a means of avoiding inconvenience or perhaps disaster. 
Bankers’ associations and clearing houses were obviously 
unfriendly in spirit, although in many cases affording techni- 
cal assistance even at considerable expense and inconvenience 
to themselves. The reserve system had obviously to find some 
means of combating or overcoming this indisposition to deal 
with it, and had in some way to convince the banking com- 
munity that the system itself could be made an efficient integral 
part of the financial structure of the United States. In the 
absence of such demonstration or proof and of the cordial 
assent of the bankers of the country to the conduct of the 
enterprise, it seemed clear that the system might be nothing 
more than an expensive toy or at best a costly means of 
emergency relief availed of only very occasionally. The de- 
velopment of it as a central banking system adapted to the 
needs of the United States but following in its operations the 
experience of European countries, was manifestly a long way 
off. If this was to be accomplished, it would be accomplished 
only through service by the new banks and through generous 
recognition of such service by the rank and file of the banking 
community. The Federal Reserve Board was not, by tem- 
perament or inclination, much disposed to seek a means of 
popularizing the system; and the beginning of the year 1915 
left it extremely doubtful how or under what conditions any 


such process of developing popular understanding and appre- 
ciation would be successful. 
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The Problem of the War 

The more the general banking and financial situation of 
the country was considered, the more apparent it seemed that 
the time could hardly have been less propitious for the inaugu- 
ration of the new system. The advent of the war, it was 
already seen, would leave very deep disturbances throughout 
the country, even if the conflict could, as many still thought it 
might, be terminated within a few months. It seemed impos- 
sible to foresee with any degree of approximation the effect 
of the war upon American finances. This now seems, as is 
always the case after the fact, almost an imcomprehensible 
situation. Yet one needs only to run back in his own mind 
over the expressions which were used by financiers and econo- 
mists during the early days of the war, to find abundant 
justification for it. Predictions that the United States would 
after the war find the competition of European nations almost 
intolerable, due to their increase in industrial efficiency, fears 
that the gold standard would immediately be abandoned in 
favor of some other “more scientific” standard, belief that our 
cost of production would be so enormously increased through 
war inflation as to make it impossible for us to compete with 
foreigners, and others of the same sort, were sanctioned 
during the years 1914-1915 by some who might have been 
expected to avoid such alarmist attitudes. Financially speak- 
ing, the gloomy prospects foreseen by some who asserted their 
belief in continued loss of gold or changes in rates of interest 
and in financing of securities that would upset conditions in 
the United States, were by no means so fantastic as the indus- 
trial and political predictions to which reference has already 
been made; but as things turned out they were nearly as well 
founded. 

In all this confusion and uncertainty it was not strange 
that both the Federal Reserve Board and the several reserve 
banks should have been impressed with the thought that 
extreme conservatism and hesitation would be the part of 
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wisdom, and that to press forward with new developments in 
a way which might have been thought wise in happier times 
was a course that could hardly be warranted. Thus the war, 
certainly during the early years, exerted upon the reserve sys- 
tem a peculiar effect. Reference has been made to some phases 
of this situation in a preceding chapter. What is sought at 
this point is merely to recall the fact of the war as an element 
in the banking system at the close of 1914, and to remind the 
reader of the results which inevitably flowed from it as a factor 
in early banking organization. 


Mistakes of Administration 

Hardly less serious in handicapping and crippling the 
growth of the system, were the mistakes of policy adopted by 
the administration, including both the President and the 
Treasury Department. It was a fundamental error to seek at 
the outset to make the banking system subordinate to or 
dependent upon the Treasury Department, an error whose 
effects at that time could hardly be appreciated but which must 
later produce fruits of many kinds, as turned out to be actually 
the case. The adoption of this policy and the relatively 
unfriendly relations which early developed between the Board 
and the political authorities at Washington, again tended to 
limit freedom of action and to prevent the adoption of 
courageous and forward-looking measures as speedily and 
effectively as would otherwise have been the case. Closely 
coupled with this situation should be borne in mind the facts 
already mentioned with reference to the political situation, in 
the narrow sense of the word—the insistent demands of mem- 
bers of Congress for aid for their own communities, the indis- 
position to accept the idea of a strictly non-partisian and non- 
political banking system, and the more or less steady criticism 
of practically everything that was done or undertaken by the 
Board and by the banks. Eight years after, too many are in 
the habit of thinking of the criticism of the federal reserve 
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system as a post-war development growing out of mistakes of 
policy or of war financing. The disposition to criticize and to 
attack was present from the very beginning, and was incident 
to the struggle which had been necessary in order to secure 
the adoption of the act itself. This criticism included such 
diverse elements, at times, as lack of earnings, excess of earn- 
ings, indifference to sectional necessities, overgreat regard for 
sectional requirements, disregard of the needs of the financial 
community, undue leaning upon the financial community, 
preference for the Germans, disposition to assist British and 
French finances—and in general every contradictory and 
unwarranted type of complaint that could suggest itself to 
minds whose bent was distinctly toward fault-finding rather 
than toward constructive achievement. The fact of being 
“under fire’ from the first was readily apparent and the 
absence of any sustained or satisfactory type of support in 
either political party necessarily gave to the system and to its 
members a feeling of isolation or of being distinctly on trial 
which certainly did not conduce to success. 


Responsibility for Conditions 


It would be unjust to assign any sole responsibility for 


_ these conditions to any one man or group of men. They were 


the product not only of the bitterness that had attended the 
currency and banking struggle in Congress, but also of the 
anomalous condition in which the world at large, and the United 
States particularly, found itself. Perhaps they could not have 
been remedied even under the wisest and most sympathetic 
management. All that could be done was to make the best of 
the situation and to proceed as rapidly as circumstances would 
permit. That this course on the whole had been pursued by 
those who were charged with the administration of the sys- 
tem, will probably be the final verdict of the student of the 
history of the undertaking. In reading this verdict, however, 
it is not possible to ignore the various faults of conception and 
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execution to which reference has already been made; nor 
should they be slurred over. Every step in the process of 
organizing and setting on foot the reserve system has been of 
the utmost significance from the largest financial standpoint, 
and affords a wealth of inferences and instruction directly 
bearing upon future policies. These steps should be consid- 
ered in this light, and the analysis which has been made of 
the conditions under which the system was set on foot is there- 
fore made frankly and without reservation, not for the purpose 
of fault-finding but for that of enlarging and advancing the 
understanding of the situation. The fact that in these cir- 
cumstances the system did steadily progress toward complete 
organization and that it was ready when the time came for it 
to feel the intense strain of the war, is in many ways an ample 
vindication of what was done during an extremely trying 
period. This in no way diminishes the importance of a true 
recognition of the various steps that were taken, and greatly 
accentuates the complexity of the problem of banking organiza- 
tion as it was presented at the close of 1914. 


_ Treasury’s Problems a Large Factor 


Possibly the point at which the development of the system 
in its early stages had proven most disappointing, as well as 
that at which predictions were to prove least reliable, was to 
be found in relation to the Treasury Department. That De- 
partment had necessarily played a large part in the organiza- 
tion of the system. The Federal Reserve Act had assigned 
important duties to the Treasury in connection with the mere 
task of readjustment and development of the districting. It 
had assigned still more important functions in connection with 
the actual opening of the new banks, the transfer of reserves, 
and other similar matters. Was there any reason to suppose 
that this relationship would prove difficult? The early prob- 
lems of organization had doubtless afforded some ground for 
thinking so. Not only had the Treasury proven dictatorial, 
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but the Board had found the relationship irksome and un- 
pleasant in a variety of different ways. In these circumstances 
it would undoubtedly have been well had the membership 
adopted some decisive course of action, either insisting upon 
a separation from the Department and a more clear-cut defini- 
tion of powers, or coming in some other way to a trial of 
strength which would have made the issue clear. But this 
the membership was not willing to do—perhaps had not the 
courage to undertake. So that the relationship with the gov- 
ernment was allowed to become clouded, while bad precedents 
were established and trouble was laid up for future years. 
All this meant later difficulty and existing unpleasantness, 
with continuous difference of opinion with the Board on the 
one hand and the Secretary of the Treasury and the Comp- 
troller of the Currency on the other. While it is perfectly 
easy to understand the reasons which prevented the clarifica- 
tion of these conditions in the first place, that is very far from 
accounting for the situation or from defending it. Equal or 
greater responsibility, of course, rested upon the Treasury 
Department. Whether the blame, if such it can be called, be 
assigned chiefly to one or to the other, or to both jointly, the 
fact remains that the development of anomalous conditions 
of the sort referred to was a serious reflection upon the early 
history: of the system and the type of management which was 
employed in actually starting it. 


Failure to Foresee Later Relationship 

As a part of the same general situation must be mentioned 
the failure to foresee the later relationship probably to exist 
between the Department and the Board in future years. It 
would seem probable that at the outset the Department author- 
ities were merely bent upon preventing the Board so far as 
possible from acquiring any definite authority, while the 
Board on the other hand was simply desirous of retaining as 
much authority as it safely could. Neither looked sufficiently 
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far ahead to understand what the outcome of this kind of 
unsettlement was likely to be. The fact that the war was in 
progress and that eventually there was at least a possibility 
of American participation, must from time to time have been 
present to the minds of every member of the group but was 
ignored by all in the absorption of routine work and the proc- 
ess of playing the daily game of politics. Thus there was no 
distinct provision against the future, no building up of strong 
financial machinery which should be used in the event of the 
difficulty already threatening and eventually unavoidable. The 
working out of the details of war finance came in due time 
as an instant necessity, and, owing to the sound substructure 
which had been furnished by the law itself and the organiza- 
tion under it, did not prove excessively burdensome nor offer 
any insuperable obstacles. This, however, was a. situation 
which could not have been reckoned upon with any degree of 
safety, and certainly ought not to have been. Inability or 
indisposition to look ahead and provide for the future through 
the working out of proper fiscal and deposit relationships 
must, therefore, be esteemed an important element of failure 
in the organization. It ensured hasty work at a later date 
and more or less imperfection in such work. 


An Obscure Element of Trouble 


With these obvious elements of difficulty whose possibili- 
ties could not be ignored, must be combined a more obscure 
element dating back to the drafting of the law. It has been 
seen in the foregoing chapters that so-called agricultural in- 
fluences had been dissatisfied with the provision for farm 
credit (of the short-term sort) provided by the Federal Re- 
serve Act, notwithstanding that the terms of the law had 
lengthened the permitted maturity of paper in very substantial 
measure by doubling them in favor of the farmer. But this, 
it was felt by agricultural interests, was not enough; and they 
had therefore prevailed upon Congress to appoint a joint 
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committee of the House and Senate whose duty it would be 
to draft a suitable rural credits measure. This work had been 
performed during the spring and early summer of 1914, and 
the results of it had been laid before Congress and furnished 
to the Treasury at that time. By a joint understanding on 
the part of the political leaders of Congress and of the admin- 
istration, this rural credits measure had been pigeonholed, 
no action having been taken regarding it. The Federal Re- 
serve Board, when it came into office, paid no special attention 
to the rural credits question and there was no particular reason 
why it should. The rural credits measure was allowed to 
sleep until 1916, when it was put through Congress as a pre- 
campaign policy and in a comparatively limited form. There 
was no one either in Congress or in the administration, much 
less in the Federal Reserve Board, who was particularly 
sympathetic with the rural credits idea, or able to foresee the 
important bearing it would ultimately have upon the working 
of the system. Let it be repeated that failure in this regard 
was in no respect a failure of the Reserve Board or of the 
reserve system. It was, however, an important failure in the 
general situation that no one had thought it worth while to 
guard against trouble of the kind which past experience had 
shown to be most threatening in its effect upon a central bank- 
ing system. For this the reserve system was to pay heavily 
‘n the future. 


Some Conclusions | 

The reasonable conclusions to be drawn from this survey 
doubtless are that, while the Reserve Act itself had suffered 
to some extent in the process of districting and still further 
in the other details of organization, the instructions conveyed 
by it as to the creation of the new banking system had been 
carried out in a tolerably effective manner. The main source 
of trouble lay in the composition of the Board, which on the 
whole was unsympathetic with the purposes of the new institu- 
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tion. Secondarily, there was hazard in the attitude of the 
Treasury and of government officers who regarded the new 
system as dangerous to their ambitions for uncontrolled 
power. In the same class of risk must be put the selection 
of a personnel in the several reserve banks which was in vari- 
ous cases distinctly hostile to the whole undertaking. In the 
background lay lack of presidential support, elements of 
friction involving the Treasury and the Board, and general 
lack of foresight covering the great problems which had to 
be faced. Underlying the structure of the system as set up 
was the element of weakness due to failure to deal appro- 
priately with the question of rural credits. 
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CHAPTER XXXIX 


THE PROBLEMS OF THE NEW SYSTEM 


Organization and Operation 

The completion of the process of organization and the in- 
stallation of the various elements in the mechanism of the 
federal reserve system had, as already seen, not been simul- 
taneously effected. The gold settlement arrangements had 
been deferred into 1915; the process of changing the bound- 
aries of reserve districts had necessarily been carried on from 
time to time as conditions permitted and as the convenience 
of bankers suffered them to appear in Washington for hear- 
ing; the arrangements with state banks relating to member- 
ship had taken time and had, as already noted, been more or 
less steadily revised from month to month. It is not, there- 
fore, possible to fix any exact date as representing the com- 
pletion of the organization of the federal reserve system. 
The organization process in the reserve banks themselves was 
steadily going forward and changes in it have hardly ceased 
even at the present date. So great a system, involving such 
immense operations, could not be completed at any given 
time, but was to work out its own salvation as the result of 
its experience. So, when references are made to the end of 
the organization period, the language used has only a very 
general significance. 


The Beginning of Operation 
Nevertheless, it may yet be possible to assign a more or 
less concrete meaning to the term ‘operation’ of reserve 
banks, and to regard a new period in the history of the un- 
841 
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dertaking as opening from the moment when transactions 
were really begun at any reserve bank. With this distinction 
in mind, it is fair to regard the system, therefore, as practi- 
cally starting upon its work of operation in December, 1914. 
Transactions during 1914 were, of course, negligible. Even 
had there been some substantial demand for the aid of the 
reserve banks, it may be questioned how far the institutions 
would have been in position to supply it during the first 
month or two after they had formally embarked upon their 
business career. On the other hand, it is probably true that, 
had there been an urgent or insistent call for reserve bank 
accommodation, the mechanism might have been put into ac- 
tive operating condition considerably sooner. The slowness 
with which the banks actually came into their full activity 
must, therefore, be regarded as being primarily a reflection 
of lack of demand on the part of the public. This lack, of 
demand, as we shall see, was the outgrowth of the fact that the 
Reserve Act had set free so great a quantity of lending power 
through its change in the reserve requirements that the mem- 
ber banks were themselves able to provide for practically all 
necessary accommodations. So, when the system had become 
fully developed in outline at least, it appeared that there was 
comparatively little work for it to perform save that of study- 
ing the situation, acquainting itself with the new duties. to 
be undertaken, and getting into touch with actual and pros- 
pective members. Perhaps it might be said that the first 
concrete duty undertaken by the system was that of retiring 
the outstanding emergency currency issued under the amended 
Aldrich-Vreeland Law. This, however, was a piece of work 
which was practically automatic, being supervised, moreover, 
by the Comptroller of the Currency under whose auspices 
the issues had taken place, so that the task of reserve banks 
in this connection was no more than that of providing such 
accommodation as was necessary to enable banks which wished 
to call in their emergency currency, to do so without sacrifice. 
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Initial Work of the Board 

This period of inactivity or “breathing space,” enjoyed 
by the banks, was by no means open to the Federal Reserve 
Board. The Board recognized from the beginning that not 
until it had completely brought into effect all of the working 
parts of the act could it expect the reserve banks themselves 
to function as they should. The Board, therefore, had no 
sooner completed its task of organization and had appointed 
the necessary directors and other officers, than it turned its 
attention directly to the duty of supervising plans and pre- 
paring regulations which should govern the work of reserve 
banks. In this beginning of its operating duties the Board 
recognized certain distinct tasks or duties which must be per- 
formed. Prominent among these was the development of 
regulations relating to the discount of paper and the marking 
out of the limits that should be observed by federal reserve 
banks in furnishing accommodation to their members. Of 
less importance perhaps, but nevertheless urgent, was seen 
to be the task of introducing a clearing system in the several 
districts and of making this system as extensively effective 
as possible, thereby providing for the regular clearance of 
checks and the collection of items as they came through the 
various institutions. Incident to the general problem of ‘dis- 
counting and meeting the requirements of members was, of 
course, the formulation of plans whereby the issue of notes 
might take place regularly and without friction so that a steady 
supply of flexible currency would be readily furnished to ap- 
plying banks. Still another function was obviously the or- 
ganization of a complete staff of examiners who should visit 
the reserve banks regularly; since, from the very beginning 
and even before discounting had occurred, it was obviously 
necessary that there should be constant and official report 
upon the cash and other asset items held by the reserve banks. 
From the beginning, too, the Board conceived it to be its 
duty to study the Reserve Act with a view to recommending 
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to Congress changes in its terms, since, as one member of 
the Board expressed it, “without this our duties here would 
be of little interest or importance.” The Board, in other 
words, practically conceived of itself as having in its hands 
only a routine and imperfect instrument, passed as an ex- 
perimental matter and consequently requiring improvement 
and modification before it could be said to be available for 
permanent use. 

All of these lines of activity, coupled with necessary inci- 
dental pieces of work which fell to the Board in connection 
with the installation of the complex reserve system, were 
found to require time. Some of them could, by no stretch 
of imagination, be said to have been completed until the year 
1916 was well advanced. Others were nominally finished but 
with the understanding that the arrangement arrived at was 
only tentative, and hence must be subject to reconstruction at an 
early date. All in all, it may be said that the period from 
December, 1914, to approximately July, 1916, was a period 
of experimentation in operation and that during that time 
the eventual future of the system, its probable lines of devel- 
opment, and its prospects of success, were constantly and en- 
tirely open to question. After that date, the reserve system 
began to be looked upon as more or less of a fixture and its 
administration began to assume a more positive nature. Prec- 
edents had been established and actual work begun. The 
system, however, was destined to have only about a year of 
normal operation before our entry into the European war 
which again opened an entirely new era with its own set of 
problems. 


Order of Study 


The federal reserve system has now assumed an ex- 
traordinarily complex character and many volumes might be 
written about activities which constituted merely an incidental 
part of its duties. In this volume it is desired to give merely 
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a general survey of the principal and fundamental lines of 
policy that were adopted and to show the chief effects of the 
work which was done during the eight years succeeding 1914. 
In attempting this survey it seems wisest to deal in succes- 
sive chapters with the principal topics to which the Board 
devoted its attention, and so far as possible to present them 
somewhat in the chronological order in which they appeared— 
this at least during the experimental period prior to the middle 
of 1916. By this method of treatment the historical course 
of development will be observed, while at the same time it 
will be practicable to treat successively the conditions that 
were created in the system as the outcome of the policies 
which were initiated and set at work as a result of the various 
steps looking toward complete operation. 


Choice of Work 


The order in which the Board undertook to follow out 
this task of development was not exactly logical. The ques- 
tion has often been asked why certain things were done in 
the order in which they were done, and why postponement 
occurred in the case of others. This question can be better 
answered at the end of a historical survey of the Reserve 
Act than at the beginning. It is a matter which can be under- 
stood only as the result of a detailed study of the work ac- 
tually done by the Board and of the numerous factors which 
acted upon it throughout its career. Had it been possible at 
the beginning to lay out the duties of the system and the 
work to be done by the Board in logical order, it is likely 
that a good many things would have been carried out in a 
way different from that which was in fact pursued. Had 
the Board felt free to deal with its problems by successive 
logical steps, some things which it did would have been de- 
ferred until a much later date while others probably would 
never have been taken up at all. As it stood, the order of 
the Board’s work was in no slight degree a matter of expedi- 
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ency. The system had opened under conditions of utmost 
difficulty. Many things required to be done because of the 
continuance of the war. They either were or were not con- 
sidered problems of such pressing moment that they could not 
be postponed, and hence the necessity of immediately taking 
them in hand either in order to supply the basis for later 
work or in order to satisfy the public mind that the questions 
referred to the organization were being given due attention, 


What Might Have Been 


The student of the federal reserve system will probably 
always wonder whether in quiet times and with the long in- 
terregnum which would naturally have been afforded by the 
release of reserves (lightening the pressure which would other- 
wise have made itself felt for immediate rediscount), 
development of the reserve system might not have proceeded 
much more more effectively and satisfactorily. There is some 
ground for rendering an affirmative answer to such a_ques- 
tion, but on the other hand, there may be doubt whether mem- 
ber banks would have left the Board unhampered to pur- 
sue its work as it pleased. Difficulties would have had to be 
met either way. As things stood, the order of business finally 
determined upon after the necessities of organization had 
been completed was about as follows: note issue; discount 
rates ; commercial paper; bankers’ acceptances ; trade accept- 
ances and other paper; gold settlement fund; state bank mem- 
bership; clearances (intradistrict) ; general organization and 
examination problems; relief of supposed agricultural re- 
quirements; foreign loan and export financing; and prepara- 
tion for war. This order of subjects and the work done in 
connection with them practically carried the Board through 
the opening of the war period. It should not be supposed, 
of course, that there was no retracing of steps. That was 
constantly necessary; and at the same time the problem of 
discount rates, which had to be dealt with in a tentative way 
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at the very outset, became a continuing and serious issue, 
affording opportunity for discussion at intervals practically 
throughout the years 1915 and.1916. The order thus out- 
lined, however, represents substantially the form that was 
given to the development of the system from the chronological 
standpoint. 


Stages of Development 


It has often been noted that the history of the federal re- 
serve system throughout its eventful first years consolidated 
into a short space of time many of the experiences which would 
ordinarily have occupied a generation in the former slow 
development of the banking system in times of peace. That - 
is unquestionably the fact, and because it is a fact there is 
necessity for marking off the history of the federal reserve 
system into certain well-defined periods whose characteristics 
are quite different one from another. There are many differ- 
ences of opinion as to the precise dates at which such divid- 
ing lines may be drawn, but in a general way the points of 
division are tolerably clear. Beginning immediately after the 
close of the organization period, which may be conceived of 
as terminating with the formal organization of the reserve 
banks in November, 1914, the first period of development 
may be regarded as having covered the year 1915 and the 
bulk of the following year, with the month of December, 
1916, opening the second period of the system’s history. As 
a characteristic of the first period had been primarily con- 
structive work in completing the internal organization ofthe 
system, so the second period was occupied primarily with 
preparation, either direct or indirect, for war, and with the 
settlement of questions directly growing out of the fact that 
war was already at its height in Europe. This second period 
may-be conceived of as ending with the declaration of war 
on April 6, 1917. The third extended from that date to the 
autumn of 1918, and closed with the armistice on November 
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11. During this third period the obvious problems of the 
system were those of war financing. A fourth period may 
then be recognized as extending from November, 1918, to 
November, 1919, and including the post-war inflation period 
during which circumstances compelled an overrapid growth 
in the operations of reserve banks without any determined 
effort of an overt character to stop the expansion. During 
the fifth period, from November, 1919, when advances of 
discount rates were undertaken, to July, 1920, when reac- 
tion had been fully recognized, the months were largely occu- 
pied with a study of credit, the tightening of discount rates, 
and the effort to narrow the eligibility of paper which had 
attained too great a breadth. From July, 1920, to the autumn 
of 1921, the problems of so-called deflation presented them- 
selves including questions of agricultural credit, problems of 
banking support, and reorganization and general readjust- 
ment. This closes the sixth period of development. The 
seventh period, from December, 1921, to about the end of 
1922, was occupied with internal reorganization to a peace 
basis, and with the discussion of criticisms which had been 
brought to bear upon the policies undertaken by the system 
during the heat and haste of the war and post-war development. 


Criticism of Historical Development 


These seven periods of development, as already observed, 
must not be taken as arbitrary or as absolutely fixed. They 
shade into one another at times by almost imperceptible de- 
grees, although, as already stated, there was usually some 
outstanding event of importance to mark the transition. The 
necessity of differentiating between them is found to some 
extent in changes which occurred in the personnel of the 
Board and of the system as well as of the Treasury Depart- 
ment, but is found in a more important way in the changes 
which the business and banking system of the country were 
undergoing. Uniform or sustained comment or critism ap- 
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plying alike to all of these periods in succession is likely to 
give a somewhat biased and unfair view of the situation. The 
point of view necessarily changes to some extent from time 
to time. 


Effect of the War 

From what has just been said, it is plain that the war and 
the changes which it introduced into the entire structure of 
industry, commerce, politics, and government was, in the case 
of the reserve banking system as in that of everything else 
at the time, the conditioning factor which practically settled 
or determined the course of development. It is a common- 
place remark, therefore, to say that the war had a profound 
influence upon the federal reserve system. It would be more 
accurate to say that the federal reserve system developed as 
a result or function of war financing and its consequences. 
Indeed, in a certain way the history of the reserve system 
during the eight years from 1914 to 1923 is a history of 
war financing and of war banking. This must be taken into 
account in many fundamental ways for policies that were 
adopted and for methods that were pursued which under 
happier circumstances might not have been favorably con- 
sidered. It must also account for the phenomenal growth 
of the system in assets and operations and perhaps for the 
development of a type of criticism in Congress which might 
not otherwise have made itself apparent, at least at so early 
a date. These things are stated in no spirit of apology. The 
fact that the reserve system had been definitely organized be- 
fore the war had gone far, was from a financial standpoint 
perhaps the determining element in the whole contest, since it 
was the success of the United States in financing enormous 
war transactions that from a material standpoint eventually 
rendered the success of the Allies possible at the date when 
it was actually achieved. The war, in other words, not only 
disturbed the whole current of the history of the system, but 
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gave it a surpassing opportunity to show what it could do— 
an opportunity that perhaps could in no other way have been 
obtained. A reasonable view of the years from 1914 to 1923: 
must, therefore, consider the federal reserve system as hav- 
ing been not only distorted but also developed by the war, 
and the effect of the struggle upon it purely from an intra- 
system standpoint must be regarded as being a curious mixture 
of both good and bad. What would have been the course of 
development without this wholly unexpected and extraneous 
influence of unprecedented power would be little more than 
idle conjecture. What may be stated with some degree’ of 
assurance is that as a result of the abnormal conditions which 
existed during the years in question many banking problems ’ 
were not only left unsolved but were given a new aspect, so 
that the close of the war found our banking problem in numer- 
ous phases still awaiting a final solution, notwithstanding~ 
that the enactment of the Federal Reserve Act had been her- 
alded by many as affording at least the basis for such a solution 
and as justifying the hope that ‘many fundamental financial: 
problems might be finally disposed of at a comparatively early’ 
date. 


CrP PE RSX 1 
PEDERAL RESERVE NOTES 


Place of Note Problem . 

As will be recalled by those who have followed the earlier 
history of the banking reform movement, the development of 
an elastic note issue had been one of the first and most impor- 
tant objects sought by those who had called for legislation. 
Such notes had been provided for with more than usual care in 
the Federal Reserve Act,’ and, in spite of all efforts on the 
part of politicians to obscure and mislead, the result had been 
to bring about an enactment which was undoubtedly capable 
of fulfilling the most important requirements of the demand 
for elastic note issue. Among the features of the federal 
reserve organization, therefore, which was most earnestly 
looked forward to was the development of an entirely new 
system of note issue on a large scale and free of the evils which 
had previously beset our currency. Naturally, therefore, the 
very first duty which the Federal Reserve Board felt called 
upon to discharge was that of selecting designs for notes, 
passing upon the dies and plates, and securing the printing of 
a moderately large quantity of the currency. The urgency of 
acting upon the note issue and of getting it established was 
the more obvious, in view of the fact that war necessities had 
led to the issue of more than $370,000,000 of Aldrich- 
Vreeland notes. As these were retired, it was believed there 
would be an urgent call for federal reserve notes and the 
Board desired to be prepared for all possible emergencies and 
contingencies. So, among the very earliest’ undertakings of 


1 See Section 16 of act as originally passed, Appendix VI. 
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the Board was the discharge of the routine duties connected 
with circulation. 


Administrative Difficulties 

Hardly had the Board begun its work, however, when it 
found that, contrary to what had been expected, there were 
serious administrative difficulties to be disposed of. Among 
these were the issuance of workable regulations which would 
result in the steady, prompt, and continuous transfer of notes 
from the Board itself to the several reserve banks. With a 
view to developing a satisfactory system on this subject, the 
Board accordingly undertook a series of discussions in which 
the various aspects of the subject were considered. Unfor- 
tunately in these discussions there was comparatively little 
disposition to allow fully and freely for the idea of an elastic 
note currency, while some members of the Board, particularly 
the Treasury representatives, were disposed to insist upon sur- 
rounding the note issue with all possible restrictions and safe- 
guards of an administrative variety. Indeed, had their views 
been fully followed, the whole undertaking would doubtless 
have been swathed in official red tape and the note issue ren- 
dered of comparatively small value. Discussion, however, 
brought about a partial compromise on this subject and 
resulted eventually in the formulation of regulations which, 
although far from liberal, were certainly not as extreme as 
those which had at first been advocated by the Treasury and 
particularly by subordinate officers in the Department who in 
the past had been largely concerned with matters relating to 
the issue of national bank notes. 

So important did the note issue come to be considered and 
so significant a part did it play in the later discussion of the 
federal reserve system, that it is worth while to consider with 
some detail the different stages through which the early prob- 
lem of note issue passed, while the eventual practice was in 
process of evolution. The first step was evidently the analysis 
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of the act itself in its note issue sections and the adjustment 
of reserve requirements in such a way as to correspond to the 
provisions of law. It was found that the technique of the 
latter was of no small difficulty because of the provisions which 
had been embodied in the act for the purpose of establishing 
the collateral deposit with federal reserve agents and also for 
the purpose of insuring steady redemption. 


First Regulations Developed 


The first set of regulations developed by the Board for the 
purpose in question was as follows: 


REGULATIONS GOVERNING DUTIES OF THE FEDERAL RESERVE 
AGENTS WITH RELATION TO FEDERAL RESERVE NOTES 


(1) Federal Reserve Agents shall from time to time notify the 
Federai Reserve Board on a standard form, Form No. and as 
far in advance as practicable, of the supply of Federal reserve notes 
they expect to require in order to meet applications for issue, stating 
the amounts of the different denominations desired. 

(2) The Federal Reserve Board will determine to what extent 
notes shall be supplied to Federal Reserve Agents and will notify them 
that they are authorized to issue notes so supplied from time to time 
to their respective banks in response to applications duly approved by 
said agents. 

(3) The Federal Reserve Agent shall from time to time notify 
his Federal Reserve Bank of the extent to which he is authorized to 
meet its applications for Federal reserve notes. 

(4) A Federal Reserve Bank desiring an issue of Federal reserve 
notes shall make application therefor to its Federal Reserve Agent 
furnishing at the same time to said Agent a list of the collateral which 
it proposes to tender as a deposit against said notes, said application 
to be made out on Form B. D. 21-1. 

(5) The Federal Reserve Agent shall carefully examine the collat- 
eral and make such investigation as he may deem necessary. If satis- 
fied that the collateral conforms to provisions of Section 13 of the 
Federal Reserve Act and the Regulations of the Federal Reserve Board 
made pursuant thereto, he shall so inform the Federal Reserve Bank 
and shall notify said bank that Federal reserve notes will besissued as 
soon as the collateral is deposited and the requisite gold redemption 
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fund paid to the Treasurer of the United States, and the required gold 
reserves set apart by said bank.* 

(6) On receipt of said collateral and a certificate from the Treas- 
urer of the United States setting forth that the Federal Reserve Bank 
has deposited with him the requisite gold redemption fund, the Federal 
Reserve Agent if satisfied that the bank has the gold reserve in its 
vault required by law to be held against its notes, shall issue, to extent 
that such issue has been authorized by the Federal Reserve Board, 
Federal reserve notes to said bank, receipting for said collateral on 
Form B. D. 21-2, reporting to the Federal Reserve Board each day all 
notes issued to and withdrawn by said bank, using for that purpose 
Form F. R. A. 5, and notifying said Board of the collateral accepted, 
using for that purpose Form B. D. 21-3. 

(7) If at any time the Federal Reserve Agent deems it necessary 
to require changes in either the character or amount of collateral 
deposited to protect said notes, he shall notify the Federal Reserve 
Board and at the same time call upon the Federal Reserve Bank for 
additional collateral or new collateral to be substituted for that which 
in his opinion or in the opinion of the Federal Reserve Board is 
unsatisfactory, using for that purpose the Forms already referred to.. 

(8) If at any time the gold reserve required by law to be held by 
a Federal Reserve Bank against Federal reserve notes issued to it falls 
below 40% (including-therein the gold fund required to be maintained 
in the Treasury) the Federal Reserve Agent shall at once notify the 
Federal Reserve Board. . 

(9) The Federal Reserve Board will, upon receipt of notice pro- 
vided in Paragraph 8 hereof, establish a graduated tax as provided 
in Section 11 of the Federal Reserve Act upon such deficiency, which 
tax shall be computed and collected by the Federal Reserve Agent 
and forwarded to the Federal Reserve Board. Said tax shall be com- 
puted as follows: 


a 

When reserves fall below 40% but are in excess of 321%4%, the tax 
upon the deficiency shall be at the rate of 1% per annum; 

When reserves fall below 324%2% but are in excess of 30%, the tax 
on the entire deficiency below 40% shall be at the rate of 21%4% 
per annum; 

When reserves fall below 30% but exceed 27%% the tax upon 
the entire deficiency below 40% shall be at the rate of 4% per 
annum ; 
and so on, increasing at the rate of 144% with each reduction in 
reserve amounting to 2%% or any fraction thereof. 


* Note: Under Section 16 of the Federal Reserve Act, this redemption fund 
may be increased above the 5 per cent legal minimum at the discretion of the Secre- 
tary of the Treasury. 
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(10) The Federal Reserve Agent shall receive Federal reserve 
notes unfit for circulation presented by the reserve bank or any 
member bank or transmitted to him by the Treasurer of the United 
States, and shall forward the same immediately to the Comptroller of 
the Currency for cancellation and destruction using Forms F. R. A. 
1-5. The Comptroller will transmit new notes in lieu thereof to 
the Federal: Reserve Agent, at the same time notifying the Federal 
Reserve Board of such action. (See also Paragraphs 16-17-18.) 

(11) The Comptroller will cancel and destroy such notes unfit for 
circulation in the manner provided in the National Bank Act for the 
cancellation and destruction of National bank notes unfit for cir- 
culation. i 

(12) The Federal Reserve Board will maintain a record of the 
amounts of notes of the several denominations supplied to each Federal 
Reserve Agent, of the amounts issued through said agent to his 
Reserve Bank, and of the amounts in the possession of said agent. 

_ .(13) On the receipt of notice from the Federal Reserve Board that 
a rate of interest has been established to be charged upon issues of 
Federal reserve notes, the Federal Reserve Agent shall notify his bank 
and shall compute and collect the amount of interest due from said 
bank and forward the same to the Reserve Board. 

(14) When Federal reserve notes issued by the Federal Reserve 
Agent to a Federal Reserve Bank are deposited by said bank for the 
purpose of reducing its liability for outstanding circulation, the Federal 
Reserve Agent shall return to said bank a proportionate amount of 
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the collateral deposited by it against its notes, using for this purpose 
Form B. D. 28-1. 

(15) The Federal Reserve Agent shall notify the Federal Reserve 
Board of any deposits made with him by a Federal Reserve 
Bank of its own Federal reserve notes, or of gold, gold certificates or 
lawful money, for the purpose of reducing its liability against its out- 
standing notes, using for that purpose Form F. R. A. 5. 

(16) The Federal Reserve Agent shall hold such notes, gold, gold 
certificates or lawful money so deposited, subject to the order of the 
Federal Reserve Board. Any gold or gold certificates deposited with 
a Federale Reserve Agent may be deposited in the nearest sub-treasury 
of the United States, (with the consent of the Secretary of the 
Treasury) and order gold certificates issued thereon payable to the 
Federal Reserve Agent. 

(17) On deposit of such notes, gold, gold certificates or lawful 
money, a proportionate amount of the collateral may be returned to 
said bank, the transaction to be reported at once to the Federal Reserve 
Board, using for that purpose Form F. R. A. 5. 

(18) When Federal reserve notes are deposited by a Reserve Bank 
with the Federal Reserve Agent, said agent shall return to said bank 
the collateral and any gold, gold certificates or lawful money deposited 
by it to reduce liability except so much of said gold as may have been 
required by the Federal Reserve Board to transmit to the Treasury 
for redemption purposes, upon request of the Secretary of the 
Treasury. 

(19) On receipt of notice from a Federal Reserve Agent that 
certain of its notes have been returned, the Federal Reserve Board will 
request the Secretary of the Treasury to direct the Treasurer of the 
United States to return to said bank such portion of its redemption 
fund as may exceed the minimum requirement of that fund against 
the notes still outstanding. 

(20) When a Federal Reserve Bank shall ask to withdraw collat- 
eral and substitute therefor other collateral against Federal reserve 
notes, the Federal Reserve Agent shall examine said offered collateral 
and pass upon it in exactly the same way as if it were collateral for 
original issue of Federal reserve notes. If approving the collateral, 
he may make the exchange, reporting the fact at once to the Federal 
Reserve Board, using Form B.D. 28-3. 

(21) When Federal reserve notes have been returned by the 
Reserve Bank to which issued, and the collateral and other security 
return to the bank, said notes shall be held by the Federal Reserve 


nas 
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Agent and shall be reissued only on the same terms as an original 
issue, and with the use of the same forms. All notes so returned by 
Reserve Banks shall be reported at once to the Federal Reserve Board. 


Subsequent development did not greatly change the pur- 
pose or general tenor of the regulations, but gave results in 
adapting them rather more closely to bank requirements so 
that there was a relative simplification of machinery and a 
rather more prompt means of obtaining the notes when needed. 
In the eventual form in which issued the regulations assumed 
a shape not very different from the first proposal. 


Salient Points 

Analysis of these regulations will:show that the salient 
points which were dealt with—apart from the questions of 
reserve which at the time were entirely for the future to 
determine, since there was no immediate prospect of the 
reserves being reduced to anything approaching the legal 
limit—were these: 

1. The definite insistence that before notes were issued there 
should be in the hands of the federal reserve agent a 
block of collateral representing actual rediscounts on 
the strength of which the notes called for should be 
furnished. 

2. Arrangements between the reserve agent and the Treas- 
ury Department providing for the depositing of the 
necessary gold redemption fund and the routine release 
of the notes that were required with their shipment to 
the reserve bank. 

3. Various provisions for the retirement of unfit notes and 
for the presentation of fit notes of other banks for 
redemption. 


Of these elements in the note issue process there was only 
one which for the immediate present need be regarded as giving 
rise to real difficulty. Practically all of the requirements were 
distasteful to the member banks and apparently to the federal 
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reserve banks. It is perhaps well to say at this point that there 
has never been a time, since the adoption of the Federal 
Reserve Act, when there was not more or less agitation going 
on with a view to the modification of the note issue provision. 
Member banks have at all times desired to see it liberalized 
and the issue of notes made easier; they have always desired 
greater liberty for use of notes in reserve and less stringency 
as to the presentation of the notes for redemption. On the 
latter point reserve banks have periodically set on foot investi- 
gations and in some cases made recommendations. As to these 
matters more may be said at a later point. 


Question of Collateral 

The initial difficulty was not found in matters of tech- 
nique or detail, but was centered largely around the fact that 
reserve notes could not be issued except in exchange for 
collateral. It was puzzling to member bankers to know why 
they could not take gold or legal tender notes to a reserve bank, 
turn them in, and receive in exchange an equal amount of fed- 
eral currency fresh and clean for distribution to their cus- 
tomers. This they regarded as the essential service of a 
reserve bank, and when it was pointed out to them that the 
currency was intended to be “elastic,” that is, corresponding 
to the needs of business and not issued except when a new 
volume of transactions required it, they were impatient and 
restive, regarding this as an academic plan possessing no merit. 
Strangely enough, objections of this sort were lodged by some 
of those very bankers who in years past had had most to say 
about an elastic currency. The reserve banks felt this criticism 
sharply and accordingly were inclined to try to find some way 
to relieve it. They had not been open more than a very few 
weeks before what was practically a generally accepted expedi- 
ent was hit upon, talked over at meetings of the council of 
governors, and finally put into general practice. It was called 
“reversing the pump.” 
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Neutralizing the Act 


The operation of the plan was as follows: A customer bank 
having discounted some commercial paper with a reserve bank 
to the amount of, say, $10,000, the reserve bank was then in 
position to issue $10,000 in notes in exchange for this paper 
as collateral. The collateral would be turned over to the 
agent, who would thereupon issue the notes after going 
through the necessary formalities for the purpose of getting 
them from the Board. As things then stood, the reserve bank 
had parted with $10,000 of collateral which was in the hands 
of the agent, while the Board had “issued” $10,000 to the 
agent who had transferred it to the bank. The bank set up a 
reserve of 40 per cent against the notes. Then, in the event 
that a new customer came to the reserve bank and asked for 
federal reserve notes, there would be no means by which the 
reserve bank was able to get notes from the agent, since pre- 
sumably its collateral was entirely in the hands of the agent. 
It, however, now resorted to the plan of redeeming its col- 
lateral by placing gold to an equal amount with the agent. The 
effect of this, then, was to release the reserve previously set up 
against the notes. The agent now had $10,000 in gold, while 
the bank had taken back its collateral. The collateral would 
in this way be presented over and over again, being returned to 
the bank after each operation just as if it were a new offer of 
commercial paper. The result was that the bank was able to 
“pump” out as many notes as it wished, so long as it had a 
single dollar of commercial paper of eligible variety ; provided, 
however, that the agent went through the more or less elabo- 
rate routine that was necessary in getting the notes. 

This practice speedily spread throughout the system and 
was fully known to the Federal Reserve Board, whose mem- 
bers appeared to have but little sympathy with the idea of 
elastic currency. In fact, as one member of the Board re- 
marked, they felt that it was “useless to deal in academic 
refinements on the subject of notes. Anything that looked 
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like money, smelt like money, and felt like money, was money, 
and it could be issued in any quantity—provided, of course, 
that the issuer were well protected’’—and how could he be 
better protected than through the deposit of gold or legal 
tender notes in an equal amount? In this view of the situation 
there was no reason why the notes should not be issued in as 
great volume as was desired. The objections of the Treasury 
officials to easy note issue had had no theoretic basis but were 
founded entirely upon considerations of security and protec- 
tion. With these satisfied they had no hesitation in going 
as far with the issue of notes as they might be requested to do. 


The Holding of Gold 

Indeed, the only real difficulty or opposition that mani- 
fested itself to this perversion of the original terms of the 
Reserve Act was found in the purely mechanical difficulties 
which were connected with the holding of gold. The gold 
settlement fund, however, as elsewhere seen, was established 
by the Board in the spring of 1915, and not only fulfilled its 
purpose as a means of exchange and settlement, but was also 
speedily appreciated in a new light—that of acting as a means 
of conserving or protecting the gold of the banks. Nota few 
of the federal reserve banks gradually deposited most of their 
gold in the gold settlement fund. But when the process of 
“reversing the pump” made it desirable for them to transfer 
considerable quantities of gold to the reserve agent, that official 
apparently had no means of protecting his gold. True, as the 
various banks developed vault space, there was set apart for 
the use of the reserve agent a due proportion of such space and 
he was able to pack his gold away within that space. As time 
went on, the space became less and less adequate and the 
reserve agent more and more fearful lest the constant ebb and 
flow of gold might, through some error or perhaps dishonesty, 
result in leaving him “‘short.’’ Hence the demand for the 
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establishment of a section of the gold settlement fund which 
should be known as the “federal reserve agent’s fund,” 
through which should be permitted all those transactions be- 
tween reserve agents which grew largely out of the transfer 
and redemption of notes, the cancellation of currency, and 
incidentally the hoarding and safekeeping of the gold behind 
them. Such a section was duly established by the Board late 
in 1915 and quite effectually served its purpose. The gold, 
both that belonging to the banks and that belonging to the 
reserve agents, was held in sub-treasuries where its safekeep- 
ing was about as perfect as would be possible under any cir- 
cumstances. The transfers growing out of redemption and 
the like operations were handled through the gold settlement 
fund and the reserve agent’s fund, while the member banks 
were practically given carte blanche to apply for and obtain as 
many notes as they chose, always provided that they could 
furnish legal tender currency to protect them. 

The working of the note issue section had thus, even within 
a few months, drifted very far away from its original intent 
and had done so in large measure because of the lack of 
sympathy of the system and of the Board itself with the 
general idea of elastic business currency. It has often been 
asked whether the Board in these early days devoted much 
attention to the study of questions of practice or to the analysis 
of the effect of additional note issues, or to other matters of 
the same sort. To all such inquiries a flat negative must be 
returned. None of these questions had received any consid- 
erable degree of study or discussion during the first two years. 
The Federal Reserve Act with its provisions as to note issue, 
its subordinate organization of taxation, its authorization of 
the Board to withhold or issue notes as that body saw fit, and 
its carefully worked out mechanism of redemption, was re- 
garded as little more than a piece of hampering machinery 
which tended to restrict the convenience of the community, 
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and which, if it could legally be kept idle, should very properly 
be treated in that way. : 


Growth of the Note Issue 

In these circumstances it was perhaps strange that a larger 
amount of note issue did not occur. The truth was that the 
country was already very well provided with circulating 
medium. It was a long time before all of the Aldrich- 
Vreeland currency was called in, and by the time that it had 
practically all been retired the gold movement from Europe 
had begun, reversing the outward movement which had been 
characteristic of the early weeks of the war. Gold poured 
steadily into the United States and found its way at once into 
the bank vaults. Some of it was placed in the Treasury and 
gold certificates were issued against it. There was no very 
special inducement to increase the issue of federal reserve 
notes except for the purpose of obtaining fresh clean currency, 
and in the case of city banks of facilitating their convenience 
in making payments to depositors. Such convenience, of 
course, would have been greatly furthered by an issue of 
federal reserve notes going down to the lowest denomina- 
tions—$5, $2, and $1—and it soon became apparent that the 
banks would have gladly seen the notes issued even in these 
low denominations; but as yet they were not prepared to make 
such request and to back it up with pressure. Accordingly, 
during the first two years of the history of the system the note 
issue continued, technically governed by the original provi- 
sions of the law, but practically managed upon the modified 
basis already outlined. 

The following brief tabulation will show ,at a glance the 
general movement of notes during the months in question. 
At the highest point federal reserve notes, prior to the end of 
1916, probably never constituted more than about 15 per cent’ 
of the total paper currency then in circulation: 
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FEDERAL Reserve Notes Issurp By FEDERAL 
RESERVE BANKS AND IN CIRCULATION 
ON Date NAMED 


[EAE DA, TONGS y CSG SAA do an Beene $179 , 224,000 
BeDriarye2 ye einen ar eee cee eneies hs 171, 368,000 
March Ree. Roe Pe see Ses 163,066,000 
April 2 om merger Merwe. cs Gusto x 2 163,094,000 
VE Vere OR ee a nee et Bs aay Io ex 159, 389,000 
[SENSO oi OE OMe hae cist et tte 152,244,000 
Hily22 8 Aen et: tr cee py, ae 152,590,000 
Ae ast 252 0E ID... A SSNPS 156,345,000 
SiS OHS Oil OVERS) 5,5, Siew rs ach eae 196, 538,000 
October 7 7AM tert: tie see 214,622,000 
November, 24 ap epeyaceqeryseyeei dee spekctnsrs 240,448,000 
DSCem Dei 20 Wea ern Sherk 275,353,000 


Reserve Notes in Reserves 


It would be difficult to. say exactly how far the federal 
reserve notes actually went into bank reserves from the early 
days of their issue. To some extent, however, this was un- 
doubtedly the case. True, their use as reserves in the vaults 
of national banks was forbidden by law, while of course 
reserve banks could not carry them. There were many state 
banks, however, which for years past had made a practice of 
carrying national bank notes in their reserves without opposi- 
tion or hindrance from the state banking commissioners of the 
several states. Reserve notes were as good as national bank 
notes and there was,no evident reason why they should not be 
given the same status as the latter. This they undoubtedly 
attained, while on the other hand the public at large was not 
disposed to discriminate between them and the national bank 
notes or government notes which they closely resembled. 
When the notes were first issued they were viewed for a day 
or two with curiosity and there was languid comment in the 
newspapers upon the appearance. They then speedily settled 
back into the same role as had been played by national notes, 
and they neither showed any very great activity of redemption 
nor in the public attitude toward them was there in any other 
way, so far as could be perceived, special danger or special 
advantage. They might about as well have been simply an 
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addition of equal amount of national bank currency, though of 
course it should be remembered that such an addition would 
have been difficult because of the limitation of the amount of 
government bonds outstanding and available as a basis for 
circulation. 


Unsatisfactory Note Situation 

To all intents and purposes, then, during the first year or 
two of the federal reserve system the note issue was largely 
a merely mechanical matter of convenience involving no impor- 
tant theoretic issues. It was either the equivalent of a gold or 
specie certificate, or in smaller measure, the representative of 
collateral (commercial paper) indorsed by member banks and 
in the hands of reserve banks. But for reasons already stated, 
it had no material relationship to the business of the country, 
did not constitute a measure of such business, was compara- 
tively limited in amount, and had rather successfully evaded 
the various provisions of the Federal Reserve Act which were 
designed to ensure prompt eligibility and elasticity. The ques- 
tion what would have been the future of the federal reserve 
note had there been no subsequent developments, like those 
which grew out of the war, to necessitate a larger issue of the 
notes, may very well be raised. Conjecturally, such a question 
can be answered only with the statement that, so far as indica- 
tions go, the federal reserve notes would probably have occu- 
pied somewhat the same position as national bank notes, and 
that while they would doubtless have gradually expanded as 
the national bank notes were retired, there was but little in the 
experience of the time to show that they were really called for 
in large measure by the interests of the business community 
or that they would have expanded very materially unless a 
vacuum was created for them. This opinion is strengthened 
by reason of the fact that so large a current of gold was 
flowing into the United States from European countries. 

The situation as it developed in the minds of the Board 
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tnembers was very well outlined at the end of two years of 
operation in the following letter, written by a member of the 
Board: 


November 27, 1916. 
To the Federal Reserve Board, 
Washington. 
Gentlemen: 


On May 10, 1916, I prepared for the Board a short statement deal- 
ing with Governor Hamlin’s brief on the subject of note issue amend- 
ments. I took the position at that time that there were three amend- 
ments to the Federal Reserve Act relating to this matter which were 
very desirable: 


(1) The right to issue Federal Reserve notes directly for gold; 

(2) A consolidation or combination of the accounts of the Federal 
Reserve Agents and the Federal Reserve Banks so that we 
would have the responsibility of the Banks behind the custody 
of the notes, and not only that of the Federal Reserve Agent, 
so as to provide that the Reserve Banks shall show all notes 
outstanding in the hands of the public as a liability and all 
assets held against them as an asset of the Bank; 

(3) An amendment to Section 14, of the Federal Reserve Act which 
would liberalize the law in respect to collateral behind Federal 
Reserve notes by making eligible as collateral bankers’ ac- 
ceptances, or what is known as “bought paper,” as well as 
commercial paper rediscounted for member banks. 


I then took the position that if these three amendments were secured 
it would be neither necessary nor desirable to ask Congress to make 
Federal Reserve notes legal reserve. 

Since that memorandum was written the third of the above men- 
tioned amendments has been passed by Congress and another amend- 
ment has also been passed which has a very important bearing on the 
situation, to wit: the authority to member banks to keep any part of 
their reserve with the Federal Reserve Bank, instead of in their own 
vaults. I still believe that the amendments suggested by me on May 
roth are very desirable and that if they were passed it would not be 
necessary, at least at this time, to make Federal Reserve notes avail- 
able as bank ‘reserves. However, the proposal, so ably urged by my 
colleague, Mr. Warburg, is entitled to the most careful consideration, 
first, as to the desirability of the object sought, and, second, as to 
whether there is any better means of attaining it. 

First, as to the object sought. It appears to be Mr. Warburg’s 
desire to impound in the Federal Reserve Banks a very large share of 
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the country’s gold supply, whereas I rather question the desirability 
of going too far in that direction. My feeling is that under the changes 
in the law which I have suggested, we would have little difficulty in 
accumulating in the Federal Reserve Banks half of the gold stock of 
the country not in the hands of the Federal Government. If the other 
half were in the hands of the public and in those of member and non- 
member banks it would be where it could serve an important purpose 
as a sort of secondary reserve supply which would be called upon in 
case of great need. If our banking system was under a strong central 
management, and the form of our Government was like that of the 
German Empire, I can readily see where it would be natural and per- 
haps desirable to act on Mr. Warburg’s suggestion, but, considering 
the form of our Government, the temperament of our people, and the 
dangers of over-expansion and over-speculation, I think we should 
not put all of our golden eggs in one basket. 

We all recall that the panic of 1907-came as a climax to several 
years of great expansion in expenditures in all kinds of business 
enterprises, a period of ten or eleven years of pyramiding upwards 
almost without interruption. Six months before the panic came many 
wise men thought that thinks looked “squally,” and yet the temptation 
to keep on stretching bank resources to the limit was too strong even 
for them to resist. For this and other reasons I can not help feeling 
that there is danger in putting all the elasticity in the Federal Reserve 
Banks and not leaving a reserve of elasticity in the banks of the 
country. Of course, I am aware it is somewhat inconsistent to say 
that a balance with the Reserve Bank shall be counted as a reserve, 
whereas, the notes of the Bank can not be so counted. I am also aware 
of the fact that as time goes on bank balances are going to play a 
greater part than Federal Reserve notes; that when our check clearing 
and collection plan is fully developed, member banks will care less 
about drawing out Federal Reserve notes, and more about transferring 
balances by drafts and checks. On the other hand, the use of Federal 
Reserve notes will be always greatest in the parts of the country where 
there is the greatest necessity for caution; in those parts of the country 
where other credit instruments play a smaller part and where actual 
currency plays a larger part. 

I can see that if we do not make Federal Reserve notes reserve and 
if we permit, say one-half of the gold holdings of the country to remain 
in the hands of member and non-member banks, we may sometimes 
reach a point where a Federal Reserve Bank has exhausted its un- 
pledged gold supply and can not issue any more notes. Member banks, 
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coming to their Federal Reserve Bank to borrow will, in such a case, 
_ complain that “the well has run dry,’ but when that time comes the 
Federal Reserve Bank will say to those member banks, “If you have 
gold in your reserves and will deposit it with us we can help you, 
because we can immediately expand that gold in the ratio of 1.625 to I, 
and we can hold your gold to count as reserve and still help you with 
currency or book credits.” 

I agree entirely with Mr. Warburg’s argument that we should: put 
ourselves in a position to release gold freely when the European war 
is over. For us, as a nation to have accumulated through a favorable 
trade balance an enormous fund of gold and then attempt to put the 
bars up and so prevent the world’s supply of gold from seeking its 
natural level would be absurd and even monstrous. Such action on 
our part might very properly lead to a demonetization of gold, but I 
can not conceive that gold will go out of the country except in four 
ways; first, by a reversal in the balance trade; second, by the spending 
of money in Europe by Americans; third, by remittances to Europeans 
by Americans and immigrants; fourth, by loans to Europe. 

There are some other general reasons against making Federal 
Reserve notes reserve which might also be mentioned. It is bad 
education for the public to let it imagine that a note of a bank is 
reserve because Congress says it is reserve. The fundamental reliance 
of our whole structure is the gold, or metallic basis behind our cur- 
rency. While it is true that the Government guarantees the notes, 
every one of us will take the position that the notes must be secured, 
without leaning upon the Government and without even suggesting 
that the Government shall ever be called upon to make them good. 
The Government supervises their issue, must be satisfied that the 
security and the reserve behind them is ample and sufficient, but it was 
never seriously meant that the Government was going to tax the people 
to pay these notes. 

Viewed from this aspect, it isn’t good economics for Congress to 
say that “greenbacks,” or any other kind of notes that are not based on 
the deposit of 100% of gold can be called the ultimate reserve of mem- 
ber banks. The fact that we have taken some wrong steps in this 
direction in the past does not at all justify our doing it again. The 
greenback is simply the promise of the Government with a gold 
security of approximately 35%; the national bank note besides being 
the obligation of the issuing bank is security of the Government, as 
attested by the deposit of the United States bonds and has a gold 
‘reserve of only 5%. The Federal Reserve note has 100% of com- 
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mercial paper as collateral, and 40% or more of gold reserve behind 
it, besides which it has the guarantee of the Federal Reserve Banks, . 
the member banks, and the Government. No one of these three kinds 
of currency can properly be considered ultimate reserves, and they 
are unquestionably good and ought to be in every sense legal tender. 
It appears inconceivable that they should not be absolutely good at 
all times and readily acceptable by the people in all sorts of transac- 
tions as a substitute for actual specie. When it comes to international 
transactions, gold, or its equivalent only, can be used, but in all intra- 
national transactions there is no reason why these various representa- 
tives of money should not perform all the functions, except those of 
being ultimate reserves. The fact that state banks are permitted to use 
national bank notes and reserve notes as reserves and actually do so, 
only accentuates the necessity of keeping the ultimate reserves 
inviolable. 

The object which Mr. Warburg seeks to attain—of securing a 
much larger share of the ultimate reserves of the country in the hands 
of the Federal Reserve Banks—might be attained in another and 
possibly less dangerous way if the Federal Reserve Act were so 
amended as to state only those reserves which member banks must carry 
with their Federal Reserve Bank, stating in so many words that the 
specie and currency which any bank shall carry in its own vault, or 
till, will be left to its own judgment. The ultimate reserves, in other 
words, will be with the Federal Reserve Bank. The advantage of this 
method to the member bank would be that the many kinds of currency 
in its possession, as well as. specie, would serve its purpose equally 
well—gold or silver certificates, greenbacks, national bank note cur- 
rency, Federal Reserve notes, or Federal Reserve Bank notes. What 
the reserves should be is necessarily a matter of study and calculation, 
but suppose, for example, we should start out with the proposal that 
country bank reserves held with the Federal Reserve Bank should be 
8%, the member banks in reserve cities should hold 12%, and the 
member banks in central reserve cities should hold 15%. In this con- 
nection it is proper to mention that under the laws of a number of 
states the required cash reserves is left entirely in the judgment of 
the banker, and in European countries it is the custom to let bankers 
use their own discretion as to the cash reserves they shall hold. 
While it is not suggested that this discretion apply to the entire 
reserves, it is thought that it can be safely applied to the bapk’s own 
counter cash and vault requirements. 

This may not be the:best solution of the problem, yet it is at least 
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worthy of consideration. If, on the other hand, Mr. Warburg’s plan 
is adopted, he, himself, admits that it would be desirable to keep, not 
40% of gold behind Federal Reserve notes, but 60% or 70%. Indeed, 
' it is probable that it would be necessary to change the law in regard to 
ultimate of gold reserve behind Federal Reserve notes and to raise 
the limit below which a penalty, or tax, shall apply to, say 50%. 

There are other ways in which, without any congressional action, 
much might be accomplished to put the gold of the country in the 
hands of the Federal Reserve Banks and member banks, rather than 
by leaving it where it will be hoarded by people, or used for everyday 
currency; that is, by readjusting the denominations of gold and silver 
certificates and other forms of currency. As it has been pointed out 
several times, if gold certificates were not printed in denominations less 
than $50, gold certificates would rarely appear as currency, and become, 
as they should be, almost exclusively reserve money. 

From the above, it will appear that, while I am not favorable to 
the plan of making Federal Reserve notes reserve, | am not opposed 
to a limited extent, at least to the object Mr. Warburg has in view, 
to wit: the greater concentration of gold in Reserve Banks. 

Respectfully submitted, 


Redemption of Bonds 

It seems best at this point to make brief reference to the 
more or less complex provision which had been introduced 
into the Reserve Act as a result of compromise and which 
had intended to provide for the gradual retirement of national 
bank notes then outstanding. It will be recalled that the 
provision in question, carried in section 18, was equivalent 
to an authorization to the Board to receive offerings from 
holders of circulation bonds each year in an amount not more 
than $25,000,000, and then to distribute this sum among 
reserve banks. These banks then had the option of convert- 
ing the 2 per cent bonds which they thus received, into 3 
per cent without the circulation privilege. The effect would 
have been to retire $25,000,000 of national bank notes each 
year or to place in the Treasury a sum equal to.that amount 
in other forms of money. Assuming that there were outstand- 
ing at the time about $725,000,000 of national bank’ notes, the 
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period required to dispose of the national bank notes entirely 
would thus have been about 29 or 30 years. At the end of 
that time it might have been expected that the bond-secured | 
currency which had so long been an object of criticism and 
attack would have disappeared, and that its place would have 
been taken by federal reserve notes—always assuming, of 
course, that commercial paper received by the reserve banks 
was sufficient (as intended by the original act) to furnish a 
basis for the new notes. If such paper proved insufficient 
the act nevertheless provided a way of meeting the difficulty, 
by authorizing the reserve banks to apply for and obtain 
“federal reserve bank notes’? which could be issued on the 
same basis as the national bank notes, i. e., with protection 
furnished by the government bonds which they had taken 
over from the owners (the national banks). This provision 
was also intended to enable banks which feared loss on their 
bonds to protect themselves by turning over the bonds to 
reserve banks which thus would make a certain market for 
them. 

The Reserve Board, soon after its organization, under- 
took to put this provision into effect and continued the plan 
for a year or two, a total of $72,000,000 in bonds being thus 
purchased and distributed among the reserve banks. The 
coming on of the war led to the suspension of the provision 
which, however, had indeed been purely permissive, and 
eventually the effect of such suspension was merely to leave 
the national bank notes practically as they had been. The 
Federal Reserve Act having eliminated the requirement that 
new national banks should purchase bonds, there was now 
nothing whatever to stimulate the issue of national bank notes, 
while on the other hand the fact that an existing bank did 
not need to carry them, still left the holders without any mar- 
ket save that which was supposed to be created by the pro- 
vision authorizing their purchase by reserve banks. When 
that was suspended and when the issue of government bonds 
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with high interest rate began under the Liberty loans, the 
national bank note situation became practically stereotyped 
and has continued in that condition to the present day; the 
amount of notes in circulation, as indicated by the report of 
the Secretary of the Treasury for 1922, being $726,000,000. 


Results of the Currency Experiment 

A survey of. the currency experiment of the federal re- 
serve system upon its original lines can be based only upon 
the outcome attained during the first two and one-half years 
of operation. This is because at the end of that time there 
came about so great a change in the methods of issuing and 
using the currency, partly as a result of the war and partly 
as the result of the evasive practices already referred to. 
The Act of 1917, amending the Federal Reserve Act, as 
will be seen at a later point, legalized the evasions that had 
been developed during the preceding years and so placed the 
note issue upon a totally new footing. On the other hand, 
the provisions of the Act of 1917, later to be studied, whereby 
notes were, in a sense, allowed an entry into the reserves of 
member banks, fundamentally altered the original theory of 
the law even though they were partly offset in effect by coun- 
tervailing provisions whose nature will also be later traced. 
When the war had fairly opened the effort to draw gold into 
reserve banks and to issue notes in place thereof, practically 
made the reserve note, at least to a considerable extent, a gold 
certificate. Any one of these great changes would have suf- 
ficed to mask the original purposes of the act and to prevent 
it from showing its genuine effects. 

The changed status of the reserve note has continued 
down to the present moment and there is now no immediate 
prospect, so far as can be seen, of any changes. When the 
time will come, if ever, that there is a recurrence to the theory 
of an elastic currency, or “asset currency” as it was formerly 
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| termed, it would be only conjecture to predict. The fact re- 
mains that the experiment of an elastic currency was tried 
for but a few months and then only in a half-hearted way 
and upon a very limited scale. This should be borne in mind 
in all future criticisms of the Federal Reserve Act, and it 
should be recalled that the whole inconclusive and tentative 
experience which has been set forth in the present chapter 
affords the only occasion upon which, since the Civil War, 
effort had been made to introduce the elastic currency idea in 
practice. Remembering this fact and recalling the attitude 
adopted toward the elastic currency as manifested both by 
bankers, the officers of reserve banks, the Federal Reserve 
Board, and the public generally, the student may well feel 
an increasing degree of doubt as to the future of true bank- 
note currency in the United States. With this doubt he may, 
however, combine a question whether in fact the need for 
note currency is really as great as it had been supposed to be 
and whether in fact we have not in most parts of the country, 
even in the rural districts of the West, practically superseded 
the note by the use of the check and deposit system as a means 
of increasing our banking accommodation in times of urgent 
need for credit. As to this point, more will be said at a later 
stage of the discussion. The present chapter has sought to 
deal only with the abortive effort to introduce a currency of 
the kind which was so long and so urgently demanded by 
the so-called banking reform movement. 


APPENDIX TO CHAPTER XL 


Because of the importance of the note issue system in its relation 
with gold holdings and the reserve situation, both of which became 
the subject of amendment in June, 1917, the whole matter was con- 
stantly discussed during 1915 and 1916. The following memorandum, 
prepared by a member of the Board, touches several allied issues, 
but its bearing is chiefly upon the note issue question. It is therefore 
supplied at this point. 


a4 
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WarzBuRG MEMORANDUM ON FEDERAL RESERVE Note IssuE QuESTION 


Washington, December 2, 1915. 
To the 
Federal Reserve Board 
Washington. 
SITs, : 

I take the liberty of submitting the following statement and 
memoranda with the object in view of doing my share in establishing 
a basis of harmonious understanding and cooperation in the Board, 
without which the best results cannot be achieved. 

Like all of us, I regret very sincerely that the impression has been 
created by the press and otherwise as if there were personal differ- 
ences in the Board. Personally, I cherish the conviction that differ- 
ences are not of a personal nature but that we are dealing with honest 
differences of opinion and that the best way of removing whatever 
may separate members of the Board is to go to the root of these 
differences and to make a determined effort to agree on the essential 
points on which there is divergence of opinion, or, if we cannot agree, 
to frankly disagree upon the same and state the matter, if necessary, 
in the form of majority and minority reports so that it may be under- 
stood that, where differences exist, they are not of a personal nature 
but are based upon matters of principle. My own hope is that we may 
be able to agree on all of these things because, after all, that is what 
will best further the objects and aims of the Federal Reserve Board to 
which we all are devoting whatever is best in us. 

If I may be permitted to analyze the situation, I would say that 
there are differences of opinion in the following four matters: 


(1) The problem of the general functions and the policy to be 
pursued by Federal Reserve Banks. 
I take the liberty of submitting herewith a memorandum which J 
have prepared covering this problem. I have no doubt that we can 
reach a common ground of understanding on this question, 


(2) The question of Government Deposits. 

From the very beginning of the operation of the Federal Reserve 
Banks there have been two different schools of thought in this respect. 
I take the liberty of submitting a memorandum which, if adopted 
would, I believe, relieve the situation. It would, at the same time, 
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protect both the Secretary of the Treasury and the powers of super- 
vision and control of the Federal Reserve Board. 


(3) The examination and reports of member banks and rulings 

of the Comptroller. 

This question, more than anything else, has produced irritation 
from time to time with member banks, Federal Reserve Banks and in 
the Board. I believe that we are very close to a point now where 
the problem could be disposed of to mutual satisfaction. Both in the 
case of Government deposits and the case of the Comptroller’s reports 
the law creates a difficult situation by preserving a dual control. The 
problem is, can the difficulties that no doubt exist be removed by 
administrative methods, or shall it be necessary to cure the situation 
by amendments of the law so that, with respect to reports and examina- 
tions, there will be created a unity of action? As above stated, I 
strongly believe that it will be possible now to definitely agree upon 
some satisfactory plan or to state publicly the limited and legitimate 
degree to which we do not agree. This will cure the constant attempt 
of the press to magnify and to sensationalize the situation. 


(4) The question of redistricting, and, involved in that, the ques- 

tion of individual powers of members of the Board. 

I believe that, in the very near future, the committee can bring in 
a report concerning redistricting which probably will dispose of any 
plan of dealing with this larger question but will clearly establish the 
position of members of the Board as to the desirablity of a redis- 
tricting process at such time as it should be practicable in case Con- 
gress should give the Board the power to do so. 

It will be of great advantage for the harmonious work of the 
Board if, at the same time, a clear understanding could be reached 
as to what are the individual powers of members of the Board and 
how far are resolutions passed by the Board binding upon all of 
them. I strongly believe that if we patiently discuss these questions 
upon their merits and entirely disregard the personal element we 
shall finally reach a very satisfactory and clear understanding about 
all of these points. 

I am somewhat taking the attitude of a surgeon who rather goes 
to the root of an evil than deal with the surface disturbance by means 
of palliatives and court plaster. The process may be a little bit more 
bothersome while it lasts but I am sincerely convinced that it will 
bring more lasting and more satisfactory results. It is, to my mind, 
inevitable that this operation should be gone through because I can 
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hardly see how we can write a satisfactory report or deal with the 
question of amendments unless and until we have reached a clear un- 
derstanding about these pending problems. 
Respectfully, 
(Signed) Paut M. Warpure. 


MEMORANDUM ON QueEsTIOoN No. I 


The policy to be pursued by Federal Reserve Banks must be guided 
exclusively by the public interest. 

Federal Reserve Banks must neither fail to carry out transactions 
and exercise functions—which otherwise would redound to the benefit 
of the country—for the mere reason that they entail heavy expense 
or loss; nor must they, on the other hand, conclude transactions and 
exercise functions on account of the earnings to be derived, in case 
these transactions or functions would run counter to the public 
interest, or would lessen the ultimate ability of the Federal Reserve 
Banks to render the largest service for the general benefit of the 
country. 

In carrying out their policy they must neither compete for the 
sake of competition nor not compete for the sake of avoiding com- 
petition. In carrying out functions with which they are charged 
by the law they must compete or not compete as the public interest 
requires. 

If we agree on this premise, we must then ask ourselves, in what 
way do Federal Reserve Banks serve the public interest? 

The function of Federal Reserve Banks is to provide a safe system 
of banking (free from our heretofore periodical collapses) and more 
stable and equal interest rates than we have had in the past. 

Broadly speaking, the problem of banking may be summed up in 
the following quotation: 


“Tf banks were to keep, in cash, all the money deposited with 
them, business would come to a standstill and a crisis would ensue. 
If banks were to lend indiscriminately to those who apply for loans 
all the money on deposit with them, a general panic and collapse 
would follow a short period of overstimulation. Between these 
two extremes lies the middle course, the finding of which is the 
problem, and its practise the art of banking.” 


To find and preserve this middle course is the particular function 


of the Federal Reserve Bank System. 
The present maximum lending power of the entire Federal Reserve 
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System is about $600,000,000. The total loans and investments by 
national banks amount at present to about $8,000,000,000; those of 
the State banks to $7,500,000,000. It is obvious that it cannot possibly 
be the object of the Federal Reserve System, by competition, to sub- 
stitute a lending power of $600,000,000 for that of all the banks of 
the country, amounting to $15,500,000,000. The aim of the system 
must rather be to keep this gigantic structure of loans and invest- 
ments, which is largely carried by bank deposits, from over expand- 
ing so that, as the natural and inevitable result, it may not be forced 
to over contract, and, conversely, to avoid over contraction with all 
its hardships and the inevitably resulting over expansion. 

Effectively to deal with the fluctuations of so gigantic a structure 
is a vast undertaking for which the resources of the Federal Reserve 
System are none too large at this time. If the task is to be accom- 
plished successfully, it cannot be done by operations which are con- 
tinuous and of equal force at all times, but only by carrying out a 
very definite policy of not only employing funds vigorously at certain 
times but, with equal vigor, not to employ funds at others. That 
during periods of actual employment the Federal Reserve Banks will 
make large earnings and that during periods where a restricted activity 
of Federal Reserve Banks is rendered necessary by general conditions, 
their earnings should be smaller, are incidents which have no bearing 
upon the measure of their usefulness. Federal Reserve Banks, when 
accumulating funds, are exercising as useful a function as when 
they are employing the same. If safety and stabilization of rates 
form the soundest foundation for general prosperity, everything that 
the Federal Reserve Banks do in avoiding excessive rates, both toc 
high and too low, redounds to the benefit of the nation, and the 
mere fact of the general confidence in this stability and the knowledge 
that funds are in reserve and available brings about the freest use of 
credit facilities at liberal rates all over the country. If the potential 
or actual employment of $600,000,000 can have this effect upon loans 
and investments of $15,500,000,000 (of which $12,500,000,000 are 
loans and discounts) the usefulness of the Federal Reserve System 
has been proven. That does not mean that when once we shall have 
passed through a period of active money we shall_ever have to con- 
template conditions where the entire funds of the Federal Reserve 
Banks will lie idle. A certain proportion will always remain in active 
service, and there will be no doubt about their ability to earn their 
running expenses or that, when once they occupy their proper field of 
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operations—and averaging their operations over a reasonable period— 
they will earn their dividends, but time must be given them for this. 

If Federal Reserve Banks should find permanent difficulty in 
earning their dividends, remedy must not be sought by improperly 
using their funds but rather by carefully investigating whether or 
not organic defects exist which might be overcome. We must not 
forget, on the one hand, that the capitalization of the bank and the 
prescribed rates of dividends are arbitrarily fixed and that experience 
only can demonstrate whether or not these are properly chosen. 
Personally, I arn inclined to think that they are about right; provided, 
however, that the Federal Reserve Banks are given the same powers 
as enjoyed by the European central banks with respect to the note 
issue. The weakness of the system, as at present devised, is that, 
unlike the European central banks, they cannot derive their chief 
profit from the note circulation. In Europe, the Banque de France, 
the Bank of England, the Reichsbank and the other central banks 
have substantially a monopoly on the note issue, and balances with 
these central banks and their notes are considered as cash by the 
banks of the country. (The Bank of the Netherlands has a capital 
of 20,000,000 florins and a note circulation of 300,000,000 to 
400,000,000 florins.) 

Our difficulty is a threefold one: first, we have a note issuing power 
superimposed upon an inelastic currency issued to the limit of what 
the country can absorb; second, our notes are not counted as reserves, 
the consequence of which is that, at times, like the present, when addi- 
tional currency for actual circulation is not required, we do not pay 
for our investments by the issue of Federal Reserve notes but by a 
loss of gold; and, third, that our inability to issue notes against gold, 
or gold and commercial paper, prevents us from broadening and 
strengthening our banking power. At present we are tied down to 
the maximum of the deposits of the member banks. Gold deposited 
for redemption purposes with Federal Reserve Agents is a most 
desirable and powerful protection in case of gold withdrawals. It 
does not add, however, any additional banking power. It replaces 
but does not add. The vicious effect of these conditions is that we 
cannot deal boldly with the problem of Government bonds and the 
circulation secured by them. If we could increase our own free 
stock of gold, that question could be solved and, with that, the problem 


of our earnings. 
I make free to submit a memorandum suggesting how it can be 
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done, and apologize for the rough form of all statements, which have 
been dictated hurriedly without regard to form. 
It is proposed to amend Section 16, clause (2) to read as follows: 


“Any Federal Reserve Bank may make application to the local 
Federal Reserve Agent for such amount of the Federal Reserve 
notes hereinbefore provided as it may require. Such application 
should be accompanied by a tender to the local Federal Reserve 
Agent of collateral in amount equal to the sum of the Federal 
Reserve notes thus applied for and issued pursuant to such appli- 
cation. The collateral security thus offered shall be gold or gold 
certificates and notes and bills accepted for rediscount under the 
provisions of Section 13 or purchased under the provisions of Sec- 
tion 14 of this Act. Whenever the gold deposited as collateral 
with the Federal Reserve Agent shall be less than 40% of the 
aggregate amount of the aggregate collateral deposited, the Fed- 
eral Reserve Board shall establish a graduated tax,” etc., etc. 


The force of this amendment would be that Federal Reserve notes 
could be exchanged for gold and that the gold so accumulated would 
become the free asset of the Federal Reserve Banks. As the law 
stands to-day the gold that accumulates against issue of Federal 
Reserve notes accumulates in the redemption fund deposited with the 
Federal Reserve Agent and ceases to be the property of the Federal 
Reserve Banks. It can not serve as a basis for additional loans, 
but it renders only a service—though a most important one—in 
being available in case of gold withdrawals. The consequence is that 
at present the Federal Reserve Banks are limited in their growth to 
the amount of obligatory balances of member banks with Federal 
Reserve Banks. While the optional balance may be deposited, it is not 
safe to count on that. 

If the law should be amended as here suggested, every note 
holder in the country would become an additional depositor of the 
Federal Reserve Banks and he would become a permanent depositor, 
because it is safe to say that the amount of gold certificates carried 
in the pockets of the people at this time would be permanently carried 
in Federal Reserve notes. It is safe to expect that the Federal 
Reserve Banks would be strengthened by several hundred million 
dollars of gold in this manner. If three hundred millions were added 
this would mean an additional loaning power of 450 million dollars. 

The far-reaching effect of this process would be that the Federal 
Reserve Banks thus strengthened could afford to deal on a broad 
basis with the question of government bonds and Federal Reserve 
notes. At present Federal Reserve Banks are disinclined—and cor- 
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rectly so—to adopt a policy of purchasing hundreds of millions of 
government bonds and issue against them Federal Reserve bank 
notes as long as the gold supply which they command is not larger 
than it is now. While it is true that they need only to maintain 
a reserve of 5 per cent against these Federal Reserve bank notes, 
it is equally true that these notes may be presented at any time 
for payment in gold and that, from a point of view of the Federal 
Reserve Banks, a 5 per cent gold reserve would be insufficient. If 
notes could be exchanged freely for gold the additional loaning power 
which would accrue to the Federal Reserve Banks by the accumula- 
tion of additional gold, could be used to provide the necessary 
gold reserve against a large amount of Federal Reserve Bank notes. 

A very interesting suggestion has been made to the Board (by 
Mr. Perrin) to the effect that any National Bank the charter 
of which would expire, should receive a renewal charter only upon 
the condition that its power to issue notes against government 
bonds should cease; but that the Federal Reserve Banks should 
purchase the government bonds of these banks at par at the expiration 
of the banks’ charter. In this manner all the government bonds 
would fall into the hands of the Federal Reserve Banks within. 
twenty years. A portion of these bonds would doubtless be disposed 
of in the market as government 3 per cent bonds and the Federal 
Reserve Board and the Federal Reserve Banks would have to decide 
what portion they wished to carry as one-year notes and what portion 
as 2 per cent government bonds against which notes could be issued. 

If this plan were carried out the unelastic government secured 
currency would be made elastic by the Federal Reserve Banks 
because it would be in their power to issue these notes at times 
when there would be legitimate requirement for increasd circulation 
and to withdraw them from circulation at other times. Furthermore, 
the question of earnings of Federal Reserve Banks would be solved, 
because the larger the note issue of the banks, the larger would 
become their revenue. This revenue would be derived from the 
government bonds and the more government bonds would be disposed 
of to the public, the more important would become the commercial 
business of the Federal Reserve Banks, because if we take it that 
a certain amount of currency is required and a large portion of 
this currency can only be issued against the collateral of commercial 
paper, this commercial paper must go in the Federal Reserve Banks. 
Of course, if Federal Reserve notes should be made available for 
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reserve money of member banks (not of Federal Reserve Banks, 
as so many people appear to think when the question was discussed 
in past years!), this process would take place with so much more 
effect. There is no doubt but that Federal Reserve Banks will 
not find their ultimate and proper place until Federal Reserve notes 
receive reserve qualities. At present we have the anomalous con- 
dition that the gold that comes into this country, which should accu- 
mulate in Federal Reserve Banks, accumulates in member banks, 
while the gold holdings of the Federal Reserve Banks hardly have 
grown except where the amount of the additional reserve payments 
had to be made under the law. We furthermore have the anomalous 
condition that at this time when there is no demand for additional 
circulation, any investment the Federal Reserve Banks make is being 
paid for not by Federal Reserve notes, but by a loss of gold. 

While it is most gratifying to see that the bankers who so 
violently opposed as unsound any thought of counting Federal Reserve 
notes as reserve, are now of their own accord coming around to 
the opposite view; it still may be that Congress would not yet be 
prepared for such a step. It might in that case be more advisable 
to proceed slowly and to ask at this time only for the amendment 
as above outlined. 

My own suggestion would be to increase the gold covered from 
40 per cent to 60 per cent and begin to tax at 60 per cent, though 
beginning only with a very low tax and increasing only very gradually, 
increasing more rapidly when the gold cover falls below 4o per cent. 
The effect, however, would be that Congress and the country would 
see that it is expected normally to have a gold cover in excess of 
60 per cent rather than in excess of 40 per cent and while we would 
expect to issue more Federal Reserve notes in this case, we would, 
on the other hand, expect to issue them normally on a higher basis 
of gold protection. This effort may ultimately be helpful in persuad- 
ing Congress to permit these notes to be counted as reserve. As 
it is now there is no room for an elastic note issue for our elasticity 
has been tied to a frayed rubber band which is already stretched to 
the limit; the Federal Reserve Banks have no power of contracting 
under the present structure. As above. stated, nothing will help 
Federal Reserve Banks more in finding their proper position and in 
securing sufficient earnings without being forced to use their reserve 
money in a way which at times would be unsafe and improper, than 
an effective and sound note issuing power. 
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MEMORANDUM ON QuEsTIon No. 2 


It is suggested that the Treasury develop gradually its accounts 
with the several Federal Reserve Banks. After a reasonable period 
of actual operation the nature and the volume of Treasury business 
at each point can then be ascertained as can also the expense of the 
Federal Reserve Banks involved in the operation of accounts. It 
may then be possible for the Secretary of the Treasury to determine 
the amounts which he proposes to carry as fixed free balances with the 
several banks in order to sustain these accounts. 

As a matter of convenience he may arrange to have a weekly 
or bi-weekly settlement with the Federal Reserve Banks, by which 
any amounts in excess of the agreed balance be paid into the gold 
clearing fund for the credit of the Treasury and conversely, defi- 
ciencies below the agreed balance would be made good through the 
gold clearing fund. 

There would then remain the free funds in the Treasury, which 
will vary from time to time according to the receipts and disburse- 
ments of the United States Government. 

Broadly speaking, the writer doubts the wisdom of permitting 
these additional funds to be deposited’ with the Federal Reserve 
Banks without the control and supervision of the Federal Reserve 
Board. 

While the resources of Federal Reserve Banks and the bulk of 
their deposits may be considered as “fixtures,” upon which it might 
be safe to base a definite policy in granting loans or issuing currency, 
the funds of the Government, according to the wishes of Congress, 
may be of gigantic size and may be reduced to zero. 

These Government deposits must therefore be treated from a 
different point of view from that of the deposits of member banks. 
At times, when the Government is apt to withdraw these funds, the 
Federal Reserve Banks should not employ them at all and keep 
the funds practically intact (that is the same as carrying a 100 per 
cent reserve against them), at times, particularly when the general 
banks are crowded and the Treasury balances are large, or when for 
other reasons it may appear advisable, it may be proper policy for 
Federal Reserve Banks to use freely the Government deposit and 
maintain a reserve against these deposits of only 35 per cent as 
against their other deposits. With the staggering size of our deposit 
structure (of 18 billions) and the limited power of expansion of 
Federal Reserve Banks (at present 600 millions figured on a 40 per 
cent basis and on the last statement of the Federal Reserve Banks) 
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it will be wise to keep an anchor to windward. Experience has shown 
that the end has always been reached or is quickly reached when 
a catastrophe occurs, and that it is of the very greatest value to 
have some large gold funds in actual reserve. For there is never 
enough gold in such circumstances and the value of the free treasure 
in the Julius Tower has been fully vindicated. It would greatly add 
to the strength of our system if we could keep the free treasury 
funds as a secondary reserve to be drawn upon after the rediscounting 
power between districts has been brought into full play to the highest 
degree compatible with safety and conservatism and at the same 
time with the best interest of the country. 

But there must be a certain latitude in applying this rule and 
this elasticity would be assured if it were left to the discretion 
of the Federal Reserve Board from time to time to fix the reserves 
to be kept by the Federal Reserve Banks against Government deposits 
other than the fixed balances agreed upon. The Treasury could then, 
through the gold clearing fund, automatically deposit in the Federal 
Reserve System its free funds, which would be allotted to the several 
banks upon a certain key (based upon capitalization or capital and 
deposits) and be subject to special reserve requirements. In this 
manner the Federal Reserve Board could undertake the responsibility 
of supervising the employment of these funds so that the Secretary 
of the Treasury may be certain of his ability of withdrawing these 
' funds when required without creating a disturbance. The power 
and duty of the Board of directing rediscount operations is involved 
in this matter. These transactions may be necessary in order to 
withdraw government funds from some districts and for the safety 
and efficiency of the system it is necessary that the Board exercise 
a control over these funds in the Federal Reserve Banks. 

Legally there can not be any objection to a stipulation by the 
Secretary when making Government deposits to the effect that the 
deposits shall be subject to such reserves as the Board from time to 
time shall determine. The Board, when studying this question some 
months ago, was advised by counsel that even without such stipulation 
by the Secretary it could, by its power to tax the note issue, secure 
compliance with any suggestions that the Board might see fit to make 
to the Federal Reserve Banks in this respect. 

From every point of view, however, it would appear more desirable 
that the stipulation, as above suggested, be made by the Secretary 
of the Treasury. 
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Memorandum by Counsel [of Federal Reserve Board] is attached. 


FEDERAL RESERVE Boarp 
Washington 
October 15, I9QI5. 
Subject: Interest Charges on 
Federal Reserve Notes. 
My dear Mr. Warburg: 

The question whether the Federal Reserve Board may impose 
different rates of interest on the Federal reserve notes issued by the 
various Federal reserve banks involves a construction of that portion 
of Section 16 of the Federal Reserve Act which reads as follows: 


“The Board shall have the right, acting through the Federal 
reserve agent, to grant in whole or in part or to reject entirely 
the application of any Federal reserve bank for Federal reserve 
notes; but to the extent that such application may be granted 
the Federal Reserve Board shall, through its local Federal Re- 
serve agent, supply Federal reserve notes to the bank so applying, 
and such bank shall be charged with the amount of such notes and 
shall pay such rate of interest on said amount as may be estab- 
lished by the Federal Reserve Board, and the amount of such 
Federal reserve notes so issued to any such bank shall, upon de- 
livery, together with such notes of such Federal reserve bank as 
may be issued under section eighteen of this Act upon security 
of United States two per centum Government bonds, become a 
first and paramount lien on all the assets of such bank.” 


It will be observed that this paragraph provides in effect that 
any individual Federal reserve bank which has been granted an 
application for notes whether in whole or in part, “shall pay such rate 
of interest on said amount as may be established by the Federal 
Reserve Board.” 

This provision clearly indicates that. the Board may charge such 
rate of interest as it deems advisable on any particular or individual 
issue of notes, and there is no intention on the part of Congress, 
either express or implied, which demands that the Board fix a universal 
flat rate of interest on all Federal reserve notes. In other words, each 
separate issue of notes, whether to the same or a different Federal 
reserve bank, may be subject to a different rate of interest. 

A contrary result would defeat the obvious intent of Congress to 
enable the Federal Reserve Board to control, as far as possible, the 
conditions governing the demand for credit and to enable the Board 
to adapt not only rediscount rates but also the volume of Federal 
reserve notes to the varying needs of different sections of the country. 
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There would not seem to be a more effective way of checking an 
undesirable inflation of credits than to enable the Board to impose 
different rates of interest on the various issues of Federal reserve 
notes. The paragraph quoted above clearly authorizes the Board 
to control not only the issue of notes to a particular bank but also to fix 
or determine the pressure to be put upon any particular bank to 
retire such notes when issued. 

The fact that the authority to fix such rate of interest is in 
precisely the same sentence as that empowering the Board to regulate 
the amount of notes issued to any individual bank, indicates that 
Congress had in view a method of controlling the circulation of 
Federal reserve notes in each individual district. 

The wording of this section is broad enough not only to permit 
of different interest rates in the different districts but also clearly 
authorizes the Board to charge each Federal reserve bank such rate 
of interest as it desires on each separate issue of notes made to that 
bank. The Act says that the Board may grant the application of any 
Federal reserve bank for Federal reserve notes, either in whole or in 
part, but to the extent that such application is granted, “such bank 
shall be charged with the amount of such notes and shall pay such 
rate of interest on said amount as may be established by the Federal 
Reserve Board.” In other words, Congress specifies, in discussing 
the application of any Federal reserve bank for notes, that the 
Board may grant so much of that particular application as it sees fit 
and shall charge such bank with the amount of notes issued and may 
establish such rate of interest as it sees fit “on said amount.” 

It seems clear, therefore, that the Board may, at the time of | 
granting any application for Federal reserve notes, fix such rate of ° 
interest as it sees fit to be paid on the notes issued in compliance 
with that particular application, and this rate is in no way dependent 
upon any previous rate charged to that Federal reserve bank or to 
any other Federal reserve bank. 

It is not to be supposed, however, that, should the Board at the 
time of granting an application fail to fix any interest rate whatever, 
it is precluded from imposing any interest charge in the future, be- 
cause the Act provides merely that the bank “shall pay such rate of 
interest . . . as may be established by the Federal Reserve Board,” 
and it may be established either at the time of issue or at any time 
subsequent thereto that the Board desires. 

There may be considerable practical difficulty if the Board fixes 
different rates of interest on different issues of notes made to the 
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same Federal reserve bank, because of the question of determining 
when notes of the different issues are redeemed, but such a difficulty 
can in no way limit or restrict the legal rights of the Board in this 
connection. And it may be very easy to devise a method whereby, 
under mutual agreement, any notes retired by a Federal reserve bank 
will be assumed to be those on which the highest rate of interest is 
charged. : 

Respectfully, 
Hon. Paul M. Warburg, 

Federal Reserve Board. 


CHAPTER XLI 


FIXING THE DISCOUNT RATE 


Nature of Problem 


One of the earliest problems which the reserve banks had 
to deal with was the establishment of the discount rate. As 
will be remembered from a reading of the Federal Reserve 
Act and the discussions connected with it, there was nothing 
that had caused so much controversy and doubt of a certain 
sort as had the question of the discount rate. Many had felt 
that in a district reserve system a uniform discount rate con- 
trol would not be possible, while others who did not go so 
far in their views, nevertheless were of the opinion that the 
powers to be exercised by the Federal Reserve Board were 
insufficient to insure practical harmony and uniformity in the 
management of the discount rates throughout the entire sys- 
tem. These doubts and fears had undoubtedly been com- 
municated to members of the Board. They themselves were 
obviously uncertain in their own minds both with respect to 
the working of the discount rate system and with respect to 
their own relation to it. Nevertheless it was necessary to 
get at least a tentative basis of discount rate management 
before the system went much further. It was not feasible to 
defer the matter because under the Federal Reserve Act no 
discount rate was enforced or legal until it had been approved 
by the Federal Reserve Board. 


The Call for Discount Rates 
Recognizing these facts the Federal Reserve Board, there- 
fore, early in November, 1914, sent out to all federal reserve 
banks by telegraph a request that they recommend discount 
886 
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rates on various classes of paper. It was thought best to sug- 
gest a moderate grading of the paper by maturity, but at the 
outset there was no effort to introduce the highly complex 
structure of rates which later made its appearance. A com- 
paratively simple problem was therefore to be put to the banks 
for solution. This was: How should the discount rate be 
fixed with reference to the rates prevailing generally through- 
out the district in which the reserve bank was situated? With- 
out attempting to go into any discussion of banking theory it 
is well at this point to recall the traditional discount rate policy 
of the Bank of England. As is well known, that bank has two 
distinct rates—the one, the so-called “bank rate’ or official 
rate at which it stands ready to discount all paper of eligible 
character presented to it; the other, the so-called “private 
rate” which is fixed by it for paper that it obtains in the course 
of open market dealings through negotiations with private 
customers, bill brokers, and others. The theory of the Bank 
of England has always been that the banks should “lead the 
market”; that is to say, that the bank rate should always be 
higher than the average rate prevailing in the market gener- 
ally, so that an outside bank which desired accommodation 
from it would have to pay a small penalty in order to get it— 
that is, would have to pay slightly higher than the rate which 
it itself was expecting to collect from its customers. 

In the federal reserve system, provision was made for but 
one rate. The act was clear and explicit in its requirements 
that that rate should be uniformly made to all banks and to 
all discounters upon similar kinds of paper and that there 
should be no variation in it. The problem of discount rate 
establishment was thus quite different in the United States 
from the problem that had been presented in England during 
the pre-war years. To this state of things, however, but little 
attention was probably paid in any of the federal reserve banks 
and it is quite certain that little or no attention was given it by 
the Federal Reserve Board. It was suggested to the reserve 
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banks that the rates they made should be “conservative,” or, 
in other words, high, in order that at the outset there should 
not be any rush of borrowers to the banks. 


Conflicting Views 

And yet, even at this early date, conflicting views had made 
themselves manifest. One or two St. Louis bankers were 
strong in their advocacy of a rate that would “attract cus- 
tomers” to reserve banks, favoring the establishment of 3 per 
cent at the start. Others felt that the rate should be variable 
from time to time, practically corresponding to the rate pre- 
vailing and representing substantially the rate charged for the 
highest grade of paper there to be had. Still others were 
of the opinion that the bank rate should correspond as far as 
possible with the general level of “‘legal’’ rates existing in the 
district in which the reserve bank had its headquarters. The 
Reserve Board itself was without insistent theory or consensus 
of opinion and inclined to experiment on the banking system 
for a time until it could find out what the effect of the different 
rates would be. 


The Heterogeneous Result 


The result of this confusion of counsel was naturally very 
heterogeneous. Most of the reserve banks turned in impos- 
sible suggestions. In nearly all cases the rates were very high, 
not, it would seem, because of a desire to follow the Bank of 
England experience by leading the market, but because of the 
fact that the several banks, under the influence of their boards 
of directors, were almost morbidly anxious to avoid what 
looked like competition with member banks. To avoid such 
competition, the obvious method was that of keeping the rate 
up to a level that would not encourage business. This desire 
on the part of member banks was naturally accentuated to 
some extent by reason of the fact that the major part of the 
reserve deposits of the country were still with the banks in 
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the commercial centers which were expecting not to have to 
give them up for three years. During that period of time, it | 
was of course their desire to hold as much of the business of 
their correspondents as they could, and not to encourage cor- 
respondents to shift their “trade” to the reserve institutions. 
So, for reasons entirely apart from the abstract theory of dis- 
count rates, early recommendations made to the Board were, 
as already stated, abnormally high. The Board also found 
that in this first set of recommendations there was very ex- 
tensive discrepancy, and while it had already begun to recog- 
nize the undesirability of a discount rate absolutely uniform 
throughout the country, it easily saw that variations growing 
out of the recommendations of the several banks were too 
extreme. The Board, therefore, in passing upon the applica- 
tions for discount rates, as was its legal duty, disapproved 
some and thus raised the question as to what should be the 
course of action to be pursued when a discount rate was not 
approved by the overseeing authority—a problem not specifi- 
cally dealt with in the Federal Reserve Act. In its annual re- 
port for 1914, it described the decision arrived at as follows: 


The board had been appealed to by the authorized representatives 
of the several Federal Reserve Banks for some 10 days prior to the 
official date set for the opening of the institutions, to make suggestions 
to them with regard to their discount policy, for it was generally 
appreciated that the adoption of a fairly uniform and consistent 
policy to be pursued by all the banks would go far to insure the 
smooth working of the system. Under the provisions of paragraph 
(d) of section 14 of the Federal reserve act, the Federal Reserve 
Board is authorized to review and determine the rates of discount 
to be charged by each Federal Reserve Bank. The act gives power 
to each bank: 

To establish from time to time, subject to review and determina- 
tion of the Federal Reserve Board, rates of discount to be charged 


by the Federal reserve bank for each class of paper, which shall 
be fixed with a view of accommodating commerce and business. 


In response to a telegraphic inquiry, each bank submitted its views 


1 Annual Report for 1914, p. 10. 
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with respect to the rate of discount thought to be advisable for its 
district. Upon tabulation and comparison of these results it was 
found that they did not vary greatly, the rates ranging from 5 to 7 
per cent for go-day paper. A study of the existing state of affairs 
satisfied the Board that at the start and until the banks could get a 
firm footing it should act with prudence and conservatism, and it was 
consequently voted to fix the rates of discount at from 5% to 6% per 
cent. The rates thus initially established were subsequently lowered 
from time to time upon application by the respective banks, the lowest 
rate thus far approved being 414 per cent for 30-day paper. 


Dealing with Disapproved Rates 

In order to meet the situation arising out of possible con- 
flict of authority, the Board resolved not merely to telegraph 
its disapproval of rates, but at the same time to suggest sub- 
stitute rates. This function of suggestion was, of course, 
not known to the law but there was evidently nothing to pre- 
vent the Reserve Board from making any suggestions that it 
chose whenever it saw fit, and it accordingly offered such 
suggestions in replying to the banks whose proposed rates 
were too far out of line with the general level that it had 
determined to establish. In the main the reserve banks whose 
rates were thus disapproved took the Board’s action philo- 
sophically, altered their own previous action, and recommended 
the rates which the Board suggested. These were then ap- 
proved and in due time became effective, the net result being 
to establish a general simple schedule of rates throughout the 
country at the level of about 4% to 6 per cent.? The first 
step in establishing central discount rates had thus been taken. 
Much more, however, was necessary than merely naming these 
rates in order to make them “effective.” It very soon ap- 
peared that the rates so named were not effective in any sense 
of the term. They neither produced business nor encouraged 
banks to become customers, nor corresponded to the actual 
needs of the community, nor were they sufficiently detailed 


a eae appendix to this chapter for a summary of the rate situation in the several 
istricts. 
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to provide for the varying classes of paper that were dis- 
counted by the system. Consequently the weeks after the 
initial discount rates had been approved witnessed an almost 
constant discussion of the discount rate function and of the 
exact relationship of the Board to it. 


Board’s Power to Change Rates 


Thus had come to the front the question whether the 
Board, which evidently had a much broader grasp of the 
situation than the reserve banks in the outlying districts, had 
been accorded under the law any.recognized means of chang- 
ing rates. Must it always wait for the member banks to 
propose a new rate even if it knew that an existing one was 
unsuited to current interest? Was its function merely passive 
and never constructive? If it had a real constructive func- 
tion, how could that best be exerted? These questions as 
they were more and more thought of were finally settled by 
the practically unanimous decision on the part of the Board 
that the Board’s power must be exerted in some fashion to- 
ward the initiating of discount rates, and to this end it was 
resolved to require all reserve banks to file weekly with the 
Board their proposed list of rates. The Board sent to all 
banks in April, rors, the following statement and request: 

That the recommendations in connection with discount rates from 
the 12 Federal Reserve Banks may be uniform, the Federal Reserve 
Board has prepared the following form for such recommendations. 
It is to be forwarded to reach the Board not later than Thursday 
morning of each week: 

Date—————_, 1915. 
Federal Reserve Board, 

Washington, D. C. 

Sir: I have the honor to forward the recommendation that no 
change be made in the existing discount rates for the Federal Reserve 
Bank of————————for the week ending Thursday——————, 1915. 

Respectfully, 


? 


FEDERAL RESERVE AGENT 


&92 


FEDERAL RESERVE SYSTEM IN OPERATION 


I have the honor to request that the following rates be approved 


by the Federal Reserve Board for the Federal Reserve Bank of 
to become effective Friday morning, 


ee oes he 


RECOMMENDED RATES 


Maturities, in days Agricultural 
and live-stock 
paper over Acceptances 
30 31 to 60 61 to 90 go 


Respectfully, 


FEDERAL RESERVE Acanr 

Thus, since the Board could, at intervals of one week 
only, approve or disapprove proposed discount rates, it was 
practically in the position of having a continuing veto upon 
rates, since if a bank recommended the same rates it already 
had in effect, the Board by vetoing them could compel the 
bank either to suspend its discount. business or else to file 
new rates. Thus the Board practically took to itself a sub- 
stantially larger power than it had originally been granted 
by the framers of the act, and yet in so doing the action of 
the Board was probably not only wise but necessary. Unless 
there was to be communication and discussion among the 
reserve banks, it was only through the exertion of a very 
decisive power by the Board itself that such effort could be 
made to succeed. Hence it seemed to be fully necessary for 
the Board to act constantly as a clearing house for rates, data, 
and suggestions concerning the fixing of discount levels, or 
else to assume practically the functions of a central bank in so 
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far as they related to the discount rate. It was the latter 
plan, although in a somewhat halting and imperfect sense, 
that represented the Board’s actual course; and the decision 
which was arrived at was not disputed, at least in any open 
way, by any of the reserve banks, although it doubtless con- 
stituted a rather important encroachment upon their rate- 
initiating power. It is true that both the Federal Advisory 
Council and the so-called council of governors did at various 
times attempt to shape the Board’s discount policy, and that 
there was often a difference of opinion between the governors 
and occasionally the boards of directors of the reserve banks 
on the one hand, and the Board on the other, concerning the 
raising or lowering of rates at specified times. The general 
question whether it was or was not desirable for the Board 
to exercise the powers which it thus in the circumstances 
usurped never came to an issue in any overt way, and this, 
as already stated, was probably because of the recognition on 
the part of all concerned that such an extension of the intent 
of the Reserve Act was almost unavoidable if the work of 
the system was to proceed smoothly. 


Motives Controlling Discount Rates 

There was, however, at the beginning an extensive and 
perhaps inevitable development of distrust in the rate system. 
Some governors of reserve banks manifestly believed that the - 
Federal Reserve Board was not altogether single-minded in 
its discount policies, while the Board was by no means confi- 
dent that the directorates of reserve banks were as free of 
prejudice or of self-interest as they might have been. 

Although technically the action of the various directorates 
in keeping the rates very high had been in conformity with 
the best British traditions, there were those who believed 
that the motive was a more material one. The disposition 
in some of the southern districts, on the other hand, to lower 
discount rates in order to enable local banks which were 
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heavily “loaned up” to obtain heavy accommodation from 
reserve banks at an expense less than they would have had 
to incur had they depended upon their city correspondents, 
afforded some further evidence of the possibly selfish motives 
that were likely to be operative among local bankers. Before 
the close of the year 1914, this ill feeling which had been 
brewing since the beginning had come to a definite expres- 
sion, governors of reserve banks openly charging the Board 
with political motives in approving or suggesting given rates. 
The charge thus baldly and unfairly made had no warrant and 
the basis for it was soon dispersed when a brief investiga- 
tion had shown that those really responsible for the charges 
had blundered. The Board wisely ignored the hasty and 
offensive expressions thus used and the incident perhaps served 
to relieve the tension which had developed rather than to in- 
crease it. This, however, did not alter the fact that there 
was a steadily increasing difference of opinion as to the man- 
agement of discount rates as well as with regard to the rela- 
tionships properly to be maintained between the line of credit 
rates charged at member banks and the rates of discount which 
the reserve banks were themselves to charge upon the same 


paper. 


Erecting a Rate Structure 


These difficulties became clearly obvious as the rate struc- 
ture of the federal reserve system began to develop. As has 
been seen, the first rates were simple and without effort to go 
into more detail than was afforded by the mere classification 
of paper as 30, 60, or go days. As time went on, however, 
the Board adopted the plan of varying the rate structure very 
greatly. This was done in two ways. It was determined to 
vary rates according as they applied to single- or double- 
name paper, while at the same time preferential rates highly 
in favor of bankers’ acceptances were agreed upon. Thus, 
whenever it became necessary to alter the rate, let us say, 
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for single-name 60-day paper, readjustments ensuing on such 
alteration involved, of course, a corresponding change upon 
60-day two-name paper, or trade acceptances, while it also 
involved a readjustment of the differential between the trade 
acceptance and the single-name paper. It has been elsewhere 
noted (Book II, Chapter XXXVI) that the Board had very 
early been forced into the policy of granting an exceptionally 
low rate for paper collateraled by warehouse receipts represent- 
ing agricultural commodities in storage, and had made this rate 
as low as 3 per cent. Such action involved many consequences 
that were probably not thought of when the rate was made, 
one of them being the making of an adjustment between this 
3 per cent paper and other classes of rediscount offerings 
which would otherwise have won their own rate. Through 
these variations and adjustments a highly complex rate struc- 
ture was built up, so that at the close of 1916 the rate sys- 
tem of the Federal Reserve Board involved at each bank a 
total of not less than thirteen rates, bearing in mind that a 
special rate was always made for agricultural paper on the 
ground that it was of greater length and lower liquidity than 
others. This meant in the entire system the possibility of 
_ twelve times as many rates as were thus indicated, although 
as time went on it was sought to unify as many of these rates— 
that is to say, adopt a uniform charge applicable at all banks— 
as was possible. The following tabular rate sheet represent- 
ing the conditions at the beginning of 1917 is indicative of 
the situation that had thus been built up in the federal reserve 
system prior to the war. With the opening of the war en- 
tirely new conditions and problems were introduced and the 
country practically shifted from the commercial paper to a 
war paper basis. What is said in this discussion, therefore, 
has reference primarily to pre-war conditions, although, as 
will later be seen, some of these conditions were carried over 


to a later period. 
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Difficulties of Discount Rate System 

The discount rate system thus favored had its own diffi- 
culties. Not only did it require a great deal of adjustment 
and management in order to make it work satisfactorily, but 
it also presented to banks in the various districts the possi- 
bility of saving money by putting their rediscount applica- 
tions through a member bank in another city. For instance, 
an Atlanta bank which desired to get a large line of redis- 
counts might arrange with a New York institution to redis- 
count for it with the Federal Reserve Bank of New York, 
such paper of course taking the New York rate which might 
be a little lower than the rate prevailing in Atlanta. This 
practice tended greatly to interfere with the development of 
the local discount market in the several districts which had 
been so earnestly desired, but was defended on the ground 
that it was certainly necessary so long as the reserves continued 
to be redeposited under the law for a period supposedly of 
three years with banks in other cities. There were other 
difficulties which grew out of the discount rate system, and 
it can hardly be doubted that, even had not the war intervened 
to change the whole current of events, the system which had 
been built up during the preceding two and a half years would 
have been greatly modified because of its cumbrous and un- 
satisfactory character. Of all this and more must be’ said 
at a later point when studies of the discount rate structure 
and the effect of the earlier war policy upon it are taken up 
for consideration. It is enough to note now that the Board 
during its early effort to apply the discount rate sections of 
the Federal Reserve Act had found it necessary to make a 
broad and liberal interpretation of the terms of the act and 
had then carried its authority in the matter somewhat fur- 
ther than the dictates of expediency and practicability seemed 


to permit. 
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Reasons for Early Errors 

In all of this the margin or proportion of error involved 
in the work of the Board was probably a rather low one for 
this field of ‘its activity. There had been no experience in the 
United States which would have afforded a basis for the appli- 
cation of the central reserve discount policy upon scientific 
lines, while the Federal Reserve Act was, as already seen, 
quite unique in its provisions relating to rates. There was 
not, therefore, any basis for a scientific start but such basis 
had to be created through discussion and, above all, through 
experimentation. One of the factors which the Board had 
found to be very powerful has already been mentioned—the 
reluctance of large city banks to see a rate made that would 
draw any business from the country banks which they desired 
to retain as active customers. It is necessary, however, to 
recognize another factor in the situation which worked in a 
directly opposite way. This was the fear of many of the 
reserve banks that they would not be able to make money. 
The effect of this fear was to influence the reserve banks in 
the direction of eventually lowering their rates below the 
market level and during the latter part of the pre-war period 
there was an unexampled drift of opinion in many districts 
toward such a lowering of rates. This policy was as unscien- 
tific and ill-founded as the countervailing view that rates 
should be kept very high in order to avoid competition with 
large member banks. Thus there were forces each working in 
the direction of error and neither checked nor modified by 
scientific study of banking. 


Fear of Inability to Make Money 


The fear of inability to “make money’’—the stigma rest- 
ing upon an individual who does not make or earn large 
quantities of money—is among the least attractive features of 
American business life. The federal reserve system had 
drawn its staff from commercial institutions, as it had to do. 
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The men whom it thus enlisted were men of mature years 
whose training had been entirely received in the debilitating 
atmosphere of banks whose basis of judgment of worth or 
ability was found very largely in dividend rates and profits. 
The instinct, therefore, or the desire to make money and to 
enlarge the success of reserve banks on that basis was very 
strong practically front the beginning. So clearly was this 
obvious to the Board that it took occasion in its various annual 
reports from time to time to call attention to the fact that the 
reserve system, like every other central banking system, existed 
primarily for service and that money-making was only a sub- 
ordinate element in its nature. In fact, perhaps, the Board 
went to extremes in atiempting to. impress upon the reserve 
bankers that they should endeavor to lay aside their money- 
making instincts and devote themselves primarily to the pro- 
motion of sound banking rather than of financial success. Yet 
even the members of the Board themselves frequently wearied 
in well-doing and from time to time became affected by the 
money-making instinct. 


“Putting It Up” to the Reserve Banks 

Thus during the late spring of 1915, members of the 
Board, reviewing the lean profit accounts of reserve banks, 
began to fear that the institutions would never earn their salt. 
There had already beer: rumblings in Congress and political 
criticism originating with party campaign committees based 
upon alleged inability of reserve banks to make expenses and 
the fact that they would, always be a drain upon the members— 
a hungry hive of office holders whose expensive salaries would 
exhaust the financial sweetness of the country at large. There 
was perhaps some ground for fearing that in certain reserve 
banks the higher officers were inclined to feel that they had at 
last entered a haven of repose in which they would be free 
from the cares of commercial competition. At a meeting of 
federal reserve agents, therefore, the Board expressly asked of 
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each chairman when he expected his bank to be on a profit- 
making basis, and in most cases the answer was received that 
within a year from that time it might reasonably be expected 
that expenses would be covered and at least some progress 
made toward dividends. While this expectation was measur- 
ably warranted, the facts during the whole of the year 1916 
never provided any sound basis for the belief that the system 
as a whole would at any early date begin to cover its overhead 
and provide a 6 per cent dividend in full to stockholders. 


Fears of Competition 


The perception that this situation was likely to become per- 
manent undoubtedly led in the Federal Reserve Board to 
stirrings designed to bring about the application of the dis- 
count rates of the Board to open market operations. How- 
ever, as will be presently seen at another point, this open mar- 
ket section was deferred in its application and eventually be- 
came relatively inoperative. Yet during the early months of 
federal reserve operation there were those in the membership 
of the Board who were disposed to look favorably toward a 
very great expansion of operating activity through the use of 
the open market provision. It was, of course, perceived by 
the opposition or “conservative”? members that the success of 
any such policy would result in a cut in the level of rates 
throughout the country, reserve banks thereby obtaining the 
power to lead the market and, if they exercised it, probably 
preventing the abnormal advance of rates. How to prevent 
any such consummation was accordingly a problem to which 
various members of the Board addressed themselves. 


The Return of Capital 


They eventually found a solution of the problem and a 
cure for their fears of competition in a plan to return to the 
member banks the entire capital contribution which they had 
made to federal reserve banks. The matter was brought up 
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quite frankly at a meeting of the Federal Reserve Board dur- 
ing the latter part of 1915, and the question was plainly asked: 
“Do we wish to ruin the banking business of the United States 
as the Interstate Commission has destroyed the railroad busi- 
ness by lowering rates?” Neither for the sake of making 
expenses or dividends nor for that of cutting rates to the 
consumer, it was argued, had a government board the right 
to allow itself to take part in the control of competition 
between the banking public and the community in a country 
which had fully provided for free banking and which therefore 
amply gave to the individual the opportunity to protect himself 
by the organization of new banks. In order to deprive the 
reserve banks of any desire to make money and in order to 
take away from them the outward and visible sign of success 
or failure found in the declaration of dividends stated as a 
percentage on capital, it was therefore proposed to ask Con- 
gress to authorize the return to member banks of their entire 
capital contributions, on the ground that this capital was no 
longer required since experience had shown that the federal 
reserve banks did not need the buffer against loss provided 
in the case of private banking by the contributing stock capital, 
while the steady accumulation of reserve funds had already 
placed in the hands of the banks all and more than all that 
could possibly be needed within any reasonable future for the 
purpose of providing accommodation to customers. This was 
the same fear of competing with members which was so 
largely to neutralize the open-market provision of the act 
through disregard of foreign central bank experience. 


“Could Reserve Banks Make Money?” 

The controversy regarding this question eventually reduced 
itself to the issue, Can reserve banks make money ?—and 
became a theoretic discussion among the members of the 
Board as to the question whether the Reserve Act as then 
shaped could be considered to afford a real basis for the earn- 
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ing of profits. The argument was strongly offered that as 
things then stood it could never be expected that reserve banks 
should normally make a dividend even on their small capital, 
or perhaps ever fully pay expenses, and to demonstrate this 
elaborate memoranda were submitted by members showing 
possible expansion of loans, rate of return at the various levels 
of interest, and the like. The matter became a sharp issue. of 
controversy shortly before the annual report for 1915 was sent 
to Congress, but no decisive outcome on the subject was ever 
actually reached. 
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OF TELEGRAMS RECEIVED FROM FEDERAL RESERVE BANKS 
SHOWING RATE SITUATION IN IQI4 


SUMMARY 


FEDERAL RE- 
SERVE BANKS 


STATE OF RESERVES OF 
MEMBER BANKS 


RaTES PREVAILING AND 
Discount RATES 


GENERAL REMARKS 


AT RECOMMENDED 
CLEVELAND Banks in reserve centers Brokers’ rate on pur- Smaller banks should 
Nov. 27 average about 5% above chased paper, 5%; only be encouraged to con- 
present reserve require- small amounts moving: tinue rediscounting 
ments. Suggests 544% 90 days with large member- 
Q 5%. 301." banks. 
Indications for  redis- 
counting with us at the 
present rate only nominal. 
CHICAGO No exact data. Inquiry Rate of 514%, effective Agreed that “our re- 
Nov. 25 among member banks in December 1, will be sat- sources should be hus- 
Chicago indicates that isfactory. banded for later dé- 
new reserve requirements mand, and that e 
loosened up about 25 question of earnings is 
millions, the bulk of an entirely subordinate 
which is likely to be ab- one," 
sorbed through retire- 
ment of about 25 mil- 
lion Aldrich- Vreeland 
notes and 13. million 
C-H certificates. There 
has not been created any 
large surplus funds for 
loaning purposes. 
RICHMOND No exact data for any Funds to the north of South Carolina ap- 
Nov. 25 center, Before Nov. 16 Richmond still command- parently needs credit 


it is quite likely that 


ing 6%. Local rate— 


more than any other 


FEDERAL RE- 
SERVE BANKS 
AT 


ATLANTA 
Nov. 27 


St. Louis 
Nov. 25 


Kansas CIty 
Nov. 25 


DALLAS 
Nov. 25 
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STATE OF RESERVE OF 
MEMBER BANKS 


banks at centers north of 
Richmond generally were 
short of their legal re- 
quirements, many of 
them having outstanding 
fairly large amounts of 
emergency currency and 
in some cases C. H. cer- 
tificates. The latter are 
being retired rapidly, but 
not so the former. Fair 
progress during past 2 
weeks in liquidation of 
bills payable. Richmond, 
since its designation as 
reserve city, most likely 
has not averaged its legal 
requirements,—difference 
between the probable 
average two weeks ago 
and the present legal re- 
quirements has not been 
great. 


In the city reserves have 
been reduced about 2 
million; in the entire dis- 
trict roughly estimated 
at I5 to 20 million, 


Six of the 8 local member 
banks show $1,627,488 
surplus reserve ; the two 
other—a deficit of 
$388,000; of the 460 out- 
side banks 90 show sur- 
plus reserve of $955,861 
and 14 a deficit of 
$30,335—no data for re- 
mainder. 


Surplus reserves in the 
city about 244 million; 
in district — estimated 
from 10 to 15 million and 
increasing daily by rea- 
son of the marketing of 
crops and live stock. 


Member banks in city 
show practically same 
percentage of reserve on 
Nov. 24 as on Nov. 16; 


DISCOUNT RATE 


RATES PREVAILING AND 
Discount RATES 
RECOMMENDED 
same. To the south no 
exceptions taken to the 
6% rate, although we 
have inquiries as to when 
the figure will be lowered. 
Banks there apparently 
under great pressure for 
accomodation. Could 
properly shade our rate, 
and later, should we find 
abuse, either again raise 
it, or decline to accept 
paper,—where we might 
feel that an attempt is 
being made to abuse 
privileges. 


Suggested change of rates: 
5% on 30-day paper 
544% on longer time 

paper 


Present rates satisfac- 
tory; no change recom- 
mended. 


Reduction of 4% al- 
ready suggested would 
serve good purpose, 
though perhaps develop- 
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GENERAL REMARKS 


part of the district, 
Charleston and Colum- 
bia both tight. Our 
banks will welcome 
some shading, no mat- 
ter how slight, in the 
present rate. Question 
of profits in the Rich- 
mond Bank itself not 
mentioned seriously by 
any member of our 
Board. 


Member banks of the 
various districts still 
continue to do busi- 
ness with their corre- 
spondents in other dis- 
tricts. 


Liquidation has set in 
in a moderate but gen- 
eral way and the banks 
in reserve cities antici- 
pate increase in de- 
posits and surplus re- 
serves. 


Directors and officers 
appreciate that a gen- 
eral policy is neces- 
sary toward serving 


gO4 


FEDERAL RE- 
SERVE BANKS 
AT 


S. FRANCISCO 
Nov. 27° 


STATE OF RESERVE OF 
MEMBER BANKS 


same condition believed 
to prevail throughout 
district—though have no 
figures. 


Nine local member banks 
report surplus reserves 
of $6,751,000, computed 
according to present law; 
one bank reports over 2 
million additional with 
Teserve agents. 


RATES PREVAILING AND 
Discount RATES 
RECOMMENDED 
ment of further lending 
power should be con- 
sidered. 


Leading bankers report: 
Spokane: Rediscount for 
member bankers—6-7%; 
Rea ase 


Seattle: Present rate 
about right. 
Tacoma: Rediscounts— 


6%, R. B. rate a little 
higher than expected. 
Los Angeles: Rediscounts 
—6%; ‘‘our rates prob- 
ably intended to keep 
our loan line down." 
Portland: Present dis- 
counts rates are not too 
high; urges conservation 
of our lending powers 
for crop-moving time or 
sudden emergency (Nov. 
25). 
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GENERAL REMARKS 


situation — excluding 
earnings. 


Directors hold differ- 
ing conceptions of op- 
erating methods “‘If re- 
discounts are restricted 
to choicest paper hav- 
ing national market, 
even the reduced rates 
recommended would 
induce small volume; 
if the purpose of the 
act is that we accept 
best paper owned by 
country banks, rates 
acceptable for this 
class would exclude 
choicest low rate paper 
(Nov. 25). 


-* 


CHAPTER XLII 


~ COMMERCIAL PAPER AND REDISCOUNTING 


Commercial Paper Practice 

With the preliminaries of the discount rate discussion out 
of the way, the Federal Reserve Board turned its attention, as 
perhaps the first serious subject of scientific investigation, to 
the question of commercial paper and the conditions of dis- 
counting it. The question was a knotty one—so recognized 
by Congress in framing the Federal Reserve Act. The diffi- 
culty in the case essentially grew out of the fact that in the 
United States no single or uniform standard of commercial 
paper had been developed. As is well known to all students of 
banking, practice in the United States had for years past 
leaned toward the development of single-name paper, while in 
foreign countries the discount market situation had been devel- 
oped primarily upon the basis of two-name paper, either com- 
mercial or bankers’. The fact was, moreover, that in the 
United States single-name paper was of the most various 
descriptions. Some of it was as liquid and as promptly pay- 
able as any paper in the world, while other items carried under 
lines of credit all over the country were in many cases little 
more than representatives of long-deferred and many-times- 
renewed credit. This made it almost impossible to lay down 
any definite standard of “eligibility” which should be univer- 
sally applied in all districts. On the other hand, the great 
diversity of practice and the great variation of strength among 
member banks of the country necessarily resulted in inability 
to leave the question of passing on commercial paper in every 
instance to the reserve banks themselves.* 


1The general elements of the situation were well stated in a brief, sent to the 
Board by the New York Merchants’ Association on October 22, 1914. This is reproduced 
as Appendix A to this chapter. 
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Canons of Federal Reserve Act 

The Federal Reserve Act accordingly contented itself with 
laying down certain canons which were to govern the eligibility 
of commercial paper. These were of two kinds, positive and 
negative. Under the head of negative standards might be 
mentioned primarily the following: 


1. Limitation of maturity. 
2, Prohibition of speculative purposes. 


Only in the event that paper was non-speculative and that it 
fell within designated maturities could it be regarded as eligible 
for rediscount. 

On the other hand, the positive standards of eligibility were 
laid down as follows: 


1. The paper must have grown out of agricultural, indus- 
trial, or commercial transactions. 

2. It must be indorsed by a member bank when rediscounted. 

3. It must comply with requirements to be specified by the 
Federal Reserve Board. 


Subject to these definite qualifications and limitations, the 
act left to the Federal Reserve Board full latitude in defining 
what paper was to be eligible. It was a power of the first 
magnitude, practically conferring upon the Board the author- 
ity to determine the distribution of credit in the United States 
and in a certain sense to fix the cost of such credit. The 
importance of this power could not be overestimated. In 
studying and examining into the question, the Board in pre- 
liminary discussions eventually reached the following general 
conclusions : 


1. The act intended, and good banking requirements. de- 
manded, that paper to be eligible shall be “liquid.” 

2. The act authorized the rediscounting either of two-name 
or of single-name paper as might be desired. 

3. The act required as nearly as possible an absolutely uni- 
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form standard of eligibility applicable both in country 
and city, and in every part of the country alike. 

4. The act made it mandatory to discount for member banks 
without regard to their size, provided that they fur- 
nished paper of satisfactory quality.? 


Problem Narrowed 

The determination of these points, of course, narrowed the 
problem considerably but by no means relieved it of difficulty. 
It was soon seen that the best results would be obtained by 
giving up the idea of passing upon all rediscountable paper 
with one sweep of the pen, and instead of that taking up differ- 
ent kinds of paper for successive disposal. Some of the more 
theoretically inclined members of the Board were desirous 
that a first place should be given to the bankers’ acceptance, a 
kind of paper then practically non-existent, but more conserva- 
tive counsels prevailed and it was agreed to undertake consid- 
eration first of all of the ordinary single-name “straight note’ 
which probably constituted the great bulk of the paper held 
in bank portfolios at that time. Accordingly, late in 1914 the 
Board set about the task of formulating a regulation or general 
letter for transmission to all member banks whose purpose it 
should be to advise them of the conditions which they should 
require of business men’s notes when presented by federal 
reserve banks for discount. This circular—subsequently 
known as “old circular No. 13” because the number 13 had 
been assigned to it in the Board’s first or original series of 
regulations whose earlier numbers related entirely to matters 
of organization rather than to those of operation—was the 
first general statement of policy with respect to operation which 
the Board ever issued. It was therefore the object of an 
almost unlimited amount of discussion and revision lasting for 
many days and eventually resulting in the transmission of the 


2This followed the lines laid down by the work of the Committee of Technical 
Experts. 
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circular to reserve banks and through them to members under 
date of November 10, 1914. 


“Old Circular No, 13” * 

The contents of this circular are therefore well worthy 
of analysis. Its main points, however, can be very briefly set 
forth. It proceeded, first of all, upon the assumption that 
what was to be sought was liquidity, in order that renewals 
might be filed and the maturity clauses of the act might be 
scrupulously observed. Recognizing that under the single- 
name note system there is no internal evidence in the paper 
of the purpose for which the loan has been made or the obliga- 
tion given, the circular first set itself to determine a method 
of establishing liquidity. This it found in the requirements 
that the business men’s notes when offered for rediscount 
should be accompanied by a statement setting forth the con- 
dition of the borrower and making it plain that the borrower 
was in such condition as to insure the use of the funds obtained 
by him on the note merely for the purpose of financing his 
current transactions and in no case for that of furnishing fixed 
capital or permanent working capital to the business. The 
member bank which offered the note for rediscount was re- 
quired to have these statements on file and certify that they 
indicated compliance with the terms of the law as just referred 
to. Circular No. 13 went further and prescribed that member 
banks should certify that they had knowledge of the fact that 
the funds were to be used for the purposes set forth in the act, 
so that rediscounting banks practically guaranteed the applica- 
tion of the rediscounts received by them to objects which were 
consonant with the terms of the federal law. This was un- 
doubtedly an extreme application of the theory of liquidity. 
It was, however, a most wholesome attitude for adoption by a 
government authority and should have been received with 


3See Appendix B to this chapter for text. 
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satisfaction throughout the commercial world. Had it been 
fully applied the effect would have been to exclude from 
federal reserve banks all paper except that which was obviously 
liquid in the sense that the funds obtained were applied to 
business transactions which might on the average be expected 
to furnish at maturity the cash with which to satisfy the bank 
originally making the advance. 

The thought of the circular thus was to insure real liquid- 
ity in commercial credit free of those tendencies to use the 
banks for general financing which had in the past been found 
so disastrous and had so frequently produced suspension 
through inability to recover payment upon assets which had 
been supposed available at a specified time. The question was 
whether the commercial and banking community would be 
willing to live up to the terms of so stringent a requirement 
and to carry out in good faith the general notion of a discount 
market which underlay the new circular. The desirability of 
complying in this way with the spirit as well as the language of 
the act was by no means ignored. Both the press and many 
individuals took occasion to praise the Federal Reserve Board 
for the strict adherence to the principles of sound banking 
which it had exhibited in circular No. 13. Nevertheless the 
Board soon became convinced that it could not comply with 
the provisions of the circular without utmost difficulty if at all. 


Opposition to Liquid Credit 

Although no bank was willing to express itself in opposi- 
tion to the idea of liquidity in credit, it soon appeared that 
only with great difficulty, if at all, would the support of the 
banks be enlisted in carrying out the idea of the circular. It 
must of course be remembered that in the United States, banks 
have for a long time permitted themselves to lend upon what 
is practically non-liquid security. In establishing lines of 
credit they have often allowed these lines to be ‘‘full’ all the 
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time, thus practically extending permanent loans for working 
capital, or at most they have required an occasional “clean up” 
of little more value than the sporadic test of a man’s physical 
condition which might be afforded from time to time: by 
requiring him to go through gymnastic feats. The under- 
lying concept of our banking system had thus been in an impor- 
tant way that of investment lines rather than that of credit or 
exchange, and the effect of it was to develop among banks a 
great mass of customers who ought to have gone to bond 
houses for their accommodation or to have solicited larger 
subscriptions of capital from the public, but who instead be- 
came owners of bank stock and therefore looked to their banks 
to supply them with what they needed. Banks of this kind, 
and indeed all which were carrying large quantities of non- 
liquid paper in their portfolios, soon became aware that under 
the Federal Reserve Board’s ruling or regulation they could 
never hope to get very much accommodation from the system, 
and they accordingly began to protest, although not usually in 
public, against the rigidity of the requirement. Their criticism 
was essentially based upon the following assertions: 


1. The average business man and especially the average 
farmer cannot furnish a “statement” that is of any 
particular value. 

2. In large sections of the country a request for a statement 
is regarded as insulting or discourteous by the bor- 
rower who is thereby alienated. 

3. Liquidity in the technical sense required by the Board is 
of only theoretical desirability because there is nothing 
to prevent a borrower from making another note which 
is then rediscounted by the reserve bank and whose 
proceeds are used to take up the first note. 


For all these reasons, therefore, demand was insistently 
and persistently made upon the Reserve Board for a modifica- 
tion or withdrawal of circular No. 13. 
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Lack of Business 


Perhaps these demands, even though enforced through 
congressional argument and threat, would not have had any 
very great weight with the Federal Reserve Board had it not 
shortly appeared that the community was adopting a policy 
whose object it obviously was to isolate the Board and bring 
it to terms. Hardly any offerings of paper came to reserve 
banks. At the close of 1914 the total amount discounted and 
loaned was only about $10,600,000, while the paid-in capital 
of the system was about $18,000,000. This might easily have 
been explained, as indeed it was explained, as the result of the 
lack of need for the credit due to the great increase of lending 
power developed by the release of reserves. Such explanations 
were unsatisfactory, because of the fact that member banks in 
the large cities continued to do great volumes of business with 
their country correspondents. , It simply was not true that the 
lack of business at the reserve banks was due to the non- 
existence of business. It was unquestionably the fact that 
the scantiness of operations at reserve banks was due to the fact: 
that large member institutions had succeeded in holding their 
entire rediscount trade and that the reserve: banks had not 
succeeded in making a place for themselves in any branch of it. 
So long as city correspondents were amply willing to advance 
funds upon almost any kind of paper, provided it was well 
collateraled or secured of eventual payment, it did not seem 
likely that the federal reserve system, with what were consid- 
ered its absurdly high standards and high rates, could succeed 
in getting into the business or in attracting to itself a sufficient 
amount of trade even to pay expenses. There were undoubt- 
edly members of the Board who were disposed to complain 
that an error had been made in starting with this effort to 
develop a plain commercial paper business, and to assert that 
had a beginning been made with the bankers’ acceptance the 
system would quickly have worked into a field of activity in 
which it could have entered the open discount market and made 
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a place for itself instead of simply waiting for member banks 
to bring it rediscountable paper. 


Isolating Reserve Banks 

How unfounded this view actually was will appear at a 
later time, but at this point it is only necessary to say that the 
advocates of this notion were not able to make their contention 
good, so that there continued to be in the minds of the mem- 
bers of the Board the feeling that they were regarded by the 
banking community as Utopians and that in the effort to adhere 
to a very high standard of banking they had simply isolated 
themselves from a world which insisted upon doing business 
in its own way and did not care what the reserve system 
thought of it. Thus it was plausibly argued: We in the system 
actually threw away our own influence by failing to take part 
in the live business transactions of the community and we 
suffer accordingly, while depriving the.country of such benefit 
as might otherwise have accrued from our efforts. Out of 
this discontented feeling, accompanied as it was by a failure 
of reserve bank assets to grow, came the determination to 
revise circular No. 13 and to bring it more into accordance 
with “practice” in order that reserve banks might get more 
business and might be in somewhat closer contact with the 
communities they aimed to serve. At the same time it was 
stated for the benefit of the public that the whole plan em- 
bodied in circular No. 13 had proved too stringent to meet the 
needs of the farmer, who was not in the habit of keeping 
books and hence could not and would not furnish accountancy 
statements of conditions to the bank. In the interests of the 
farmer, then, it was proposed to reduce the character of the 
requirements as to paper and to render the presentation of 
notes for rediscount at reserve banks considerably easier. In 
this endeavor the advice and suggestions of federal banks the 
country over were obtained through correspondence. 
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All of the data available were eventually referred by the 
Federal Reserve Board to a special committee whose duty it 
was to consider circular No. 13 and the appropriate regulations 
which accompanied it, with a view to finding out what trouble, 
if any, existed in applying the rules which had been established. 
The committee found that a main difficulty lay in the require- 
ment that member banks certify that they had complete credit 
files concerning borrowers, it being the opinion that the 
country banks were generally without such credit files. It 
would take a long time, said the committee, to bring about a 
uniform understanding among country bankers as to eligible 
paper, and as a result it might easily turn out that erroneous 
certifications might be made. It was therefore suggested that 
a campaign of education be undertaken for the purpose of 
explaining to country bankers what was meant by eligibility 
and also to illustrate the difference between customers’ paper 
and purchasers’ paper. ‘ Accordingly it was recommended that 
a modification be introduced so as to require the statement to 
apply only to the paper of borrowers who were in the market 
from a professional standpoint. The requirement that the 
statements concerning the position of the borrower and the 
character of the paper be signed on oath, was regarded as 
repugnant to the borrower and it was suggested that he be 
relieved of it. As to the exclusion of bills whose proceeds 
were to be used in permanent investments, it was noted that 
in a credit system based on promissory notes it was practically 
impossible to earmark the proceeds of any particular note and 
it was suggested that this requirement should not be rigidly 
enforced. 

The work of this committee of the reserve banks in bring- 
ing about the discontinuance of old circular No. 13 has had a 
permanent influence upon the reserve system and the report 
is therefore given herewith in full as follows: 
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We have considered circular No. 13 and regulations Nos. 2, 3, 4, 
s and 6 of the Federal Reserve Board and have endeavored to ascertain 
the views of member banks as to their ability to comply therewith. 
One difficulty we find to be in regulation No. 4, which requires that 
after January 15th, 1915, member banks shall certify that they have 
complete credit files in their possession concerning borrowers whose 
paper they offer for re-discount, including satisfactory evidence that 
the proceeds of short term paper is not being invested in permanent 
or slow investments; also, statement of the aggregate amount of short 
paper the borrower expects to make and his obligation to obtain the 
member bank’s consent before exceeding the limit so stated. 

We believe that the country banks which constitute the majority 
of our members are generally without credit files as known to the 
large city bank. Borrowers are personally known by the officers and 
directors who are usually their neighbors, and the means, business 
and character of such borrowers are matters of intimate personal 
knowledge to the bank officer. 

To bring about a uniform understanding among country bankers 
as to what is and what is not eligible paper within a narrow or even 
technically exact interpretation of the Act will take a long time and 
a still longer time will be necessary to arrange for the filing of 
financial statements by borrowing customers of country banks which 
comply with the standard proposed. We are convinced that to require 
paper offered by country banks to be stamped in the manner required 
by regulation No. 4 would result in 

(a) The stamping of the paper by country banks in a majority of 
cases without having a credit file of the extent indicated and 
desired, or 

(b) Their failure to rediscount because they have been unable to 
obtain such statements, or , 

(c) A possible transfer of desirable accounts from National to 
State Banks‘if such information were required too soon. 

It is our belief that progress in this direction may best be made 
by correspondence with member banks and by personal presentation 
of the subject by officers of Federal Reserve Banks at group and 
other meetings of local Bankers Associations, where the purposes 
and extent of regulations proposed to be made at some future date 
might be explained and discussed. In this way, a sentiment in favor 
of gradually increased safeguards could be created, so that later, 
when the country banks were prepared for the operation of such a 
regulation, it would be received understandingly and full compliance 
with it could be obtained at the start. We think that such compliance 
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as could be obtained by January 15th, on the part of country bankers 
would be in form in most cases, rather than in substance, and this 
we feel is not a desirable basis for transactions between member 
banks and Federal Reserve Banks. 

We think that a differentiation may be properly made at an early 
date (possibly even January 15th, 1915, but we recommend later ), 
between paper which a bank takes from its own customers and so- 
called “purchased paper.” Personal knowledge of the borrower’s 
means, business and character is generally lacking in the case of 
purchased paper. The bank buying it must rely largely upon financial 
statements and inquiries from others. We believe that member banks 
should be induced as soon as practicable to compile appropriate credit 
files concerning the makers of all purchased paper and concerning 
such of their customers as sell their notes through brokers. 

If the regulations were modified so as to apply for the present 
only to borrowers who sell paper in the open market, it might well be 
accompanied with a statement of certain essential information which 
would be required of that class of borrowers, and be made to apply 
to the first regular financial statement issued after January 1sth. 
Many of the statements now furnished by such borrowers do not 
contain the information required by the regulations and are not 
in suitable form to make the information clear. It would not be 
fair or practicable to require the use of a prescribed form of statement 
on every note discounted after January 15th, as the information 
might be impossible to obtain until nearly a year had elapsed, and 
great confusion and possible hardship might ensue. But if all regular 
statements made after January r5th were required to contain the neces- 
sary information, much less difficulty would arise. 

Those borrowers whose statements disclosed the existence of a debt 
secured by mortgage should indicate on the statement whether the 
lien of the mortgage covers or exempts current quick assets, such as 
inventories, accounts and bills receivable, cash, etc. If the lien of the 
mortgage does cover quick assets, a copy or digest of the mortgage 
should be furnished. 

The requirement in Circular No. 13 that such statements should be 
signed under oath does not conform with, usual banking practice in 
this country and we do not think it adds to the strength of the 
statement and we believe it is hardly a necessary requirement. 

Regulation No. 2 excludes all Bills, the proceeds of which have 
been or are to be used in permanent or fixed investments of any kind. 
This requirement is further reflected in regulation No. 4, which 
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provides that the statement shall contain satisfactory evidence that 
short term paper is not being sold to finance permanent or slow invest- 
ments. As it is impossible under a credit system based on promissory 
notes to follow or earmark the proceeds of any particular note, this 
provision, if rightly enforced would exclude in toto, the notes of 
a manufacturer who made any additions, however small, to his plant 
during a particular year unless his profits or additions to capital 
be an equivalent, or greater, amount. While a statement might be 
so made as to show clearly the policy of a borrower in financing 
additions to a plant, so that an unwise policy in this respect would 
injure his credit, nevertheless the prime factor in determining credit 
must be the proportion and character of quick assets considered in 
relation to short liabilities. 

We consider it impracticable generally to require borrowers to 
agree not to exceed a specified limit of borrowing without obtaining 
a member bank’s consent. In the case of local borrowers, this might 
be done sometimes, but it would not be practicable in the case of large 
firms and corporations which have many bank accounts. It might 
not always be practicable to obtain the consent of all interested 
banks; nor would it be possible in the case of a borrower selling 
paper in the open market, as such borrower does not know what banks 
hold his paper. A statement, however, showing the maximum and 
minimum amount of bills payable outstanding during the year would 
give an important indication of the extent to which such borrower 
is obtaining permanent capital through this means. 

We would recommend a supplement relating to farmers’ credit 
statements. All of the Federal Reserve Banks will be confronted 
with the problem of obtaining proper information as to farmers’ paper. 

The difficulty of obtaining formal statement covering such condi- 
tions seems well nigh insurmountable, and insistence upon it will 
render invaluable a very large volume of paper now in the hands 
of member banks which in their experience has proved safe and satis- 
factory. It is suggested that.a signed statement from the rediscount- 
ing bank, based upon a statement of the maker of the paper or 
upon the personal’ knowledge of an officer of the bank as to the 
assets and liabilities of the borrower whose note is submitted for 
discount be accepted as sufficient. 

The application of regulations already published (or modifications 
of these regulations) to the borrowing customers of member banks 
could, we believe be more easily effected by furnishing all member 
banks with brief, concise statements of essential information required 
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in financial statements to be later filed, the requirements to be increased 
from time to time as experience indicates the wisdom of doing s0, 
the important requirement of every statement being the form of 
verification to the effect that it contains all information including that 
required by the regulation necessary to a true knowledge of the 
borrower’s credit. 

In suggesting that the foregoing changes should be made in Circular 
No. 13 and regulations Nos. 2 and 4, we are but following the results 
of our own experience, for our own credit files are scarcely started 
and it will take months, if not years, to bring them up to a proper 
standard. While recognizing the desirability of improving the credit 
information of member banks, we believe that in this as in other 
matters connected with the organization of the system, we should 
proceed gradually, and along lines which our experience, as we gain 
it, shows to be wise and practicable. 


Reaction to Lower Standard 


In effect the committee thus favored adoption of looser 
method of testing eligibility pending such time as it might be 
practicable for the process of education to develop the practice 
of member banks along more scientific lines.* While in some 
respects the reaching of this conclusion was not subject to 
criticism but represented possibly unavoidable compromise 
with expediency, the unfortunate nature of it was of course 
apparent. It meant that the reserve system, after only a very 
brief struggle and for the time being at least, surrendered the 
effort to put commercial paper upon a scientific basis and to 
apply to commercial credit those standards which are neces- 
sary to insure liquidity. The action of the Board, which fol- 
lowed not long after the report of the committee already re- 
ferred to, was accordingly in the nature of a direct abandon- 
ment of principle which was the more regrettable because of 
the fact that circular No. 13 had so clearly embodied sound 
principle in connection with banking. In the new circular 
which was issued early in 1915, it was provided that the regu- 

4The point of view in the reserve banks is shown by a letter sent to a member 


of the Board by a reserve agent at one of the larger banks and reprinted as Appendix 
C to this Chapter, . 
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lations need not apply to loans in amounts below $2,500. This 
of course exempted a great mass of the loans of the country 
(numerically stated) from the requirements of the regulation, 
and substantially placed the reliance thence forward entirely 
upon member banks for their judgment of paper. The elimi- 
nation of the requirement of a statement under oath and some 
other modifications were not of very great significance as 
compared with this fundamental alteration of principle. Taken 
in the aggregate, however, they were in a very real sense a 
notice to banks and to the public that the reserve system was 
not sure of its ground upon a very essential phase of its activi- 
ties. Had the action taken continued in effect for only a com- 
paratively short time, being then superseded by new regula- 
tions, or had it even been followed by a genuine campaign of 
education, the withdrawal from the advanced position which 
the Board had previously taken would not have been so regret- 
table. This, however, was not the case. 

Although efforts were made in a limited way in the various 
reserve districts to encourage the development of sound prac- 
tice on the part of country banks, the regulations were never 
in any material degree altered, and those in effect at the close 
of 1922 still carried the exemption clause already referred to. 
Only through the process of credit study of member banks and 
limitation of their lines of rediscount in accordance with their 
condition was real effort subsequently made to bring about 
the observance of abstract principles of liquidity. The effort 
to cope directly with the business public and to encourage it 
in developing better and more scientific methods of borrowing 
was practically terminated. Whether it would ever again 
have been revived had not the intervention of the war de- 
flected the attention of most reserve bankers to other sub- 
jects, would be an interesting topic of speculation. The war, 
however, as will be seen at a later point, caused a serious 
break in nearly all processes of study or normal development 
and nowhere was its effect so greatly marked as in connection 
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with banking principles. Subsequent to the close of the war 
new difficulties and problems presented themselves and_ the 
Board never was able to recur in any incisive way to the com- 
mercial paper discussion. 


APPENDIX A TO CHAPTER XLII 


BRIEF 
OF THE MERCHANTS’ AssocrATION OF NEw YorK 
ON COMMERCIAL PAPER FOR DiIscouNT 
' BY THE FEDERAL RESERVE BANKS 


In the second paragraph of Section Thirteen of the Federal 
Reserve Act the Federal Reserve Board is granted the “right” to 
determine or define the character of the “notes, drafts, and bills of 
exchange issued or drawn for agricultural, industrial, or commercial 
purposes, or the proceeds of which have been used, or are to be 
used for such purposes” which, upon indorsement by any of its 
member banks, a Federal Reserve Bank may discount. The same 
Section adds that “nothing in this Act contained shall be construed 
to prohibit such notes, drafts, and bills of exchange, secured by 
staple agricultural products, or other goods, wares, or merchandise 
from being eligible for such discount” but expressly prohibits such 
paper when based upon investment securities. The residuary maturity 
of paper so accepted for discount must not exceed ninety days, except 
for a limited amount of agricultural or live-stock paper having a 
maturity of not exceeding six months. In the last paragraph of 
Section Thirteen there is a further grant of discretionary powers 
to the Federal Reserve Board by the proviso that “the rediscount 
by any Federal Reserve Bank of any bills receivable, and of domestic 
and foreign bills of exchange, and of acceptances authorized by 
this Act, shall be subject to such restrictions, limitations and regula- 
tions as may be enforced by the Federal Reserve Board.” 

It will be at once observed that the language of this last paragraph 
differs from that used in all of the preceding paragraphs of the 
Section in that it refers to rediscount instead of discount. In every 
previous reference to the process, on the part of the member banks, of 
obtaining an advance from their Federal Reserve Bank on the paper 
in their possession by indorsement, it is referred to as a “discount.” 
And the classes of paper enumerated in the last paragraph of Section 
Thirteen are also different from those enumerated in its second 
paragraph, to which the “right to determine and define” is especially 
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confined. The term “rediscount” is used elsewhere in the Act only 
once, viz., in paragraph (b) of Section Eleven, in which the reserve 
bank operations are described, and therefore refers only to that process. 

The amendments to the Federal Reserve Act (63d Congress 
Nos. 163 and 171) make no change in the above provisions, nor 
does the proposed amendment contained in H. R. 15038 and now 
reported to the House of Representatives for passage. 

The question discussed by this brief may therefore be confined 
to the “right” to determine and define notes, drafts, and bills of 
exchange issued or drawn for agricultural, industrial or commercial 
purposes, past or future, as expressed in the second paragraph of 
Section Thirteen. 

It will be observed that the power thus conferred is a “right” 
not a “duty.” Elsewhere in the Act other functions are obligatory. 
It is on a parity therefore with the other large discretionary powers 
wisely conferred upon the Reserve Board, such as to review the 
division of the country into districts, to expel member banks and to 
restore them to membership, to suspend the reserve requirements, to 
add to the number of reserve cities, to add to the list of cities in 
which real estate loans shall not be permitted, etc., etc., and it is not 
mandatory upon the Federal Reserve Board to exercise that right 
until, and at such time, as in its judgment such determination is 
advisable or necessary. From the language used it may be inferred 
that it was in the minds of the framers of the Act that the “determina- 
tion and definition” of the character of the paper thus eligible for 
discount might either 


A. Be regulated, as it is in current banking practice by self-inter- 
est and experience (modified only by the exclusions speci- 
fied in the Act), or that 

B. Certain further exclusions might be determined and defined by 
the Federal Reserve Board from time to time, when warranted 
by its experience and good judgment, as informed by the more 
thorough system of bank examination established by the Act, or 

C. That a complete survey of the genera, species and varieties of 
commercial papers not expressly excluded might be made ab 
initio by the Reserve Board, formulating certain included 
classes, and certain excluded classes, subject to such modifi- 
cations as the Board itself, from its cumulative experience 
might be impelled to make from time to time. 


A. There is something, if not much, to be said in favor of the 
policy first outlined. It might be said that the indorsement of paper 
offered for discount by the member bank, makes those banks, in their 
own self-interest, anxious not to put their names on any but the best 
notes. To have its offering rejected once under the scrutiny of the 
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Federal Reserve Bank of its district would strike a distinct ' blow 
at the future credit of an offering bank. Not to scrutinize the 
offering with reference to the maker’s name and financial condition 
would invite weakness and perhaps disaster to the solvency of the 
Reserve bank discounting such paper. With the special powers of 
examination of the member banks conferred upon the Reserve banks 
by paragraph 3 of Section 21 of the Act it should be easy for the 
‘Reserve Bank to inform itself quite accurately of the conditions 
surrounding any proposed or past borrowing. 

Further; to throw upon the Federal Reserve banks the responsi- 
bility of passing on the eligibility of paper excepting only the ex- 
clusions of the Act itself, would, in all likelihood, 

(1) Build up the responsibility and importance of the various 
regional banks, give their boards a wider and better experience, and 
render them more competent, in times of trouble, to handle a local 
situation without resort to the resources of the Reserve Board. 

(2) Tend to make their relations to their entire membership 
within their districts cognate with those that have been in the main 
so well handled locally by the Clearing House associations; whose 
helpful and efficient action in troublous times has so often, since 1857, 
mitigated the evils produced by the periodic tendencies of men to 
overtrade. 

(3) Give a free field to the various treatment without extraneous 
prejudice of certain varieties of business paper best. understood in 
the districts where they originate. For instance, cattle paper is best 
understood in Kansas City, while cotton paper is best understood in 
Atlanta or Richmond, and mill paper in Boston. Something cer- 
tainly is to be gained by the solution of credit problems in a practical 
rather than in an academic way, and such problems are sure to be 
best understood when viewed locally, at short range. 

(4) Be justified by the common experience that in the issuance 
of clearing house certificates the classes of obligation proffered, 
though varying widely from place to place, have been of the best class, 
each in its own district, and have rarely, if ever, been brought to 
default, in spite of the fact that this process has only been resorted to 
in times of abnormal stress. 

(5) Be accomplished, in the start of a new and untried system, 
with less friction, less local hardship, and less adverse criticism 
than by a series of more or less inflexible continental requirements, 
which might very well by the application of the de minimis rule 
discriminate against certain varieties of papers which are of a good 
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class within certain jurisdictions, while elsewhere fairly excludable. 

B. It is doubtless within the powers of the Federal Reserve Board 
to add to the exclusions of the Act without formulating at this time 
a complete scheme of classes or varieties acceptable or inacceptable. 
This course, might have the merit of definitely excluding from the 
portfolios of all of the Reserve banks certain classes of paper which 
although sometimes accepted for discount by the member banks, 
would, if discounted by a Reserve bank, measurably decrease the 
fluidity of its assets. It would have the further merit of attracting 
the attention of less experienced and less well-trained local bankers 
to the undesirability of permitting a large proportion of such obliga- 
tions to mingle with and thus to congeal his own assets. Such less 
desirable varieties will be brought to your notice in the final dis- 
cussion. 

C. The case in favor of an immediate exercise of the right 
to make a survey of existing varieties of commercial paper, with 
the view of determining and defining the character of paper admis- 
sible to discount by Federal Reserve Banks, is that if such a deter- 
mination could be accomplished, and well-defined classes of paper 
either marked for acceptance or exclusion, it would create the assur- 
ance that certain papers would surely be accepted for or discounted by 
the Reserve bank when offered by its member banks. Everyone 
must recognize the value of certainty in the outcome at the inception 
of a business transaction. Wherever such certainty can equitably 
be established by the declaration of a settled business principle, to 
be accepted by both sides in the trade, it is in the long run ad- 
vantageous to all parties to the transaction. In the present instance, 
the position of the Federal Reserve Board would naturally be that of 
an impartial arbiter, viewing broadly the interests of the country as 
a whole; of its business, as well as of its banks. Unless each of 
these two interests, which come more or less into conflict at the 
making of every loan are prosperous, the other cannot be. 

Any consideration of the practicability of the three courses of 
action outlined above involves a brief discussion of the varieties of 
commercial paper now available for sale together with their respective 
merits or demerits for the loan fund of a Federal Reserve bank. 

All negotiable commercial paper is of one of two classes—A, Bills 
of Exchange, or orders to pay money, and B, Promissory Notes, or 
promises to pay money. The two classes may be further distin- 
guished by the time of payment, which is either on demand, or at some 
fixed future date. Checks and sight drafts and demand bills of 
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exchange, differing only in form. A bank note is a demand promissory 
note. The questions of credit involved in these forms of commercial 
paper do not involve the postponement of payment, and so far as 
our banks are concerned no action of the Federal Reserve Board 
seems to be needed to work any changes in the customs surrounding 
their use, which adequately protect all temporary holders from loss 
by their acceptance. 

Unsecured promissory notes bearing interest, and payable “on 
demand,” while purporting to be call loans on personal security, are 
for the most part loans repayable at the pleasure of the borrower. 
Collateral notes payable at a fixed date or on demand, and secured 
by Government bonds or notes are expressly relieved from the 
prohibition against notes based on a pledge of investment securities 
and their quality with respect to ultimate payment is well established. 

There remain to be considered therefore only those varieties of 
time paper based on personal credit or on merchandise. These are 


I. Bills of Exchange payable at a specific date after sight, when 
accepted by the drawee—one variety of bills of exchange. It 
may be secured by bill of lading for merchandise which may 
be released or not released to the drawee upon acceptance. 

II. The promissory note in settlement of sales—endorsed. 

III. Notes or drafts endorsed for accommodation. 

IV. The promissory note secured by pledge of merchandise. 

V. The unendorsed promissory note—single name paper. 

I. Bills of Exchange drawn for acceptance at thirty days to six 
months sight, either with or without bills of lading for the merchandise 
attached, are now rarely used in the inland trade. They would be 
‘applicable to transactions in the great staples such as cotton, wheat, 
corn, oats, and other agricultural products. But transactions in these 
staples have been freed by the produce exchanges from time credits, 
and are now very generally on a cash basis. Were there a supply of 
this class of paper it would doubtless form one of the most solid 
as well as fluid forms of investment for Federal Reserve discounts. 
Bills of Exchange, based on sale transactions, are normally self- 
liquidating. j 

In connection with manufactured commodities such as drygoods, 
groceries, hardware, and the like, bills of exchange become obsolete 
many years ago owing to a variety of causes which may be here sum- 
marized, viz.: 

(a) The reduction of the customary term of credit from six 
or eight months to ten, thirty or sixty days. 

(b) Uncertainty of the amount due by reason of discounts offered 
for prepayment, by which the term of credit is made flexible, at the 
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buyer’s option. The general effect of this process is that all houses 
in high standing finance themselves so as to pay cash for all their 
purchases. 

(c) Uncertainty as to the amount to be paid owing to the 
substitution of implied warranties of the goods sold in place of the 
old rule of caveat emptor. 

(d) The change in the custom of buying, made possible by 
improvements in transportation during the last thirty years, whereby 
instead of making a few large shipments of merchandise, buyers now 
make a large number of small purchases. While the average size of 
the bills in the sales of large wholesale houses in the seventies was 
over $1,000.00 it is now less than $100.00. It is not practical to settle 
accounts of such small size with bills of exchange. (See appendix.) 

(e) The facilities extended to the country merchant by local 
banks, which have everywhere multiplied. These banks find a pro- 
fitable use for local funds in making loans to local merchants who 
are thus enabled to buy merchandise advantageously on the shorter 
terms now prevalent, and to avoid the long credits which in former 
days were furnished by the seller of the goods and paid for in the 
price. Credit prices are always higher than cash prices. 

For these reasons, the bill of exchange has become obsolete in 
nearly all branches of trade in manufactured goods, except where 
the conditions above referred to are upset by forced trade sales at 
auction. In this case, notes or bills are given in payment mostly by 
second and third rate debtors, all others preferring, in ordinary times, 
to settle on short time. 

II. What is true of the use of bills of exchange is also true 
of the use of promissory notes in settlement of trading accounts 
receivable, and for the same reasons. At present such promissory 
notes as are given for merchandise accounts are quite well understood 
to represent settlements of overdue accounts receivable, or exten- 
sions granted to weak debtors; strong houses hesitate to endorse 
and sell these notes knowing that they are the least liquid of all 
their receivables; and that a transaction of this kind, disclosed, will 
besmirch their own credit. By average from 1/4 to 1/3 of such 
notes go to protest and are paid by the endorser. 

Promissory notes, however, are given by consumers in large 
volume in part settlement of debts for farm machinery, automobiles, 
wagons, tools, etc. A large part of these notes are very good; 
but being drawn by persons of meagre bank credit, and not under 
the influence of business habits, are not always paid promptly at 


COMMERCIAL PAPER AND REDISCOUNTING 925 


their maturity. Such notes are frequently endorsed and used as 
collateral for the promissory notes of their holders. They give a 
self-liquidating character to the notes which they support, and should 
be excellent collateral security when protected by sufficient margins 
to forefend the average percentage of default. They would seem to 
fall within the compass of the broad definition of the second para- 
graph of Section Thirteen. 

III. Promissory notes endorsed by sureties for accommodation 
form the great bulk of the double-named paper held by our banks. 
Such accommodation paper is good provided it is not used as a 
means of financing the inactive assets of both maker and endorser. 
It does not represent a real transaction between them. As a means 
of providing capital at the start for able men of limited means it is 
a device of value. Notes of such men are dependent in a much 
larger degree than any other kinds of paper upon the character 
and ability of the maker. He gets the endorsement because he needs 
‘the third element of good credit—capital. The valid foundation for 
the prejudice against accommodation endorsement is not the fact 
that usually, a note so endorsed represents a future rather than 
a past transaction; for a past transaction is just eas likely to be 
foolish, and therefore not to pay the note, as a future transaction. 
But they are clouded by the question of the quid pro quo given 
to the accommodating endorser. If a reciprocal endorsement is 
given in return, and secretly, there is the certainty of inflation by 
the production of two notes where one only is needed by trade 
demands. They are connected in the lender’s mind with the practice, 
of dubious morality, of not acknowledging the endorsements as 
liabilities, until the maker has defaulted. Nobody likes to lend 
money on mysteries. When the endorsement is that of a concern 
affiliated by common ownership, it adds nothing to the responsibility 
behind the note, but may mislead the uninformed. It is only where 
endorsement or acceptance is from a party thoroughly independent 
of the maker that it is of any value; and in such case the nature 
of the consideration should be disclosed in order to forefend distrust. 
The safety of such bills depends entirely upon an intimate knowledge 
possessed by the discounting bank of the character, ability and means 
of both parties to the transaction, and they are therefore unfitted 
for open market transactions. And when made on a large scale, as 
in a recent deplorable instance, they are a distinct menace to financial 
weal. They are in no sense self-liquidating. 

IV. Promissory notes secured by merchandise are mentioned 
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specifically in the latter part of this Section of the Act. Unsold 
merchandise is of undeterminate value, and a note based upon it is 
no more self-liquidating than the merchandise itself: Like all other 
speculative notes they require a continual scrutiny of the markets 
for the merchandise by which they are secured. Such notes are 
often given by manufacturers for purchases of raw materials, in 
which case they are generally paid off when the raw material is 
drawn from warehouses and used in production. Notes secured 
by merchandise are not self-liquidating, as they require the effort 
of selling to provide the funds wherewith to pay. 

V. Single Name paper. Our modern American methods of cash 
or short maturity transactions, modified to a degree by customs 
of delivery of certain classes of merchandise in advance of the 
selling season, gives rise to vast amounts of book accounts receivable, 
payable at fixed dates, but subject to the indeterminate influences of 
flexible terms of credit and of implied warranties, the two collec- 
tively producing a mean variation of between two and three per cent: ° 
These being incapable of note settlement, it has become the custom 
of the wholesaler to obtain capital for further operations through 
the sale on the open market of his plain promissory note for a 
round amount, adjusting its maturity to that of the book accounts 
receivable, so as to give a self-liquidating quality to his own notes. 
In its current form it represents a past transaction just as much, 
if not so specifically as a bill of exchange. Such paper has always 
been in demand from bankers and in times of trouble the self-liquid- 
ating quality transmitted from the book accounts behind it has made 
its recurrent maturities the chief cash reliance of the banks, taking the 
place of the secured call loans which, theoretically liquidable on 
demand, are at such times congealed by the stoppage of markets; 
and unsaleability of collaterals. No moratorium has ever been de- 
manded for the single name promissory note, even when the banks 
generally have failed in their obligation to pay cash to their depositors, 
or gold to their note-holders; nor even when its makers may have 
asked for delay in the settlement of their book accounts payable. 
Such notes can be put in the status of two name paper only by 
accommodation endorsement. 

If required by law, or by regulation of the Board, two or three 
name paper will be manufactured to order. It will then represent 
the obligation of the less scrupulous of traders, and will be subject 
when made in a large way to the disadvantages adherent to accom- 
modation endorsement for purposes of finance. 
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But it is clear, from the nature of the mercantile promissory note, 
endorsed or unendorsed, that it is either issued or drawn for 
“commercial purposes or the proceeds of which have been used or are 
to be used for such purposes,” and so within the inclusions of the Act. 

Discount Market. The value to our business as well as to our 
finance of an open discount market, such as prevails abroad, and 
of an entrance into the international discount market, is not to be 
under-rated, even though the immediate importance of the question at 
this crisis may seem smaall, But it is clear, if our analysis of the 
existing stage of development of business custom in the United 
States is correct, that there is no way by which inland bills of ex- 
change, such as foreign dealers are accustomed to, can be created 
through purely business transactions, out of the first-class obligations 
now current and likely to remain current in this country. If forced 
by law or regulation, fictitious situations can doubtless be created, 
which will give rise to specious imitations of the article desired; 
but with such transactions the more honorable part of the commercial 
community will have nothing to do. The only result would be to 
discourage straight-dealing, and to create a second-class security in 
place of a prime obligation such as now exists. 

Out of this dilemma there are two avenues of escape. The first 
is the education of the foreign bill broker to our credit methods; 
the second is the open acceptance or accommodation for a considera- 
tion of inland trade drafts by banking institutions, such as has 
already been begun by several of our leading financial institutions. 
This practice affords the guaranty of large and imposing capitals 
to a finance bill capable of currency in any market of the world. Of 
course, in case any Reserve bank should wish to use the international 
market it could make bills of the very highest class by adding its 
endorsement to the contents of its portfolio; a process which if not 
now legalized might easily be the subject of legislation in the future. 

It is plain from the foregoing analysis and description of the 
various kinds of commercial paper currently used in transactions 
described as admissible under the Act, that the final criterion of any 
given piece of paper, is the credit of its maker. That credit is 
dependent in part upon the character, in part upon the ability, in 
part upon the capital of the man or men who accept the responsibility 
for it by their signatures. As to whether any given piece of paper 
is worthy of discount by a Federal Reserve Bank is a question which 
must be decided by the officers of the bank itself. They have every 
means of arriving at a judgment on the questions involved. They 
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are usually close enough to the transaction which it represents to 
warrant a valid judgment. 

Considering the past success of our banking system in selecting 
notes of the best class for their portfolios is it not likely, at least 
at the start, that if unhampered by any regulations, the Directors 
of the Reserve banks are allowed to discount for their banks those 
kinds of paper with which as bank officers and as merchants they 
are most familiar, the best results will presently be attained? In 
case of any exception to this probability, ethe Reserve Board has 
three representatives on the directorate of every Reserve bank to 
warn it of reckless conduct or of impending trouble. Trade customs 
which have been built up by generations of wise and _ successful 
business men and bankers, in the slow process of adapting their 
methods to necessary economies in distribution, and to the needs 
of the seventeen hundred thousand firms, individuals and corporations 
actively trading in this country can not wantonly be over-turned, 
without peril both to the economic and moral health of the business and 
banking structure. And for these reasons, we urge that in exercising 
your right of determination and definition, or withholding from 
the present exercise of that right as you deem most proper, you will 
agree with us “that commercial paper in the present form and use 
be accepted by the Federal Reserve Board from member banks for 
discount and currency issue purposes.” 

Respectfully submitted, 


THe Mercnants’ AssocraTION oF New York, 
By W. A. Marble, President. 
THE COMMITTEE ON CoMMERCIAL Law, 
Edward D. Page, Chairman. 
Welding Ring, 
Donald McKesson, 
Geo. H. Raymond, 
Percival Kiihne, 
Abraham Bijur, 
R. H. Johnston, 
Abram I. Elkus, 
Harry Dowie, 
Max Naumburg, 
E. A. Dillenbeck, 
Ernest R. Ackerman, 
Lewis E. Pierson. 
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APPENDIX 


Computation showing result in terms of commercial paper issues 
and of office detail of changing present short-time system of settlement 
in sales of manufactured goods to that of settlement by four months’ 
bills of exchange. 


The merchandise is supposed to be at first cost, of $12,000 annual 
value, distributed from manufacturer to wholesaler at the rate of 
$1,000 per month in two equal shipments of $500 each; and from whole- 
saler to retailers, with 20 per cent gross profit, also in equal monthly 
installments in forty shipments averaging $30 each. 


Debt 
Created 
A. On present terms (say average 15 days): 
Constant debt from wholesaler to manufacturer. .... $ 500 
Note of manufacturer to carry this debt with 20 per 
CEMien are iil creer ewes bwecer cr gas ote So aie re $ 400 
On average of 40 days, constant debt from retailer to 
WHO leSa Ler Meet AOR ty TRE TIAL ah tre ee: Be le 1,600 
Note of wholesaler to carry same with 20 per cent 
TIDAL eet hte: SNe Ao cache nee Pace see ee Bais gs Sesacel 1,300 
@onstantidebtiereated¥ set ees Rea, Be $2,100 
In 1 year, total of 6 mos. paper (4 pieces) created under hd 
<BYBH TAGS SC rahe Cees ord Sy Oo CaO ear ats NaN pee Sarena $1,700 
B. On four months’ credit settled by bill of exchange or note: 
I. Transaction between manufacturer and whole- 
saler, due continually 4 x 1,000............... 4,000 
2. Transactions between wholesalers and retailers, 
dte continually, 4:x-,20024%. agriaage seid Bld. ie 4,800 
Cornsvanibede Dunctealecepammn tr trtt ta ae $8 , 800 
Notes needed to settle debt from wholesaler to manu- 
factunety Gaol #5 00;C2 CD teu at. elas: tts = $4,000 
Notes needed to settle debts from retailers to whole- 
Salers 160.08, #30; Cachan Peier ins tion. ee See = 4,800 
Tne tGOS ta ere ek cee Taare eich ae ecko $8 , 800 
In 1 year, total number of pieces created of 4 mos. 
PAPEL GOS: X53 Matar. Merton owen MAY Ueoien Mepeta Lean acttans = 504 
Results compared: Amount Pieces 
Note settlement basis—paper outstanding.......... $8 , 800 
INotes annuallycrequined: 2 \.....beaiot. tee. 504 
Present settlement basis—paper outstanding........ 1,700 
INotessannittallyreciuited «out srumecmcaree. 1h. ckeseimnae 4 
Increase + fea) laste on tecsera) ith derarioae $7, 100 500 
Increase in outstanding paper.......-......... 417% 


Increase in annual office operations............ 12, 500% 
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APPENDIX B TO CHAPTER XLII 


CrrcuLar No. 13 
FEDERAL RESERVE BOARD, 
Washington, November 10, 1914. 
To all Federal Reserve banks: 

In view of the impending opening of the Federal reserve banks, 
the Federal Reserve Board deems it proper to outline in this circular, 
in broad general terms, the discount policy which it believes might be 
pursued to advantage by the Federal reserve banks at the outset. 

While the most acute stage of the recent financial emergency 
appears to have passed, the conditions in other countries make it neces- 
sary that the United States should, to the utmost degree of efficiency, 
organize and make available its own resources in order that it may 
provide for its own needs and replace the facilities suddenly destroyed 
by the closing of so many of the accustomed channels of credit and 
trade. 

The directors and governors of the Federal reserve banks at a 
conference in Washington on October 20 and 21 recommended that 
the banks be opened without attempting at the outset to perform all 
the functions and duties contemplated in the act, but that they be 
prepared to accept deposits of reserves payable in lawful money, to 
discount bills of exchange and commercial paper, and to accept the 
deposit (after the reserve payments had been made) of checks drawn 
by member banks on any Federal reserve bank or member banks in the 
reserve and central reserve cities within their respective districts. It 
was the opinion of the conference that arrangements for the exercise 
of the additional powers granted by the act to the Federal reserve banks 
be completed as rapidly as the establishment of safe and efficient 
organizations would permit. The Federal Reserve Board is in accord 
with these suggestions. 

It should be borne in mind that, although our exports are showing 
a gratifying increase, there is still a large cash balance due to European 
countries for which gold may be demanded, and that a large quantity 
of American securities held abroad may be returned to the United 
States, while on the other hand more than $300,000,000 of emergency 
currency must be gradually retired. No one can estimate the duration 
of the war or predict what will be the financial and commercial condi- 
tions when peace shall be restored. Our own industrial development 
has been greatly facilitated by foreign capital, and we have been accus- 
tomed to borrow large sums annually in Europe and to sell American 
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securities there, which attracted foreigners because of their higher rate 
of return as compared with European investments. It is probable that 
at the end of the war interest rates in Europe will be higher than they 
have been in the past and greater investment returns will be yielded. 
The tremendous destruction of property.and waste of capital will not 
only check the flow of European savings to the United States, but may 
dispose foreign investors to return us the securities they now hold, 
Lower money rates in this country would be likely to accentuate this 
tendency, while, on the other hand, higher interest rates and larger 
investment returns on our side would check it. 

The function of the Federal reserve banks is, therefore, of a two- 
fold character. They should extend credit facilities, particularly where 
the abnormal conditions now prevailing have created emergencies 
demanding prompt accommodation; and, on the other hand, they must 
protect the gold holdings of this country in order that such holdings 
may remain adequate to meet demands that may be made upon them. 
While credit facilities should be liberally extended in some parts of 
the country, it would appear advisable to proceed with caution in dis- 
tricts not in need of immediate relief and to await the effect of the 
release of reserves and of the changes which the credit mechanism of 
the country is about to experience before establishing a definite discount 
policy. 
Commercial paper.—The Federal Board, under section 13 of the 
Federal reserve act, has the right to determine or define the character 
of paper eligible for discount, to wit, “notes, drafts, and bills of ex- 
change arising out of actual commercial transactions; that is, notes, 
drafts, and bills of exchange issued or drawn for agricultural, indus- 
trial, or commercial purposes, or the proceeds of which have been 
used or are to be used for such purposes.” 

Bearing in mind the requirements of the present situation, the 
Federal Reserve Board believes that it would be inadvisable, at this 
time to issue regulations placing a narrow or restricted interpretation 
upon the section defining the character of paper eligible for discount. 
It has therefore been decided not at this time to enter upon the dis- 
cussion of the question of single or double name paper, but to admit 
both forms of bills to rediscount with the Federal reserve banks. 

The Federal Reserve Board proposes, however, to prescribe the 
following basic principles for the guidance of Federal reserve banks 
and member banks: 

(a) No bill shall be admitted to rediscount by Federal reserve 
banks the proceeds of which have been or are to be applied to per- 
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inanent investment, and regulation No. 2 has been formulated with 
the intention of giving effect to this principle, and is herewith inclosed. 

(b) Maturities of discounted bills should be well distributed. It is 
the well-established practice of European reserve banks to invest only 
in obligations maturing within a short time. It is a general rule not 
to purchase paper having more than go days to run. The maturities 
of these notes and bills are so well distributed as to enable those banks 
within a short time to strengthen their hold on the general money 
market by collecting at maturity or by reinvesting at a higher rate a 
very substantial proportion of their assets. Acting on this principle, 
the Federal reserve banks should be in position to liquidate, whenever 
such a course is necessary, substantially one-third of all their invest- 
ments within a period of 30 days. Departure from this principle will 
endanger the safety of the system. It is observance of this principle 
that affords justification for permitting member banks to count balances 
with Federal reserve banks as the equivalent of cash reserves. 

(c) Bills should be essentially self-liquidating. 

Safety requires not only the bills* held by the Federal reserve 
banks should be of short and well-distributed maturities, but, in addi- 
tion, should be of such character that it is reasonably certain that they 
can be collected when they mature. They ought to be essentially “self- 
liquidating,” or, in other words, should represent in every case some 
distinct step or stage in the productive or distributive process—the 
progression of goods from producer to consumer. The more nearly 
these steps approach the final consumer the smaller will be the amount 
involved in each transaction as represented by the bill, and the more 
automatically self-liquidating will be its character. 

Double-name paper drawn on a purchaser against an actual sale 
of goods affords, from the economic point of view, prima facie evidence 
of the character of the transaction from which it arose. Single-name 
notes, now so freely used in the United States, may represent the 
same kind of transactions as those bearing two names. Inasmuch, 
however, as the single-name paper does not show on its face the 
character of the transaction out of which it arose—an admitted weak- 
ness of this form of paper—it is incumbent upon each Federal reserve 
bank to insist that the character of the business and the general status 
of the concern supplying such paper should be carefully examined in 
order that the discounting bank may be certain that no such single- 
name paper has been issued for purposes excluded by the act, such 


* For brevity’s sake, the words “bills” and ‘notes’? whene i 
( y F ver used . 
graphs include bills, notes, and drafts, as specified in the act. ced inyithesei next 
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as investments of a permanent or speculative nature. Only careful 
inquiry on these points will render it safe and proper for a Federal 
reserve bank to consider such a paper a “self-liquidating” investment 
at maturity. 

Turning now to the question of’ procedure, it is not thought neces- 
sary to impose upon the banks the observance of methods which would 
involve needless difficulty or delay. It is therefore not deemed essential 
that a statement of condition be attached to each bill when sold to a 
Federal reserve bank. It is however, thought advisable by the board 
to require that on and after January 15, 1915, no paper shall be dis- 
counted or purchased by Federal reserve banks that does not bear on 
its face the evidence that it is eligible for rediscount under the prin- 
ciples and definitions above outlined and as expressed in regulation 
No. 2, and that the seller of the paper has given a statement to the 
member bank. A rubber stamp stating, in substance— 


ELIGIBLE FOR REDISCOUNT WITH 
FEDERAL RESERVE BANKS 
UNDER REGULATIONS OF 
FEDERAL RESERVE BOARD CriRCULAR No. 13 

CREDIT FILE No. 
DISTRICT No. 
(Name of Member Bank.) 


is considered sufficient evidence to that effect at this time. It would be 
understood that the Federal reserve bank could at any time call for 
the appropriate credit file, and it may be expected that the data thus 
gathered—particularly the files of more important firms and of those 
rediscounting in larger amounts—will be so catalogued as to furnish 
the nucleus of an effective credit bureau which, in turn, may eventually 
develop into a central credit bureau for the benefit of all the Federal 
reserve banks of the system. 

For the time being certified accountants’ statements will not be 
required. This matter is reserved for regulation at a later date. The 
required statement as outlined above should be signed under oath and 
should contain a short general description of the character of the 
business, the balance sheet, and the profit and loss account. Assets 
should be divided into permanent or fixed investments, slow assets, and 
quick assets. On the liability side should be shown capital, long-term 
loans, and short-term loans. Short-term loans should be in proper 
proportion to quick assets, and the statement should contain satisfactory 
evidence that short-term paper is not being sold against permanent or 
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slow investments. The statement should furthermore show the maxi- 
mum aggregate amount up to which the concern supplying this paper 
expects to borrow on short credit or sale of its paper, and the concern 
giving the statement should obligate itself to obtain the member bank’s 
consent before exceeding the agreed limit. The affixing of the ‘stamp 
stating such paper to be eligible for rediscount will be considered a 
solemn and binding declaration by the member bank that the statement 
has been examined from this point of view and that the paper bought 
complies with all the requirements of the law and the regulations here- 
by imposed. ; 

The board appends two additional regulations: No. 3, covering 
discount transactions on or before January 15; No. 4, discount opera- 
tions on and after January 15. 

Six-months’ paper—The law provides that the Federal Reserve 
Board shall fix the percentage of its capital (by which is understood 
that portion of the capital paid in) up to which a Federal reserve bank 
may discount “notes, drafts, and bills drawn or issued for agricultural 
purposes, or based on live stock, and having a maturity not exceeding 
six months.” The law permits the Federal Reserve Board to deal with 
each Federal reserve bank individually in fixing this limit. 

The Federal Reserve Board has determined to fix this limit gen- 
erally, and until further notice, at 25 per cent of the capital that shall 
have been paid in from time to time. For those districts in which, 
during certain seasons, six-months’ paper is particularly required to 
carry through agricultural operations the limit will be increased from 
time to time upon requests made by Federal reserve banks to the 
Federal Reserve Board. 

Regulation No. 5, relating to six-months’ paper, is appended hereto. 

Regulation No. 6, relating to bank acceptances, is likewise appended. 

CuHarLes S. HAMLIN, Governor. 


APPENDIX C TO CHAPTER XLII 


LETTER ON ELicrBiLiry oF COMMERCIAL PAPER WRITTEN BY A 
FEDERAL RESERVE AGENT TO A MEMBER OF THE 
FEDERAL RESERVE Boarp 
December 19, 1914. 
Dear ; 

Since telephoning you this noon, I have been thinking how to 
intelligently put down on paper any suggestions, which might be of 
assistance to you in connection with any modification you may make 
ot Circular No. 13 and the accompanying regulations. The Circular 
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and the regulations are so bound up together, both being mentioned 
in the rubber stamp required to be used after January 15, 1915, that 
I do not know how to proceed with something specific in the: absence 
of knowledge of what you yourself have in mind in the way of a 
modification. ‘ 

I gather that you are ready to distinguish between “Customer’s 
Paper” and “Purchased Paper,” and enclose a suggested definition of 
the two. The most I feel that I can do at this time and until I have 
some draft from you showing the manner in which the modifications 
are to be presented, is to suggest the points which it might be well to 
consider taking up in the modification. I will suggest them under 
topics, as follows: 


PuRCHASED PAPER 


1. That on and after January 15, 1915, no bank shall offer for 
rediscount with a Federal reserve bank purchased paper unless it has 
in its possession a statement of the seller, whether maker or endorser, 
of such paper, and sufficient information to enable an officer to certify 
that to the “best of his knowledge and belief it is eligible for rediscount 
with Federal reserve banks under Regulation) Nowe jcciis are of the 
Federal Reserve Board.” It would be impracticable for each member 
bank to have a signed original statement, but it might have a copy 
signed by a notary public certifying that it is a correct copy of an 
original statement on file with the note broker. 

2. If it is desired to prescribe the form of statement, and I am 
not at all sure that this might not profitably be done in the case of 
purchased paper, it would be well to provide that all statements given 
after a certain date, should be made upon the standard form. By the 
arrangement of the items you could bring out the essential credit 
features of the statement and put in a number of questions to be 
answered which would draw out the dark things, if any, in the condi- 
tion of the concern making the statement. 

3. As suggested to you in Washington, I feel that it is impracticable 
to make a concern obligate itself to obtain a member bank’s consent 
before exceeding an agreed limit of borrowing. I think we agreed 
that the proportion between current liabilities and quick assets was the 
thing which should determine the credit rating of a statement, and 
that it would be impossible to tell whether in a statement in which the 
quick assets exceeded current liabilities, short term paper was being 
sold against any permanent or slow investment. Tendencies of this 
kind could most easily be discerned from a comparative balance sheet 
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and you might very properly require the statements furnished to con- 
tain, say, the 1914 as well as the 1915 statement, side by side, for the 
purpose of comparison; in this way one could easily see whether the 
concern is putting current funds into the plant. You will remember 
that in the 11th paragraph on page 2 of Regulation No. 2, accompany- 
ing Circular No. 13, the language is very rigid as to any notes whose 
proceeds have been used in any fixed investments. The principle is all 
right, but it is next to impossible with our system of promissory notes 
in round amounts for a member bank to certify, with any certainty, 
that no part of the proceeds of a particular piece of paper, has gone 
into fixed investment. 

4. I think we have agreed that the signing under oath should be 
omitted. 

5. I think it would be advisable to omit, for the present at least, 
requiring a statement of the Profit and Loss Account. This is a matter 
which many concerns object strenuously to disclosing, and I should 
suggest that, at the start at ‘least, the inclusion of a Profit and Loss 
Account should be optional. If you get out a statement, put in a place 
for it, and recommend that good business practice requires its inclusion, 
but do not insist upon it. Then if a fellow leaves it out, people will 
want to know why, and gradually most concerns will include it. Then, 
after a proper period of this kind of evolution, you can make it a 
requirement. | 

6. I should urge:strongly postponing requiring statements of certi- 
fied accountants for the present, and not state a definite date upon 
which they will be required. The following are the reasons: 

(a) The very fact that you indicate that sooner or later certified 
accountants’ statements will be required, will gradually accelerate the 
giving of such statements by concerns selling paper. Thus it will 
come about in a natural way, and many of the note brokers are even 
now urging it strongly on the strength of your indication that it will 
later be required. If you require it now with all the other changes 
and new features incident toethe inauguration and early operation of 
the Federal Reserve System, it will simply be one more hard place 
to get over. 

(b) Another reason is that the term “certified accountant” has 
many meanings. Only a few States have good certified accountancy 
laws and registration, and if you require a certified accountant’s state- 
ment, you will also have to provide a definition as to who shall be 
considered a certified accountant, which, I know from experience, will 
be a mighty difficult matter when you are covering a nation wide 
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situation. I believe that in a year, or two years, you will find a great 
increase in the use of certified accountants, and if you like I should 
be glad to go into this matter with the note brokers and get some sug- 
gestions upon it from them for you. 


CUSTOMER’S PAPER 


1. Customer’s paper might bear the same endorsement on the back 
as Purchased Paper with the exception of the omission of “Credit 
Pile Niumabets, sacvasera: ” I am not sure that in any case this is a 
particularly good designation as I do not think banks usually keep their 
credit files by number. 


2. I,understood from you, over the telephone, that your plan was 
to postpone requiring the credit files for Customers’ discounts until 
further notice. In the absence of credit files, I think it would be well 
to explain by examples, if this seems practicable, what customers’ 
paper may be considered eligible. The country banks have never 
thought much about the liquidating characteristics of their paper, and 
from talking with their officers, | gather that they are prone to jump 
to the conclusion that no paper is self-liquidating unless the dis- 
counter goes out of debt completely every year. Frequently, the dis- 
counter borrows the money year in and year out with some fluctua- 
tions, as more or less permanent working capital. This may not sound 
well on the face of it, but, as a matter of fact, only a very small 
percentage of the great volume of purchased paper is made by con- 
cerns who go out of debt every year. Most of them have a high point 
and a low point, the variation representing the seasonal fluctuations in 
their business. It is only by looking at the statement that you can 
tell whether it is a proper note to buy. I think the country bankers 
need some encouragement as to the eligibility of their customers’ 
paper, and I believe a few concrete instances would be the easiest for 
their minds to grasp. They are not very quick at catching general 
principles. They are afraid that none of their paper may be con- 
sidered in the language of the first paragraph on page 3 of Circular 
No. 13, “a self-liquidating investment at maturity.” The fact is, | 
believe, they have lots of eligible paper under any reasonable con- 
struction, and as they are, and are likely to continue to be, the principal 
kickers at the system, it would be well to endeavor to enlighten their 
minds on this point. 

3. It might be well to suggest that they should proceed, wherever 
practicable, to get statements from their borrowers, whose paper they 
are likely to discount and to begin to accumulate credit files so as to 
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enable them to furnish. necessary information to their Federal reserve 
banks. 

4. Many a local factory has Bills Receivable from its customers all 
over the country; these it discounts with the local member bank. I 
assume that it is not expected that a credit file shall be obtained by 
the bank as to the makers of these notes, but merely as to its own 
customer, the discounter. 

5. With regard to “merely investments’: this point should be made 
clear; a brick manufacturer sells a carload of bricks to a builder. The 
builder gives the manufacturer his note covering the shipment. The 
manufacturer discounts this at his bank. With regard to the maker, 
it is “merely investment”; with regard to the discounter, jit arises 
out of a commercial transaction. Perhaps the expression, “the pro- 
ceeds of which have been used for commercial purposes” would cover 
this point, but it is not at all clear to the country bankers. 


GENERAL 

I suggest that consideration be given to the desirability of encourag- 
ing the use of a form of note, as proposed in the enclosed circular of 
the New York Clearing House, in which the maker represents that 
the note has arisen out of commercial, etc., transactions or in some 
way which would put the original burdén upon him. This would help 
more potently than anything else to begin the standardization of 
eligible promissory notes. I have nothing very definite to present on 
this to-day, but if the idea appeals to you at all (and you very likely 
may have discarded it as impracticable), I will try to take it up in the 
near future with competent people here. 

Yours very truly, 


Federal Reserve Agent. 


The New York Clearing House circular referred to above was as 
follows: 


New York CLEARING House 
March 2d, 1914. 
Dear Sir: 

For your information please find copy of Correspondence between 
the Reserve Bank Organization Committee and the New York Clearing 
House Committee. 

Respectfully, 
WILLIAM SHERER, A. H. Wicern, 
Manager. Chairman Clearing House Committtee 


y 
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RESERVE BANK ORGANIZATION COMMITTEE 
Washington, D. C. 
February 6th, 1914. 
Sir :— 

Section 13, page 14, of the Federal Reserve Act provides, among 
other things, as follows: 

“Upon the indorsement of any of its member banks, with a 
waiver of demand, notice and protest by such bank, any Fed- 
eral reserve bank may discount notes, drafts, and bills of exchange 
arising out of actual commercial transactions; that is, notes, drafts, 
and bills of exchange issued or drawn for agricultural, industrial 
or commercial purposes, or the proceeds of which have been used, 
or are to be used, for such purposes, the Federal Reserve Board 
to have the right to determine or define the character of the paper 
thus eligible for discount, within the meaning of this Act.” 

It will be observed that the paper thus made eligible for rediscount 
is defined as that arising out of “actual commercial transactions... . 
the proceeds of which have been used, or are to be used, for such 
purposes.” 

The true definition of “commercial paper” or “commercial transac- 
tions’ gives rise to a great difference of opinion on the part of bankers 
generally, and is susceptible of a very broad or very narrow interpreta- 
tion. The point has been frequently raised, and insisted upon, that 
“commercial paper’ in a purely technical sense should be construed to 
mean obligations which represent the purchase price of some com- 
modity sold. 

Attention has been called to the fact, however, that trade customs 
in the United States have developed along lines which would limit such 
paper to a proportionately small amount if this strict and technical 
interpretation were adopted. 

In other words the established practice now appears to be that 
instead of the purchaser executing his note to the vendor for the 
whole or any part of the purchase price of the commodity sold, it has 
become customary, in order to obtain the benefit of cash discounts, for 
the purchaser to borrow directly from the banks and to use the proceeds 
of such loans to make the payment due the vendor. This being true, 
the question of identification of Commercial Paper presents some prac- 
tical difficulties. 

In the exercise of the power vested in the Federal Reserve Board 
to determine or define what shall be treated as “commercial paper” the 
Committee is of the opinion that the Board will desire to have before 
it the views of practical bankers so that the matter may be considered 


from all important standpoints. 
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With this in view, I am directed by the Committee to ask your 
Clearing House to give consideration to this provision of the law, and 
to submit on or before the first of March, 1914, a suggested definition 
of “commercial paper” and also to submit such suggestions or recom- 
mendations. as to standard forms of Notes, Drafts, and Bills of 
Exchange covering the various kinds of commercial transactions as 
may seem to you advisable, to the end that there may be established, 
as far as possible, a uniform practice among all Federal Reserve and 
member banks with respect to the creation of the eligible paper pro- 
vided for in the Federal Reserve Act. 


The Bill furthermore provides, in section 16, page 19, as follows: 


“The Federal Reserve Board shall make and promulgate from 
time to time regulations governing the transfer of funds and 
charges therefor among Federal reserve banks and their branches, 
and may at its discretion exercise the functions of a clearing 
house for such Federal reserve banks, or may designate a Federal 
reserve bank to exercise such functions, and may also require 
each such bank to exercise the functions of a clearing house for 
its member banks.” 

The Committee also directs me to request that you give considera- 
tion to this provision of the Act, and submit for its consideration 
suggested regulations governing the transfer of funds, and the charges 
therefor, among the Federal reserve banks and their branches, and also 
submit your views and suggestions as to how the Federal Reserve 
Banks themselves could best perform the clearing house functions 
contemplated in the Act. 

Any suggestions that you may deem advisable to make in connec- 
tion with these two provisions will receive consideration and be ap- 
preciated by the Federal Reserve Board. 

Respectfully, 
(Signed) M. C. Exxiorr, 
Secretary, Reserve Bank Organization Committee. 
President, New York Clearing House Ass’n, 
New York, N. Y. 


New York CLEARING House 
February 27, 1914. 
M. C. Elliott, Esq. ty 
Secretary, Reserve Bank Organization Committee, 
Washington, D. C. 
Dear Sir :— 


Your letter of the 6th instant, addressed to the President of the 


New York Clearing House Association, was submitted by him to the 
Clearing House Committee for their attention, 
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We have given careful consideration to the inquiries put by the 
Reserve Bank Organization Committee as set forth in your letter, and 
duly appreciate the importance of arriving at such definition of the 
character of paper eligible for discount by the Federal reserve banks 
as shall meet the requirements of the business of the country in 
respect of providing an elastic and stable currency, and, at the same 
time, provide a definite measure of security. 

It is obvious that what the Organization Committee desires is 
not so much a technical, however accurate, definition of “commercial 
paper,’ or “commercial transactions,” or “commercial purposes,” as 
the same may be understood in the general sense by bankers or lawyers, 
but an expression of views as to how the Federal Reserve Board, 
acting within the powers conferred upon it by the Federal Reserve Act, 
shall “determine or define what shall be treated as commercial paper,” 
eligible to discount, in order to carry out the true purpose of the Act. 

The terms “commercial transactions” and “commercial purposes,” 
in their broadest sense, would cover any transaction and any purpose 
connected with commerce. Commerce is not confined to the buying, 
selling or bartering of commodities, but is a term of large significance, 
and as was said by Mr. Justice Harlan, of the United States Supreme 
Court, “comprehends traffic, intercourse, trade, navigation, communi- 
cation, the transit of persons, and the transmission of messages by 
telegraph—indeed every species of commercial intercourse . 
which is carried on between man and man.” : 

The purpose of the Federal Reserve Act is primarily “to furnish 
an elastic currency, to afford means of rediscounting commercial 
paper.” That it was not intended that all paper that might by strict 
construction come within the general definition of commercial paper 
should be eligible for discount at a Federal reserve bank is made 
clear by the provisions of Section 13 of the Act, and especially by 
the clause excluding “notes, drafts or bills covering merely investments, 
or issued or drawn for the purpose of carrying or trading in stocks, 
bonds or other investment securities, except bonds and notes of the 
Government of the United States.’ It is unnecessary, therefore, to 
attempt to define commercial paper in its broadest sense. A funda- 
mental requirement is that the paper shall be used not only in connec- 
tion with the commerce of the country, but that it shall be either 
directly used in the purchase of commodities or that the proceeds shall 
be intended to be so used, so that it will have the presumptive security 
of the commodities, or the avails of a resale thereof, back of it. The 
custom in this country of sellers of commodities granting discounts 
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for what are known as cash payments has resulted in the practical 
abandonment of former trade methods whereby the purchaser gave 
his note to the order of the seller in completion of the transaction, and 
in the establishment of the practice of bank borrowings by purchasers 
for the procurement of funds with which to discount their bills. 
Although such practice could not well be discontinued abruptly, never- 
theless we deem it a matter of the utmost importance that there should 
be a general restoration of the former conditions in this respect. The 
use of acceptances abroad is a prime factor in the open discount 
market and a similar system should prevail in this country. The pur- 
pose of issue of that class of paper is apparent on its face; and as it 
retires itself automatically it is an efficient aid in making an elastic 
circulation. It is evident from the language of the Federal Reserve 
Act that the advantages of this system were appreciated, and we urge 
that every legitimate effort be made to encourage its general adoption. 
One aid to that end that suggests itself is the establishment of.a differ- 
ence in rates by the Federal reserve banks which would favor com- 
mercial paper of the class referred'to. In the meantime, we realize 
that existing conditions must govern in the determination by the 
Federal Reserve Board of the character of paper that shall be eligible 
to discount by the Federal reserve banks. Having in mind the essen- 
tial requirement of approximately liquid, or quickly marketable assets, 
presumptively back of the paper, and the limitations expressed in the 
Act and its general purposes, we would suggest that promissory notes 
of each of the above mentioned classes, to be so eligible for discount, 
may be defined as follows: 


(a) A written instrument negotiable in form, made by a mer- 
chant or manufacturer, or a corporation engaged in either of 
such occupations, whereby the maker contracts to pay, at some 
fixed or determinable future time, a definite sum of money stated 
therein, for the procurement of funds to be used in payment for 
goods, wares or merchandise intended for resale in some form, 
but not in the form of real property, and not merely for invest- 
ment; and which shall bear the endorsement of the payee; and 
which has not been issued for the purpose of carrying or trading 
in stocks, bonds or other investment securities; and which shall 
have a maturity in conformity with the requirements of the Fed- 
eral Reserve Act. 

(b) A written instrument, negotiable in form, whereby the 
maker contracts to pay, at some fixed or determinable future 
time, to the order of some merchant, manufacturer, farmer, dealer 
in live stock or agricultural products, or mine owner, or a cor- 
poration engaged in any such occupation, a definite sum of money 
stated therein, representing in whole or in part the purchase price 
of goods, wares or merchandise purchased by the maker from 
the payee, and intended for resale in some form, but not in the 
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form of real property, and not merely for investment; and 
which shall bear the endorsement of the payee; and which shall 
not have been issued for the purpose of carrying or trading in 
stocks, bonds or other investment securities; and which shall have 
a maturity in conformity with the requirements of the Federal 
Reserve Act. 


(c) A draft or bill of exchange, for the purposes of the Act, may 
be defined as: 


An unconditional order in writing addressed by a merchant, 
manufacturer, farmer, dealer in live stock or agricultural prod- 
ucts, or a mine owner, or a corporation engaged in any such occu- 
pation, to another person or corporation, signed by the person 
or corporation giving it, requiring the person or corporation to 
whom it is addressed to pay, at a fixed or determinable future 
time, a sum certain in money to order, and which shall have 
been accepted by the drawee, and shall have been drawn for the 
purchase price of goods, wares or merchandise sold by the drawer 
to the drawee and intended for resale in some form, but not in 
the form of real property, and not merely for investment; and - 
shall not have been issued, drawn, or accepted for the purpose 
of carrying or trading in stocks, bonds or other investment se- 
curities; and which shall have a maturity in conformity with the 
requirements of the Federal Reserve Act. 

(d) The usual and customary form of notes, drafts and bills 
of exchange which are directly secured by staple agricultural 
products, or other goods, wares or merchandise; and such as have 
éeen issued or drawn for the purpose of purchasing or of carry- 
ing or trading in bonds or: notes of the Government of the United 
States, and which shall have a maturity in conformity with the 
requirements of the Federal Reserve Act. oe 


The next question to consider is as to how the banker is to deter- 
mine the qualification of the maker of the note, or the drawer of the 
draft or bill of exchange, and as to whether or not the paper is to be 
used for the purposes hereinabove specified. Although the require- 
ment of endorsement by member banks seeking rediscount carries with 
it a contingent liability measured by the amount loaned thereon by the 
Federal reserve bank, nevertheless, it would obviously be placing too 
great a burden upon the member banks to require them to assume any 
other responsibility for all of these facts. We suggest, therefore, that 
a standard form of promissory note and draft or bill of exchange 
should be prepared which will contain representations on the part of 
the maker, and in some cases also of the payee, of the note, .and of 
\the drawer of the draft or bill of exchange, to cover these requirements, 
and that some penalty shall be provided by law for any false statement 
in these particulars. 

We would suggest, merely by way of illustration, the following 
forms: 
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NewuViork) sell. aan. fates. ent leis oe IQI 
$ re lo watunl aft hes ohemeranminastvee onty. cele. et eBtao a tle. file. Jeet See eee eee 
after date, the undersigned, for value received, promise to pay to.........- 
oe Bee a aa eee OE OCET ate ele essteieys, nto elereete ole ie tetote sito sien 
RAT a A> I A COMORIAN em ae 


Form No. 2 


IN Win VOLK: sowrattuei's:tetieaepoie bevels aye Le me: 191 
A eee Sex Oe 
after date, ‘the ‘undersigned, for value received, promise to pay to........ 
IPAS PER ee NABH Ol. OTGE AL wc. «pias thacasgs aueicicpeerikaeeieare ote 
"eje ABN SE I DES Oe Ne oR Dn epee ee Dollars. 


The undersigned and the above-named payee each represents that the said 
payee is a (merchant, or manufacturer, or farmer, etc., as the case may 
be), and that this promissory note is given for goods, wares or mer- 
chandise purchased by the maker from the payee, and intended for resale 
in some form, but not in the form of real property, and not for invest- 
ment nor for the purpose of carrying or trading in stocks, bonds or other 
investment securtities. 


Form No. 3 
New . Yorkv 40) Que 20 Sa eae TOU 
Satake oot 
MOTE AN a ac dayairafter sic soc fe dais ea ae Oe ae 
to the’ order’ Of ci tviuis sascha, «ate eens aie RIE rc Os SI Ree ee ee 
o SUAS ALR ER AA POG Re aE TERT aC OE Dollars, 


value received, and charge the same to account of the undersigned who 
represents that (he, she or it) is a (merchant, or manufacturer, or farmer, 
etc., as the case may be), and that this bill of exchange has been drawn 
for the purchase price of goods, wares, or merchandise, sold by the drawer 
to the drawee and intended for resale in some form, but not in the form 
of real property, and not for investment nor for the purpose of carrying 
or trading in stocks, bonds or other investment securities. 


To Messrs. 


It may be urged that borrowers mingle their funds and ought not 
to be held accountable, therefore, for the strict application to the 
purpose specified of the particular moneys borrowed upon paper of 
the character designated. There are three answers to this: One, that 
the provision for penalties may be directed towards the intent at the 
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time of the issuance of the paper; two, that inasmuch as it is necessary, 
in order to carry out the true purposes of the law, that commodities 
or their avails should actually be back of the rediscounted paper, 
merchants, manufacturers, etc., should be required to limit their use of 
paper of this character to the strict application to the purposes therein 
set forth, and should make a division of their funds and accounts 
accordingly; because, three, they can borrow for other legitimate pur- 
poses without making the representations required. 

The subject of the exercise by the Federal Reserve Board of the. 
functions of a clearing house for Federal reserve banks, and the 
exercise of like functions by the Federal reserve banks for their mem- 
ber banks, is one requiring careful study. The practical questions 
that enter into its solution are manifold. The necessity for prompt 
notice of dishonor or repudiated items in order that the parties inter- 
ested may not suffer by delay, the tremendous amount of business 
cleared every day, and the fact that many State institutions are not 
and may never become members of the Federal reserve system, point 
to the necessity of the retention of the existing local clearing houses. 
Whether or not in the future conditions should so change that these 
institutions could be made departments of the Federal reserve banks 
is something that must await developments for its determination. 

Very truly yours, 
ALBERT H. WIGGIN, 
Chairman, Clearing House Committee, 
New York Clearing House Association. 


CHAPTER XLIII 


THE TRADE ACCEPTANCE 


Problem of Trade Acceptance 


As has been seen in connection with the history of the 
Federal Reserve Act, the question, had arisen in the process 
of framing the measure whether it would be feasible to confine 
the eligibility of paper entirely to single-name notes or whether 
it should be limited to double-name paper, or whether both 
should be made technically available as a basis for discount. 
The question was in a certain sense academic because in the 
United States, as was well known, the process of bank develop- 
ment had resulted in a great preponderance of single-name 
over double-name paper; yet in foreign countries central bank- 
ing practice still depended in a very high degree upon double- 
name paper and this class of paper constituted the principal 
staple of trade in the open discount market in most European 
countries. ‘The question was, therefore, well worthy of consid- 
eration in connection with the drafting of so important a statute 
as the Federal Reserve Act. As will be remembered, however, 
the attention then given to it had resulted in establishing the 
eligibility of both classes of paper, although it had been pro- 
vided that in the open market only the two-name variety should 
be eligible for purchase and sale. The substance of the pro- 
vision then amounted to this: That whereas member banks 
might bring to, and discount with, reserve banks as much 
single-name paper as they chose, the reserve banks could deal 
in the open market only in two-name paper. 

Not only this discrimination, but some other incidental 
provisions of the Reserve Act here and there had stimulated 
in sundry minds the belief that the Federal Reserve Act had 
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intended to discriminate in behalf of two-name paper. This 
impression became so strong that various commercial bodies 
early sought to petition the Federal Reserve Board against any 
such discrimination, while at the same time there was much 
discussion among members of the Board itself shortly after 
organization regarding the position properly to be taken as to 
the discounting of two-name paper and the attempt to develop 
such paper. This discussion, as we have already seen, had 
culminated in the determination to recognize single-name paper 
as a fundamental element in the business of the reserve banks, 
and this determination in its turn had resulted in the issuance 
of “old circular No. 13” with its subsequent modifications. 
But the question of two-name paper remained to be settled 
and the Board accordingly found itself facing the problem of 
drafting a circular on the subject at the close of the year 1914. 


Principles of Two-Name Paper 

The first effort made by the Board was, as usual, that of 
orienting itself with regard to the general principles of the 
subject. Fundamentally it had recognized in the case of 
single-name paper the desirability of having such paper based 
upon a satisfactory credit statement to be furnished by the 
customer. In the case of two-name paper the presupposi- 
tion was that, inasmuch as the paper itself was supposed to 
grow out of an individual shipment of goods, it would be 
possible to relax in some measure the requirements relative to 
the credit statement. The Board’s’ early discussions were, 
therefore, directed largely to the question of actual practice 
in connection with the trade acceptances as well as to the 
ascertainment of the proper principles to be adopted in con- 
nection therewith. The point of view attained eventually was 
reflected in the definition given to the two-name paper, the 
Board defining it, in Regulation P, issued in 1915, as a trade 
acceptance or a “bill of exchange,” issued or drawn for the 
purpose of liquidating a bona fide commercial transaction. 
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In view of the fact that the paper was supposed to follow and 
grow out of a bona fide commercial transaction and in some 
cases perhaps to constitute a lien upon the goods through bill 
of lading, it was the apparent view of the Board that the 
statements of the kind required in the case of single-name 
paper would not be necessary. The regulation or circular on 
this subject, therefore, adopted a considerably more liberal 
point of view with respect to the trade acceptance than that 
which had been adopted as regards the single-name paper. 
As to whether this relaxation was or was not wise, opinion 
will necessarily differ but subsequent events appeared to show 
that there was no reason for the adoption of a more liberal 
point of view with regard to one than there was with respect 
to the other. In order to follow subsequent events, however, 
it is necessary at this point to devote a rather more detailed 
analysis to the trade acceptance circular as originally issued. 


Discrimination in Rates 


The general thought in the trade acceptance circular as 
originally issued was that of making a discrimination in favor 
of two-name paper, which should result in encouraging the 
drawing of bills growing out of ordinary transactions in the 
form of drafts upon the customer. Inasmuch as such drafts 
would then have (when accepted) the name of the seller of the 
goods as drawer of the draft and the name of the buyer as 
acceptor, the theory of the Board was that such paper could 
be regarded as unusually choice. With the paper having this 
especially choice quality, the Board, it was argued, would be 
warranted in making an especially low rate on such paper, 
designed to facilitate its discount; and thus it was believed the 
effect of this new type of paper would be that of shifting a 
good deal of old single-name transactions into the form of 
double-name drafts. 

Accordingly, the trade acceptance circular in its original 
form held out certain distinct inducements to business men 
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which it was believed might assist in bringing about this shift 
of practice. The circular . question permitted trade accept- 
ances to be discounted without the filing of credit statements 
on the part of makers—this upon the theory that the bona fide 
transaction which gave rise to the acceptance was sufficient 
to warrant the smaller investigation into the credit standing 
of the maker or acceptor. A second advantage, or concession 
made by the Board, was found in the granting of permission 
. to discount such acceptances prior to their being accepted, 
although in this case the filing of the credit statement was 
actually required. No limit was placed upon the amount of 
trade acceptances thus to be discounted, but it was pointed out 
at the same time through opinions of counsel that paper of 
this description was in reality to be classed as paper drawn 
against actual existing value under Section 5200 of the 
National Banking Act, so that in fact it would be possible to 
discount trade acceptances without let or hindrance up to as 
large an amount as the discounting bank saw fit to take and 
without reference to the capitalization of the maker. Coupling 
these very substantial advantages from the standpoint of dis- 
count with the implied promise shortly fulfilled to make a 
discriminating rate in favor of trade acceptances, the Board 
had undoubtedly gone as far as it could legitimately be ex- 
pected to go in developing a circular which it was thought 
would appeal strongly to the general public. 


Difficulties of Acceptance 

All this had been done in perfect good faith but unfortu- 
nately with a lack of due allowance for the stability of com- 
mercial practice. Singular as it may seem, it would appear 
that comparatively few, if any, persons subsequent to the 
adoption of the Federal Reserve Act had foreseen the real 
trouble which was likely to develop from the effort to intro- 
duce two-name paper on a large scale in the United States. It 


950 FEDERAL RESERVE SYSTEM IN OPERATION 


is true that some of the business associations which addressed 
the Board on the subject expressed themselves more or less to 
the point, but there was a lack of cogency and a failure to put 
the emphasis upon the really significant arguments of the case 
which undoubtedly deprived them of a great deal of their 
force. As soon, however, as the acceptance circular had be- 
come definitely public the question was raised as to the form 
to be taken by such acceptances and as to the conditions under 
which they could be discounted. The Board’s counsel had 
already defined an acceptance as a draft drawn for a “sum 
certain’ expressed in dollars, and this obviously meant that 
the amount of the acceptance must be fixed at the time when 
it was drawn. 

American practice in business had, however, developed 
customs of extreme rigidity which would not allow the use 
of the acceptance in this way. In nearly every line it had 
become the practice to fix what were called “terms of sale,” 
the essence of which was the establishment of a substantial 
discount for prompt payment, while the nominal price was to 
be charged for deferred payment. If, for example, A shipped 
a consignment of men’s hats from Rochester, New York, to 
New York City, it would be with the understanding that a 
check sent upon receipt of the invoice might be drawn for 
face of the invoice, say $100, less a cash discount, or discount 
for cash, which varied in amount according to the customs of 
the trade from 2 per cent up to as high as 6 or 8 per cent.. 
It would be the understanding at the same time that if the 
buyer of the hats should so elect, he might defer payment for 
60 days and at the end of that time might transmit a check for 
the whole $100. In practice many firms, in order to retain 
their customers, were frequently in the habit of extending the 
allowance of time even beyond the 60 or go days originally 
fixed, in order to meet the convenience or needs of a customer 
in temporarily straitened circumstances. Inasmuch as the 
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seller of the goods could not know at the time of drawing his 
draft whether it was the intention of his customer to take a 
cash discount or not, he could not specify the sum to be paid in 
the body of the draft; while, on the other hand, it speedily ap- 
peared that the majority of strong customers insisted upon 
getting their cash discounts as they had done in the past, feel- 
ing that they could not afford to take the time allowed to them 
at the high rates of interest represented by those discounts. 
It is clear that a discount of even 2 per cent for 60 days rep- 
resents in theory at least a total rate of interest of 12 per cent 
for a year, assuming of course that the concern has a turnover 
that warrants the steady purchasing and employment of goods 
throughout the year. Both because of the saving due to cash 
discounts, therefore, and because of the difficulties in the 
technique of its use, there was trouble from the outset in per- 
suading customers to employ the trade acceptance in their 
businesses. The trade acceptance was, moreover, unfortunate 
in the character of the support which it gained. 


Abuse of Paper 

Not a few of those who advocated the acceptance seemed 
to do so on the ground that it could be used as a medium of 
collection or as a way of compelling reluctant buyers who were 
overdue to pay their debts. It shortly appeared, therefore, that 
the trade acceptance was being used by many persons in the 
same way as the old “‘draft’’ had been employed—that is to say, 
that it was being sent to slow or overdue customers with the 
request that they fill it out if unable to pay cash. In other 
cases it appeared that the customers, for instance, of retail 
establishments, were being given the choice of paying cash in 
full for their monthly purchases or of accepting a draft due 
at the end of another month. In this case, of course, the trade 
acceptance was practically being used to extend the period of 
credit instead of to shorten it, notwithstanding that such abbre- 
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viation of the credit period had from the very beginning been 
the great argument in favor of so-called two-name paper. 

This affords only a brief account of the difficulties encoun- 
tered in the introduction of the trade acceptance. They were, 
as already stated, difficulties which had not been foreseen and 
which therefore had to be combated as they arose. Unfortu- 
nately the Board did not think fit to admit the reality of these 
difficulties but continued to urge upon the business public the 
desirability of the trade acceptance as a substitute for existing 
methods of settlement. The probable effect of this situation 
was to stimulate a tendency on the part of a good many unde- 
sirable borrowers to make trade acceptances and to put into 
that form transactions which would not otherwise have com- 
manded faith, these acceptances being later in many cases pre- 
sented to federal reserve banks for discount. 


Growth of Poor Credit 


The result of the practice was unquestionably that of intro- 
ducing into the general body of commercial paper of the 
country a second class, or somewhat undesirable element of 
paper, whose results could be only that of weakening and 
impairing the general liquidity of the financial system of the 
country. The character of the situation thus produced did not 
become evident at once, but developed itself in the course of 
time until after the close of the war and the termination of 
the inflation period all banks began to be subjected to a severe 
strain; while borrowers who had been making money upon 
the assumption of a probably permanent increase of prices 
likewise found themselves in straits and facing great difficulty 
of liquidation. At the same time the trade acceptance was 
subjected to severe pressure, with the result that the evils 
attendant upon its use as a basis of accommodation paper or 
as a means of collection became evident. This type of bor- 
rowing was thus effectually discredited save in those classes 
of cases in which it had been correctly used in accordance with 
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the older practice contemplated by those who in the first 
instance provided for the larger use of two-name paper under 
the Federal Reserve Act. 


Slow Recognition of Evils 

As already indicated, the development of the existence of 
these abuses was only very slightly recognized by the Board. 
Representations at an early date began to be made to it con- 
cerning the misconceptions of trade acceptance possibilities 
that were abroad in the community, but apparently little heed 
was paid to this kind of presentation. On the contrary, the 
Board continued to maintain a preferential rate in favor of 
trade acceptances and in other ways to discriminate in their 
behalf. An organization known as the National Trade Ac- 
ceptance Council sprang up with the avowed purpose of urging 
the use of the trade acceptance and even went so far as to 
countenance some of the less desirable practices already re- 
ferred to, such as the use of the acceptance in deferring pay- 
ments in the retail trade. This organization was eventually 
superseded by another known as the American Acceptance 
Council which still exists, but gradually changed the type of its 
work and eventually concentrated its attention upon the 
improvement of conditions in the use of bankers’ acceptances, 
particularly in foreign trade. To bring about this develop- 
ment, however, required years and during the early period 
now under consideration no such progress was made, but the 
community was encouraged to believe that the general use 
of trade acceptances would be beneficial to business practice. 
As to this notion so stated there could perhaps be but little 
doubt, yet the case was very different when it was recalled 
that the trade acceptance, whose use was thus being urged, 
was of a very different nature from the similar document 
employed as a commercial bill in Great Britain or in earlier 


American practice. 
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Limited Use of Trade Acceptance 

Perhaps the best thing about the trade acceptance situa- 
tion—certainly the one which operated as a saving factor in 
the Board’s earlier experience—was the fact that so little of 
the paper ever got into reserve banks. Why this limitation 
should have occurred is not altogether easy to say, but possibly 
the most cogent factor was found in the existence of rigid 
trade practices, which prevented the growth of the acceptance 
movement in its early stages and until it came to be much 
better understood. On the other hand, the banks in many 
cases, although doing lip service to the trade acceptance, were 
not inclined to commit themselves very heavily in the paper 
when they found, as was usually the case, that the owner of the 
name on the bill was not very satisfactory from a credit stand- 
point. Thus while it eventually proved to be true that heavy 
losses were incurred by banks as a result of inadequate credit 
information as to the names upon trade acceptances, it may 
reasonably be questioned whether many banks lost more heav- 
ily as a result of such failure as they did through similar fail- 
ure to study the names upon single-name paper which came to 
them. The truth of the matter is that there was no reason to 
believe that two-name paper was better than one-name paper 
unless credit study revealed a superior credit character in one 
or both of the names on the acceptance. The fact that Ameri- 
can practice did not on the whole call for the documenting of 
bills, so that acceptances were merely sent by mail while the 
goods were directly consigned, made the trade acceptance 
nothing more than a “naked” or undocumented piece of paper, 
and as such entitled to no better standing than that of single- 
name paper since it gave no closer or superior lien upon the 
goods themselves. The fiction that it might be expected to 
exert a stronger “psychological” influence upon the acceptor 
may have had some force so long as the trade acceptance was a 
novel form of instrument, but so soon as familiarity had bred 
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contempt the forcé of this influence, whatever it was, disap- 
peared. 


Subsequent History of Trade Acceptance 


Reference will be made at another point to the subsequent 
history of the trade acceptance in connection with the Board’s 
later discount policy. It is enough to say at the present mo- 
ment that the trade acceptance, like all other commercial paper, 
received at the opening of the war a severe blow. There was 
a tendency to gradual abandonment of ordinary types of 
financing business, and as the government gradually usurped 
the entire business field, more and more of the transactions 
of business came to be founded in one way or another upon 
some government obligation. This made the steady develop- 
ment of commercial paper during the war practically impos- 
sible, or at all events held it down to a minimum. It, on the 
other hand, prevented the development of undesirable types 
of paper and in effect deferred the trade acceptance controversy 
in any active form until after the close of the struggle. At 
that time, as will later appear, the Board, in gradually working 
out from the slough of government financing, came to the 
opinion that it would be better not to retain so complicated 
a structure of discount rates as had previously prevailed. 
Eventually, therefore, it abandoned the discrimination in favor 
of the trade acceptance, putting that instrument upon a basis 
of uniformity with other like paper. When this had been done 
the last vestige of the claim that the trade acceptance was in 
some way superior to good single-name paper had disappeared, 
and there was no longer very much basis for the propaganda 
in its favor. Such propaganda accordingly was slackened after 
the Board had thus decidedly withdrawn its support, and al- 
though the Board steadily continued to recognize the trade 
acceptance as an independent type of paper, to defend it in 
its circulars, and to warrant more or less discussion about it, 
the attitude during the post-war period on the. whole accept- 
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ance question assumed a new phase in which the trade accept- 
ance as such figured but slightly. 


Some Conclusions 

While the Federal Reserve Board has been greatly blamed 
for its work in connection with trade acceptances, there were 
mitigating factors which tended broadly to modify any such 
point of view. The Board undoubtedly followed in its trade 
acceptance policy ideas which had been rather distinctly 
adopted in the Federal Reserve Act. To the act, therefore, 
must be assigned the blame, if such it be, for having brought 
to the front a policy which could not be regarded as likely to 
become especially successful in view of the character of Amer- 
ican business practice at the time. Such blame as attaches 
to the Board must, therefore, be ascribed to its action in 
continuing the trade acceptance propaganda long after it had 
become clear that the instrument was being used in improper 
ways primarily for the purpose of further extending or aiding 
in the collection of doubtful debts. Refusal to admit this state 
of affairs, and continued maintenance of the preferential rate 
in favor of trade acceptance, was partly the outcome of war 
finance with its effect in diverting the attention of the Board, 
as it did, largely from the scientific side of its work. The 
blame for failure to make a change in policy must be partly 
ascribed to the natural reluctance of human beings to admit 
error, and to the fact that a comparatively limited develop- 
ment of trade acceptances in reserve banks had stimulated 
the belief that no serious harm was being done and that it 
would be well to afford a rather longer period of trial in order 
to ascertain whether the paper might not overcome some of 
the difficulties growing out of long-established and stereotyped 
practice adverse to its use. 

The eventual decision to surrender the trade acceptance 
propaganda was perhaps partly due to alterations in the per- 
sonnel of the Board itself, but more largely to a growing con- 
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viction of the fact that the original undertaking had been un- 
wise. Inasmuch as the matter was one which could be readily 
controlled by regulation, there was never any sound reason 
for asking Congress for a new enactment on the subject. Al- 
though later experience clearly showed that extensive legis- 
lation on commercial paper was to be desired, there was no 
more reason for dealing with the trade acceptance than for 
taking up other phases of the problem for special attention. 
In the main, too, it must be admitted that the policy of the 
Board accordingly came to be more and more lax with respect 
to bankers’ acceptances, just as it became more and more 
conservative with respect to trade acceptances. Yet it would 
have been an ungraceful confession had the Board asked Con- 
gress to rectify existing faults with respect to the trade paper 
at the very time when errors growing out of the misuse of 
bank paper were being allowed to make headway and to at- 
tain a growth which occasionally seemed likely to jeopardize 
the soundness of some of the reserve banks. 


APPENDIX TO CHAPTER XLIII 


The facts as to trade acceptances were summarized by the author 
for the Federal Reserve Board in 1918 as follows: 


Report oN TRADE ACCEPTANCES SUBMITTED TO 
FEDERAL RESERVE BOARD 


The term trade acceptance, so far as can be ascertained, is peculiar 
to this country and has not been in use abroad. The Federal Reserve 
Act makes provision for the discounting of notes, drafts and bills of 
exchange under specified conditions, and although it makes special pro- 
vision for discounting and trading in bankers’ acceptances it nowhere 
undertakes to differentiate sharply between bankers’ acceptances and 
acceptances of merchants from any standpoint of definition or prin- 
ciple. It was left for the Federal Reserve Board to define and regulate 
the conditions under which the use of acceptances of both classes might 
be undertaken and continued. This the Board did in Regulations B 
and S, issued in 1915, in which it defined the trade acceptance as “a 
bill of exchange issued or drawn for the purpose of liquidating a bona 
fide commercial transaction.” 

The trade acceptance did not receive immediate attention from 
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the business community, but active discussion of it set in during the 
year 1916. In 1917, the so-called Trade Acceptance Council, consisting 
of representatives of commercial organizations, was formed. Discount 
institutions for the purpose of trading or operating in acceptances were 
taken under consideration in 1917, and during 1918 some two or three 
such institutions were established. .... 

Trade acceptances, for a good while after the formulation of the 
Board’s regulations, were taken only very sparingly by the banks, 
partly because of the practice of owners of acceptances in holding 
them without discounting, and partly because of the greater familiarity 
of the banks with the straight single-name note. For the same reasons, 
such trade acceptances were presented only very sparingly to Federal 
Reserve banks and but few of them were discounted there. The fol- 
lowing table shows the actual amounts of discounted trade acceptances 
held by the Federal Reserve banks during the years 1914-18. Bankers’ 
acceptances purchased and discounted; also trade acceptances in the 
foreign and domestic trade purchased and discounted by the Federal 
Reserve Banks by months during 1915, 1916, 1917 and 1918. 

In considering these figures it should be borne in mind that a very 
large proportion of the acceptances thus discounted with Reserve banks 
were made as an outgrowth of foreign trade operations and were 
therefore. upon a distinctly different basis inasmuch as in such cases 
it usually appears that the transaction was carried on under the direct 
supervision, or in direct consultation or communication with, banking 
institutions. 

The relatively slow growth of the trade acceptance up to a com- 
paratively recent period has led to much discussion of its relative 
merits and disadvantages, and there is now a large literature on the 
subject, much of it of a fugitive character and difficult to obtain 

. Little of the literature on the subject is of scientific character, 
the bulk of it being dogmatic in tone and unscientific in method. It 
was therefore early thought best to obtain all possible results of direct 
inquiries made into the use of the trade acceptances by their users. 
The results of these inquiries are accordingly presented as follows: 

I. Federal Reserve Board inquiry of 1017. 

II. Inquiry of Federal Reserve Agents in 1916-1918. 

III. Inquiry of National Association of Credit Men, 1916-1918. 

IV. Inquiry of National Trade Acceptance Council, 1917-1918. 

V_ Inquiry of Business Bourse. 

VI. Inquiry of W. W. Wilmot of the Trade Acceptance Journal, 1918. 
VII. Inquiry of Messrs. Paine and Jenks of Philadephia, 1917-1018. 
VIII. Inquiry of National Association of Manufacturers. 


IX. ea of Division of Analysis and Research, October-December, 
1918. 
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1. Data available on hand after January 1, 1918, only. 


2. No segregation made until March, 1918. 
3. No segregation made until February, 1918. 
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I. TRADE ACCEPTANCE INQUIRY OF IQI7 


Numerous inquiries received during the early part of 1917 led the 
Federal Reserve Board in June of that year to authorize an informal 
inquiry into the conditions under which the trade acceptance was then 
being used, and the Secretary of the Board was instructed to take 
the matter in hand. On July 3rd he sent out a letter, previously 
approved by the authorities of the Board, to each Federal Reserve 


bank, as follows: 


“It is desired to send a letter of inquiry to a small number of 
representative banks, and an equal number of representative busi- 
ness men, placing before each group appropriate questions with 
reference to the use of trade acceptance. This is for the purpose 
of obtaining data for use in connection with the work the Board 
is now doing with reference to commercial paper. Will you, in 
order to further this work, be kind enough to transmit to the 
Board at your early convenience: 

(1) A list of about fifty member or non-member banks 
in your district, divided about equally between large 
city banks, banks in places of moderate size, and 
country banks, selecting in each case those that are 
representative and likely to furnish good information. 

(2) A list of fifty representative business men in your dis- 
trict, divided about evenly between manufacturers, 
jobbers or wholesalers, and retailers, each separately 
classified. These names should be those of represen- 
tative concerns, selected without any reference to 
whether they are or are not known to be employing 
the trade acceptance, and chosen simply as active 
representative concerns. It would be well to fur- 
nish names identified with the various sections and 
industries of the district as far as possible.” 


Reserve banks in furnishing the lists called for in the letter 
above quoted, supplied the basis for the investigation, and the Board 
thereupon sent to each of the bankers whose names had been sent 
by the Federal Reserve banks, the following letter: 


“This letter is being sent to a limited number of bank officers. 

“In order to ascertain the present position of the trade ac- 
ceptance as an element in the commercial paper of the country, 
the Federal Reserve Board would consider it a favor if you would 
reply briefly to the following questions, answers to which are 
desired for its information: 

(1) How many and what proportion of your jobbing and 
manufacturing customers are now requesting those 
to whom they sell goods to sign trade acceptances ? 

(2) How many of these included under (1) are also giving 
trade acceptances to those of whom they buy? 

(3) How many or what proportion of those included under 
(1) and (2) are in the habit of discounting trade 
acceptances with you? 
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(4) What rates, if any, were in effect by your bank on July 
2, 1917, for the discount of trade acceptances? 

(5) Is your rate for such trade acceptances lower than 
the rate you would charge in discounting the direct 
note of the concern offering you such acceptances? If 
so, how much lower ? 

(6) Would you grant a greater aggregate line of accom- 
modation to the concern offering you trade accept- 
ances than you would to the same concern on its own 
direct obligation accompanied by a satisfactory state- 
ment of condition? If so, how much larger (in per- 
centages ) ? 

(7) What can be done by the Board or by others to encour- 
age the use of the trade acceptance? 

“Enclosed is a copy of the Board’s Regulations for 1917 on 
page 6 of which will be found the definition now in force with 
regard to trade acceptances.” 


To each of the business concerns whose names had been furnished 
by the Federal Reserve banks, the following letter was transmitted: 


“This letter is being sent to a limited number of business men. 

“In order to ascertain the present position of the trade accept- 
ances as an element in the commercial paper of the country, the 
Federal Reserve Board would consider it a favor if you would 
reply briefly to the following questions, answers to which are de- 
sired for its information. 

(1) Do you at present ask your customers to give you trade 
acceptances for goods bought from you? 

(2) Do you at present give trade acceptances when you buy 
goods? 

(3) Do you find that the trade acceptances furnished you 
by customers are more promptly paid than open ac- 
counts (with or without “cash discount’) for like 
amounts ? 

(4) Do you discount trade acceptances at your bank, and if 
so, what rate is charged you? Is this less than the 
rate on your straight paper? If so, how much? 

(5) Does your banker give you a larger aggregate line on 
trade acceptances than on your straight paper? If so, 
how much larger (in percentages) ? 

(6) What can be done by the Board or by others to encour- 
age the use of the trade acceptance? 

“Enclosed is a copy of the Board’s regulations for 1917, on page 
6 of which will be found the definition now in force with regard to 
trade acceptances.” 


PROPORTION OF REPLIES 


Replies were received from 368 of the bankers and 385 of the 
business houses thus addressed, and additional information was secured 
from certain Federal Reserve banks, which for some months pursued 
special inquiries with reference to the use of the trade acceptance; 
and from mercantile associations, as well as from independent inves- 
tigators, who had placed their information at the service of the Board. 
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Prof. E. A. Saliers, of Yale University, who had inquired into the 
accounting aspects of the trade acceptance, loaned to the Board the 
results of his investigations. 


REPLIES OF BANKS 


As just stated, 368 replies were received from the banks to whom 
letters of inquiry were sent. The letters, after being read, were’ classi- 
fied, and 126 set aside as furnishing either no information or so little 
as to render them unavailable for purposes of compilation. This left 
242 communications whose authors were able to furnish some informa- 
tion in regard to the inquiry. Of the 242 letters received from 
bankers, only 26 afforded actual numbers or percentages of customers 
using the acceptance. The letters thus chosen because of the informa- 
tion they contained were then analyzed. The results of the analysis 
of the letters received from banks and bankers were as follows: 


(1) How many and what proportion of your jobbing and manu- 
facturing customers are now requesting those to whom they 
sell goods to sign trade acceptances ? 

In the large majority of cases answers to this question stated that 
the number of the bank’s clients who requested customers to whom they 
sold to furnish trade acceptances was negligible, or that in so far as 
they were aware none were making such a request. In some cases 
interest was expressed or the statement made that they had been 
informed of probable action by customers with reference to trade 
acceptances at some time in the future. ’ 

Of the 65 letters which made definite answers regarding the num- 
ber of concerns requiring customers to furnish trade acceptances there 
were only half a dozen which reported a greater number of concerns 
than 6 who were making this request. Many institutions reported only 
I, 2, or 3 clients as requesting acceptances. 

The proportion of clients making such requests to the total varied 
somewhat owing to the fact that where bank’s clientele was chiefly 
engaged in retail trade so that but few jobbing or manufacturing 
clients existed, a very small number asking for acceptances might be a 
relatively large percentage of the total. One large institution reported 
nearly 9%, while a few estimated the percentage of 5% or 6%, or 
less. Smaller institutions occasionally reported higher figures. 


(2) How many of those included under (1) are also giving trade 
acceptances to those of whom they buy? 
The proportion of concerns among the clients of the banks who 
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reported that they were in the habit of giving trade acceptances for 
merchandise purchased by them appeared to be negligible, although 
some expressed willingness to give acceptances if asked to do so. 
Of those concerns which were asking their customers to furnish 
acceptances practically none were known to be giving trade acceptances 
to those of whom they purchased. The answers made it evident that 
in those cases where trade acceptances had been “adopted” by a busi- 
ness house, such adoption was not, in the opinion of the bank making 
the inquiry, based upon so strong a belief in the acceptance as to lead 
the concern to use it in its own purchases as well as in its sales. 
Briefly stated, therefore, the bank responses to the query as to the 
extent of the use of the trade acceptances showed such was limited, 
and in most cases confined by the manufacturer and jobber to the 
selling side of his business instead of being extended to the buying | 
side. 


(3) How many or what proportion of those included under (1) 
and (2) are in the habit of discounting trade acceptances 
with you? 

In answering the third question regarding the proportion of users 
of trade acceptances who were in the habit of discounting acceptances 
received by them at the bank, the replying institutions were almost 
unanimous that those who obtained the acceptances discounted them 
to a greater or less degree, but were unable, usually, to give definite 
numerical data. It is a fair inference from the statements made, 
therefore, that in the majority of cases where acceptances were being 
required, the action was taken with a distinct view to presenting the 
paper for discount at the bank. This, of course, was not unanimously 
stated. A number of institutions thought one-half of the concerns 
which were asking for trade acceptances had offered them for discount. 
Apparently, however, most of those who were not actually discounting 
the acceptances had obtained them with a view to possible discount 
necessities and were expecting to present them in case of necessity. 
The generalization may be made, therefore, that the request for trade 
acceptances, when made, appears to have a close relationship to the 
credit policy of the business house, and its relation with the local 
bank. 


(4) What rates, if any, were in effect by your bank on July 2, » 
1917, for the discount of trade acceptances? 

Replies to question No. 4 generally stated that no specified rate was 

in effect on that date named, but that owing to the comparative 
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scarcity of acceptance paper it was deemed best to treat each case on 
its merits. 

(5) Is your rate for such trade acceptances lower than the rate you 
would charge in discounting the direct note of the concern 
offering you such acceptances? If so, how much lower? 

In answering the fifth question, analysis of 148 replies furnishing 
information on this point shows that in 70 cases a lower rate was made 
on trade acceptances, while in 80 the rate was the same as for the dis- 
count of the direct note of the concern. In examining these figures 
it should be borne in mind that there are included a large number of 
cases in which banks expressly stated that the rate was purely provi- 
sional or theoretical—that is to say, that no acceptances had been 
offered them and none discounted, but that should any be offered, the 
policy of the bank would be to make a rate that was lower than or 
indentical with the rate on the straight note. The preferential advan- 
tage thus actually allowed or to be allowed in the 70 cases where the 
policy of the institution admitted a lower rate on the acceptance 
usually varied from %4% to 1%. In a very few instances a larger 
differential than this was specified, but in those cases it usually 
appeared that no acceptances were being offered and that the preferen- 
tial rate was therefore theoretical. 


(6) Would you grant a greater aggregate line of accommodation 
to the concern offering you trade acceptances than you 
would to the same concern on its direct obligation accom- 
panied by a satisfactory statement of conditions? If so, 
how much larger (in percentages) ? 

In reply to the sixth question 167 letters were analyzed. In 153 
cases it was stated that a larger line would be granted and in 15 cases 
it was stated that the line granted would be the same as on straight 
paper of the concern seeking the accommodation. The proportion of 
increases to be granted for trade acceptances as compared with straight 
paper varied widely, most of the replies fixing it at from 10% to 100%. 
In a few cases larger increase than 100% were specified. In these 
replies, as in those to question No. 5, it was noted that the majority of 
the answers were not based upon actual experience, but merely repre- 
sented the probable policy of the bank should trade acceptances be 
offered to it in considerable volume. 


Rep.ties From Business Houses 


As already stated, there were received from business houses in 
answer to the Board’s inquiry 385 letters. Letters in which no definite 
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information was conveyed numbered 182, while those which conveyed 
more or less definite information as to the policy adopted by the reply- 
ing concern with reference to trade acceptances numbered 203. Elimi- 
nating the 182 letters found to afford no data, attention was confined 
to the remaining 203. In the main these letters were less complete 
and furnished less analysis of the elements of the acceptance question 
than did those received from the banks. 


(1) Do you at present ask your customers to give you trade 
acceptances for goods bought from you? 


(2) Do you at present give trade acceptances when you buy goods? 


In answering the Board’s first question, 8 concerns stated that they 
do at present ask their customers to give trade acceptances, while 11 
stated that they were in the habit of giving such acceptances. 141 
stated that the concern making the reply was not in the habit of 
asking for acceptances and 176 stated that they were not in the habit 
of giving them. 

It is to be noted that very few concerns stated that they were 
both asking and giving trade acceptances, those who reported that 
they were in the habit of giving them not being in all cases included 
in the number reporting that they made a practice of asking for such 
acceptances. In the same way the concerns who were not in the habit 
of furnishing acceptances were more numerous than those who were 
not in the habit of asking for them. No uniform practice on the 
subject existed, but so far as could be deduced from the replies it was 
the prevailing custom among those who were inclined to the use of 
the acceptances to request it of customers but not to offer it themselves 
to creditors. In most cases the statement was distinctly made that 
the concern making the answer preferred to discount its bills and pay 
cash, either being in position to do so by reason of its possession of 
sufficient balances or preferring to borrow on its straight paper at its 
own bank and remit to creditors for the face of invoices less discount. 
In a considerable number of the 45 cases in which trade acceptances 
were asked, it appeared that the acceptances were not habitually asked 
of all customers, but that in most cases they were requested from con- 
cerns which were slow in payment. Practically all of those who 
reported themselves as making a practice of asking for acceptances 
inserted the qualification that the request was application only to 
customers who were not in the habit of taking their discounts, the 
preferred method of settlement being remittance within a specified 
number of days for the face of the invoice, less cash discount. In a 
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number of cases it was reported that the acceptance could not be 
requested either of those who were in the habit of taking discounts or 
of settling in full at the expiration of the usual credit period, because 
such a request would not be favorably received or give offense, so 
that the request for acceptances was, according to them, necessarily 
confined to customers who were either slow or doubtful. While in a 
few instances business houses expressly stated that they would prefer 
the acceptance system as such for the use of all customers except 
those who take cash discounts, the majority believed it impracticable 
to ask acceptances of those who in the past had paid their indebtedness 
upon the due dates. 


(3) Do you find that the trade acceptances furnished you by 
customers are more promptly paid than open accounts 
_ (with or without “cash discount”) for like accounts ? 

In answer to the third question only 55 replies were made. Of 
these 51 expressed the opinion, either based upon experience or opinion 
(in a majority of cases the latter) that the trade acceptance would be 
paid more promptly than the open account whose place it took. 4 con- 
cerns replied that their experience showed that there was no gain in 
promptness. 


(4) Do you discount trade acceptances at your bank, and if so, 
what rate is charged you? Is this less than the rate on 
your straight paper? If so, how much? 

On these points 22 concerns replied that they were in the habit of 
discounting acceptances received by them, while 22 held them in their 
safes until maturity without presenting them to their banks. 31 con- 
cerns stated their opinion with reference to the rates charged or to be 
charged by their banks, 23 stating either as the result of experience or 
information obtained from bankers that the rate on acceptances pre- 
sented by them would be the same as on straight paper, while 8 others 
either received or had been promised a lower rate. 


(5) Does your banker give you a larger aggregate line on trade 
acceptances than on your straight paper? If so, how much 
larger (in percentages ) ? 

14 concerns made answer with respect to the lines of credit to be 
obtained on trade acceptances, and of these 9 were either receiving or 
had been promised (usually the latter) a larger line, while 6 had been 
informed that there would be no difference in the amount of their 
accommodation. Among the concerns which were not in the habit 
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of asking or giving trade acceptances, 46 assigned reasons for the 
credit conditions prevailing in their particular branch of trade, and 
expressed their views with respect to the question of acceptances in 
general. Of these 46 concerns 26 stated that they approved of the 
principle of the acceptance, provided it could be introduced success- 
fully, some asserting that such introduction could be obtained only 
through joint action by the members of a trade. 20 expressed them- 
selves as strongly opposed to the idea of the trade acceptance on 
various grounds. : 


II. INQuiry oF FEDERAL RESERVE AGENTS IN 1916-18 


In 1916 a committee of Federal Reserve Agents undertook an 
inquiry into the extent to which trade acceptances were being used, 
but the investigation never led to any definite publication of material. 
The most complete account of what had been done was published in 
the Federal Reserve Bulletin for January, 1917, where appeared the 
following statement. 


“Your committee believes that there has been a gradually in- 
creased use of trade acceptances, but that the movement is not 
gaining strength in proportion to the opportunities and influence 
of the Federal Reserve System. While considerable satisfactory 
work of development and education has been seen in various parts 
of the country, the efforts so far appear to be scattered and without 
cooperation, especially among the Federal Reserve Banks. . Z 

“The committee has a list of 70 companies who are using trade 
acceptances with satisfaction. These users of trade acceptances 
represent 40 different kinds of businesses and are located in 18 
States. The largest number of users are dealers in cotton, cotton 
goods, and cotton mills. The lumber business seems to rank next 
to the cotton business in the number of concerns using acceptances. 
While the acceptance plan seems to find a readier reception among 
concerns of smaller capital, the list is not without a number of 
names of high rate companies. The information in respect to the 
number of companies using trade acceptances and the above analysis 
thereof is based on very incomplete data obtained by inquiry from 
the Federal Reserve Banks, and in our opinion the list of companies 
referred to represents only a small proportion of the concerns 
that have made a beginning in substituting the trade acceptance 
for the open account.” 


The committee of Federal Reserve Agents afterwards broadened 
its functions to include the general question of acceptances from every 
standpoint, both bankers’ and trade. It eventually prepared a state- 
ment for publication, such statement being designed for the purpose 
of educating bankers in the use of both bankers’ and trade acceptances 
and of improving the practice followed in this matter. 
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III. Inquiry or NATIONAL ASSOCIATION OF CREDIT MEN 


The National Association of Credit Men became interested in the 
trade acceptance late in the year 1916 and conducted a vigorous 
propaganda in favor of it during the years 1917-1919. Every effort 
has been made to obtain from the National Association of Credit Men 
tabulated or compiled results of its investigation, but no success has 
been had. A one time the Credit Men’s Association forwarded a mass 
of letters received by the Association from,users of trade acceptances 
and expressing their opinion with reference to the merit of the instru- 
ment from various points of view. These letters were never received 
and it is the opinion of the Association of Credit Men that they must 
have been lost in the mails or otherwise have gone astray. The views 
of the National Association of Credit Men have, however, been 
enthusiastically favorable to the trade acceptance from practically 
every point of view, and it would be difficult to name any aspect of the 
instrument which has not been defended or favorably explained, either 
in public addresses or written articles, by some one representing the 
Association. This general statement wi!l be amply borne out by a 
consideration of the Bulletin of the National Association of Credit 
Men which has steadily carried articles relating to trade acceptances 
during the past year or two. 


IV. Inourry oF NATIONAL TRADE ACCEPTANCE COUNCIL 


The Trade Acceptance Council was an organization formed in 
October, 1917, whose purpose it was to promote the use of trade 
acceptances. This organization issued a considerable amount of liter- 
ature urging the use of trade acceptances. Its characteristic line of 
effort was that of endeavoring to induce organizations of business 
men to endorse the trade acceptance for employment in their own 
industries. While the undertaking met with a certain amount of 
success its efforts did not prove entirely satisfactory, either to some 
of its own members or to certain sections of the public. The organi- 
zation had been technically formed as a representative of the Amer- 
ican Bankers Association, the National Association of Credit. Men, 
and the United States Chamber of Commerce. In the case of at 
least one of these organizations it has proved impossible to show that 
participation in the Trade Acceptance Council was ever authorized by 
the organization. So sharp did the conflict of opinion in the United 
States Chamber of Commerce become that during the summer of 
1918 a special committee was formed for considering the subject of 
trade acceptances and possibly formulating a referendum to be sent 
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to all members of the United States Chamber of Commerce, with a 
view to ascertaining their opinions about the advisability of trade 
acceptance usage. This committee was unable to reach any agree- 
ment and a majority and minority report were formulated, neither 
of which, it is understood, has ever been made public. . . . They 
show what very sharp differences of opinion, both with reference 
to the theory and the practice of the trade acceptance, were encount- 
ered in the discussion of the subject. The American Bankers Asso- 
ciation, although, likewise technically enlisted on the side of trade 
acceptances, has apparently never given any official endorsement to 
the Trade Acceptance Council, although an officer of one of its 
regular committees, Mr. Jerome Thralls, was a member of the Trade 
Acceptance Council and for several months conducted from the offices 
of the American Bankers Association a propaganda in favor of the 
uses of trade acceptances. 

Eventually the Trade Cee ies Council seemed to be encounter- 
ing so many difficulties that it determined to abandon the old type of 
organization and to establish a new movement upon an independent 
basis. This was done after a considerable preliminary negotiation, 
on January 14, 1919, at which time a meeting was held in the offices 
of the Merchants Association in New York, and a plan for the crea- 
tion of an acceptance council was formulated. 

Early in the work of the Division of Analysis and Research, the 
National Trade Acceptance Council was communicated with and an 
effort made to obtain a full account of their activities. The Accep- 
tance Council placed at the disposal of the investigators of the Division 
its entire file of minutes and also furnished a considerable amount of 
correspondence and other data. It however stated that its secretary 
had disappeared, taking with him the bulk of its letters and papers, 
so that the actual written record of what it had done was more or less 
fragmentary. The Division, however, gave the work of the Trade 
Acceptance Council rather careful study and analysis because of the 
more or less ambitious character of the enterprise and the more 
systematic way in which it undertook to prosecute its investigations. 

While the bulk of the material contained in the minutes [of 
the Council] related simply to internal operations of the organization, 
there are from time to time data which have an important bearing upon 
the attitude of commercial paper brokers and others as to the trade 
acceptance. This material is so sporadic and scattered that it does 
not furnish any continuous thread of discussion and it is enough to 
say at this point that while the commercial paper brokers have been 
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very desirous of developing the trade acceptance they have found 
the difficulties in the way very considerable and have been hampered 
by the following facts. 


(1) A disposition on the part of the business community to dispose 
of trade acceptances at the same time that they were dis- 
counting their own paper directly with the banks. 

(2) A disposition on the part of a good many concerns to take 
trade acceptances as an alternative to rather long periods of 
open credit. AE xy 

(3) A consequent disinclination on the part of banks to buy freely 
such trade acceptances and a preference-on their part for 
direct single-name paper. 


On the whole, the work of the Trade Acceptance Council has 
succeeded in securing the wider use of the trade acceptance, but in 
thus broadening the use of the paper it has included many types of 
paper which are of more than questionable utility. The attitude of 
leading members of the Trade Acceptance Council in pursuing this 
method has been set forth in a statement made by Mr. J. H. Tregoe, 
Secretary of the National Credit Men’s Association, prepared at the 
request of the Division of Analysis and Research for publication in 
the Federal Reserve Bulletin and printed in the Bulletin for De- 
cember, 1918. Mr. Tregoe says: 


“Our first motive was to relate merchandise credits more inti- 
mately with bank credits, and to help business to get its affairs and 
methods in such shape that it could not be taken unawares by un- 
toward happenings, and be subjected to disastrous money strain, 
We pointed out that this could be best assured to our merchants 
and manufacturers if they had in hand that class of instruments 
which are most readily available for rediscount at the Federal 
Reserve Banks. In other words, we pointed out that American 
business men had been given a banking system of great potential 
advantage to them, that the investment preferred above all others 
under the law creating the system, was true merchandise paper 
which only our merchants and manufacturers could create. We 
argued that for their own safety they should make their paper 
conform to the rules for the most readily eligible paper for pur- 
chase and discount at the Federal Reserve Banks. 

“We pointed out the advantage that business would get in the 
formation of an open market for true merchandise paper such as 
was most readily rediscountable at the Federal Reserve Banks and 
urged the folly of conducting one’s financial arrangements on 
open-book account and single-name paper upon which open market 
transactions could not be built. 

“Incidentally, we found through the testimony of those of our 
member concerns who were quickest to see what the Federal Re- 
serve Act had given American business, that the trade acceptance 
in substitution for the open-book account is a great collection in- 
strument, and that it tends to eliminate abuses which apparently 
are inherent in the open-book account—abuses which are not only 


THE TRADE ACCEPTANCE 971 


annoying but exceedingly burdensome, such as the neglect of terms 
of sale, unreasonable claims, reckless returns, etc. 

“This secondary reason for the adoption of the acceptance 
naturally became first in the minds of many business men as they 
saw in the acceptance a cure-all for costly abuses, and also a 
means of simplifying collections. The result was that they asked 
their customers for acceptances not that they might use them for 
financing their requirements at the bank, but purely for collection 
purposes, and perhaps these concerns, if they borrowed at all, con- 
tinued to borrow on single-name paper. 

“These concerns missed the first great point of the acceptance, 
but we ask, should the Federal Reserve Banks for this reason lose 
interest in the acceptance or feel that they should not continue to 
give it a special position in the rediscount, or give it in other 
ways their support? In our opinion the Federal Reserve Banks 
should not change their original policy with reference to the ac- 
ceptance. The fundamental potential advantage of the acceptance 
is present in full force as it originally was; true, that advantage 
has not been so widely appreciated, even by large business con- 
cerns, as had been hoped, but through the acceptance, a betterment 
in our system of high value has taken place; from almost universal 
testimony we know that mercantile credits have through the trade 
acceptance, and the agitation for its adoption been greatly im- 
proved, are far more liquid and collection troubles have been ap- 
preciably lessened. 

“Through the trade acceptance, the open-book account has been 
put through a severe test, and its shortcomings have been widely 
recognized and it is, we feel, but a question of time when we shall 
have a general substitution of the acceptance method for the open- 
book account method. 

“In this progress, we as an association, exerting ourselves for 
better credit conditions in all phases, are deeply interested. We 
should think that the Federal Reserve Banks would be no less so, 
for whatever benefits credit conditions is vitally interesting to them 
and they should be as patient in treating errors and misunderstand- 
ings and even willful abuses which here and there have come up 
in the adoption of the acceptance method, as we are inclined to 
be and as they have been unfailingly in the past. 

“We feel that the Federal Reserve Banks should not lose their 
interest, even if the trade acceptance were used exclusively as a 
collection instrument, immediately, and not as an instrument for 
discount, for the latter step is inevitable as the number of accept- 
ances grows. ¢ 

“The great thing to remember, to our mind, ts that the trade 
acceptance has stirred up more general interest in the whole sub- 
ject of merchandise and bank credits than anything we have had 
in this generation. Through the trade acceptance a vast number 
of people have been put on notice of the existence of the Federal 
Reserve Banks as live business factors, with which they have a 
real connection, and the educational work in general has been 
splendid. That there have been some teachings that have misled 
is not to be wondered at, but our observation is that the misunder- 
standings and the erroneous thinking have been coming steadily 
to the surface and are being corrected.” 


It will thus be observed that Mr. Tregoe admits that there had 
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been a considerable disposition to use the acceptance as a means for 
collecting long-standing, and perhaps even somewhat doubtful debts, 
in other words, to employ it as a collection instrument rather than as 
a piece of bankable paper or as a means of developing the borrowing 
and lending methods of the community. 


V. INguirY oF BUSINESS BouRSE 


The Business Bourse, a commercial organization with headquarters 
in New York City, also undertook in 1918 an investigation into the 
situation as to trade acceptances and obtained information whose 
value is found in the fact that it was furnished to a concern which 
had no official standing and might therefore be considered as more 
unbiased. . . . On the whole, the outcome of the inquiry was 
favorable, and the statements of the Business Bourse were apparently 
made with the intent of sustaining and furthering the development 
of the trade acceptance paper. The arguments presented in favor 
of trade acceptances are the familiar statements frequently employed 
in trade acceptance literature, but it was plainly stated that of two 
hundred individuals with whom correspondence was carried on, only 
one appeared to be dissatisfied. It was an undeniable fact that many 
of those who thus expressed themselves favorably to the trade accep- 
tance were evidently using it as a collection instrument, or, as one 
writer said, “Have used them for five months with customers behind 
in their account,” while another said, ‘I have found that the time 
buyer who does not want to give an acceptance does not intend to 
pay when the account falls due.” Another stated, “Farmers will 
procrastinate in their payments nine times out of ten, but not when 
they sign an acceptance.” 


VI. Inquiry or W. W. WiLMmotT 


Mr. W. W. Wilmot was formerly in the employ of the National 
Credit Men’s Assotiation at their head office in New York where 
he had to do with the compilation of data relative to trade acceptances. 
He subsequently left the National Credit Men’s Association and 
established the Trade Acceptance Journal. In that connection he un- 
dertook more or less extensive inquiries into trade acceptances, and 
in September, 1918, sent out to about 800 persons a letter in which 
he asked the following questions : 


(A) What is the general attitude of your bank toward the trade 
acceptance ? 
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(B) In discounting the trade acceptance at your bank, are you 
required to maintain a certain credit balance as a condition 
precedent to discounting ? 

(C) Are any additional charges above the discount rate imposed 
by your bank? 

(D) Has your bank set a limit on the amount of acceptances it will 
discount for you? 

(E) Does your bank show any disposition to discriminate against 
trade acceptances for smaller amounts? 

About 75 of the replies to these letters were obtained from Mr. 


Wilmot, and were analyzed without special or new results. 


VII. INvesTIGATION oF Messrs. PAINE AND JENKS 


Possibly the most extensive and elaborate investigation of com- 
mercial credit practices that has been conducted within the past four 
years is that which has been carried on by George H. Paine and 
John S. Jenks, Jr., of Philadelphia. Both are practical business men 
and devote a very considerable part of their time to the study of 
economic problems. They have conducted an extensive correspondence 
with users and non-users of trade acceptances throughout the country 
and with organizations of various kinds, some of which were friendly — 
to the trade acceptance and others opposed. They have also collected, 
analyzed and criticized a great mass of trade acceptance literature. 
The most tangible and concrete result of their studies in this matter 
has been embodied in an inquiry growing out of a questionnaire 
sent out on behalf of Messrs. Paine and Jenks by Professor John J. 
Sullivan of the Department of Law of the University of Pennsyl- 
vania. The replies to this questionnaire have been obtained from 
Messrs. Paine and Jenks and have been analyzed in the Division of 
Analysis and Research. . . . A consolidated summary of these 
results, prepared by Mr. T. A. Beal, is as follows: 

Professor Sullivan sent out the following four questions. 

(1) In View OF the long established and admittedly sound practice 
in this country whereby a seller of goods offers the buyer, 
for prompt payment (“cash”), a premium (“discount”) greatly 


in excess of a bank’s interest charge for the full credit period; 
and 

In View OF the facilities now offered by the Federal Reserve 
Banks to enable local banks to finance local merchants in 
their purchase of commodities needed by the local commu- 
nities; - 

I Woutp AsKx:—Should we not discourage a practice which re- 
quires the seller to bear the burden of financing the buyer, 
and encourage instead, a practice which will facilitate local 
bank financing of the local merchants and thus enable the local 
merchant (the buyer) to take advantage of the premium 
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(“discount”) offered by the seller for prompt payment 
(“cashit)i? 


(2) In View OF the fact that the buyer of goods receives, in the 
quotations and the invoices covering his purchases, a specific 
offer of a large premium (“discount”) for payment within 
(usually) ten days; and ’ : 

In View OF the fact that this premium (“discount”) is. practi- 
cally interest at an exceedingly heavy rate, considering the 
fixed period within which the buyer is pledged to pay; 

I Wovutp Asx:—Should any written promise of payment (re- 
gardless of its form) which is signed by a buyer who fails 
to take the large “cash” premium (“discount”), be deemed 
such complete evidence of that buyer’s ability to pay as to 
warrant a banker or a seller of goods in largely increasing 
the amount he would otherwise lend or sell to that buyer? 


(3) In View OF the offer of a large premium (“discount”) usu- 
ally made by a seller to a buyer for prompt payment (“cash”) ; 
and 

In View OF what has been said condemning the “open account” 
and the commercial credit practice out of which that grew; 
that is to say, the seller financing the buyer for the credit period 
at what amounts to an excessive and usurious interest rate; 
and 

In View OF the rediscount facilities now offered by the Federal 
Reserve System which enable local banks to finance any sound 

_ local merchant in the purchase of commodities for his locality ; 

I Wovutp Ask:—Is an open account, or any written promise of 
payment (regardless of its form), of a buyer who fails to 
take advantage of the large premium (“discount”) offered 
by a seller for prompt payment (“cash”), a consistently good 


investment at its face value for a commercial house or a 
bank? 


(4) In View Or what has been said in connection with the pre- 
ceding questions: 

I Wourp Ask:—When a buyer takes up his open account by 
signing negotiable paper for the amount thereof, which the 
seller endorses and then gets his bank to discount, does not 
this mean that the seller is lending his own credit’ to finance 
the buyer’s purchase of goods, and is not the seller practically 
an accommodation endorser ? 


1. About 160 answers were received to the four questions sent 
out by Professor Sullivan. 

2. About one-half of the questions are answered by yes or no. 

3. The questions are answered yes or no just about as the author 
of them would have them answered from the nature of their wording, 
ie. they appear to be leading questions formulated and arranged in 
such a way as to lead the person answering them to give the answer 
desired, as shown from the great number of similar replies. 

4. With the exception of a very few, all the concerns answering 
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Professor Sullivan’s questionnaire are in favor of the trade acceptance 
as compared with the open-book account, but believe that it will require 
great effort-to obtain its general use. 

5. Many believe that the open-book account is a profitable medium 
for bad debts and often places the seller in a position where he finds 
it difficult to cease transactions with the buyer which result in much 
commercial grief afterwards, but which cannot be avoided at the time, 
and these particular persons especially think that the trade acceptance 
would be a great improvement over the open-book account. 

6. There are also those who agree to the advantage of the trade 
acceptance as a desirable form of commercial paper, but believe it 
would be as hard to change our present credit system as it. would be 
to.change the language. . 

7. Again, a number of firms are opposed to the cash discount plan 
and have even discarded it in certain instances. The Tweed Products 
Co., St. Louis, the U. S: Envelope Co., the Worcester Salt Co., 
New York City, believe that cash discounts could be withdrawn and 
that it is one of the most abused policies now current in business life. 

8. On the other hand, there are some, who still believe in the old 
system, as if it were sacred, and think that the seller should carry 
the buyer. Others, believe that the trade acceptance is a benefit to 
the jobber and producer but not to the retailer. 

9g. Most of those who are opposed. to the open-book account will 
not admit, however, that failure to take advantage of the cash discount 
is evidence that.the person’s note or credit is not good. 

.; 10. Some other firms do not believe that the seller should be 
regarded as an accommodation endorser on a trade acceptance or 
note because of the interest he has in the business transaction. 

11. The majority of the 160 answers to the questionnaire sent out 
by Professor Sullivan agree that the buyer should be financed at his 
own bank, because he is better known there, and not by the seller. 

12. Fully half of the answers admit that an open account, or any 
written promise to pay (regardless of its form), of a buyer who 
fails to take advantage of the large premium discount offered by the 
seller for cash, is not on its face a good investment for a commercial 
house or a bank. 

13. Because of the wording of the questions, fully one-half, also, 
admit that when the buyer takes up his open account by signing 
negotiable paper for the amount thereof, which the seller endorses and 
then gets his bank to discount, is really an accommodation endorser. 

There has been an attempt to classify to some extent the number 
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of replies, from whom received, qualified answers to the questions, 
and direct answers which it is hoped may be of some service, at least 
in showing the response to the questions sent out. As stated before, 
however, the questions are somewhat misleading as they doubtless 
bring the answers desired. The writer does not believe the state- 
ments and the implications in the various “In view of’s” at the 
beginning of each question, nor in the conclusions to which they are 
calculated to lead. In this respect he agrees with Professor Kem- 
merer’s answer to Professor Sullivan. It seems, also, that Mr. 
Sullivan implies that the trade acceptance is to supplant cash discount, 
whereas it is aimed more at the open account; also, that he is trying 
to create a sentiment in favor of the cash discount policy (regardless 
of its bad features, too, especially in discriminating against the small 
business man who is struggling to establish himself in business but 
who is not able to take advantage of the cash discount), and thus to 
break down any argument in favor of the adoption of the trade 
acceptance. In other words, he wishes to prove that the excessive 
practice of cash discounts is sound whether it is or not. In fact, 
many would not admit that. If business houses would reduce the 
high rates of cash discount which they now allow, the trade acceptance 
would not have to be confined so much to the more unfavorable houses 
and it would soon come in its own as a desirable form of credit to 
take the place of the open-book account. 

Nearly all kinds of business have been considered in the question- 
naire as well as the opinions of students of economics, so that it can 
be said to be quite representative and not one-sided, though perhaps 
not sufficient numbers have been taken in some instances. 

The work of Messrs. Paine and Jenks, however, was, as already 
indicated, by no means confined to this questionnaire which con- 
stituted only a very small part of their studies. In general, the 
conclusions that they have arrived at appear to be the following: 

(1) The cash discount is an integral part of American business 
practice, so widely diffused that it may be termed characteristic. 

(2) This cash discount system has a two-fold object: 

(a) Immediate settlement for merchandise through the intervention 
if necessary of bank credit obtained by the buyer. 

(b) Full termination, as a result of such settlement, of the seller’s 
liability. 

(3) In order to attain the objects set forth in (2) above, cash 
discounts have been made heavy or light, corresponding to the value 
placed by the seller of merchandise upon the attainment of the two 
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objects referred to. It is, therefore, an indication of credit weakness 
on the part of the buyer if he does not take advantage of the great 
reduction in cost which the cash discount offers him. By failing to 
take advantage of it he tacitly confesses that he cannot obtain credit 
from his bank for the purpose of conducting his business, but must 
be financed by the seller of the goods at a usurious rate. 

(4) The trade acceptance is not compatible with the cash discount 
system. It will therefore tend to find its principal field in those 
transactions where either 

(a) The cash discount system does not exist, or 
(b) The buyer does not care to take advantage of the cash discount. 

(5) Inasmuch as the field of trade in which there is no cash dis- 
count is very small, this seems to suggest that the trade acceptance 
is destined to be almost invariably the representative of secondary 
or second-grade credit. 

(6) Experience has shown that the trade acceptance tends to 
abuses. One of them takes the form of the lengthening of credit 
terms, in itself an objectionable practice. 

(7) The condition in the United States relative to the use of 
trade acceptances is quite different from that existing in foreign 
countries, because there the cash discount system is not widely adopted, 
while on the other hand there acceptances are sold in the open 
market with the endorsement of an acceptance or discount house. 
They are not so sold here. The bulk of them are discounted by the 
seller at his own bank. 


VIII. Inourry or Division oF ANALYSIS AND RESEARCH 


The Division of Analysis and Research in undertaking a trade 
acceptance investigation had the advantage of some of the material 
which had been collected by previous investigators. A preliminary 
survey was first made and the field of work was divided among those 
to whom it had been assigned. While they were carrying on the 
investigative work it was thought best to attempt a brief field investiga- 
tion designed to cover certain points which had apparently not been 
fully dealt with in the earlier inquiries. The following set of questions 
was therefore addressed to about 250 business houses. 

1. General nature of business? 
2. Terms of payment customary in your line? 
3. Estimated percentage of customers taking 


(a) Cash discount 
(b) Longer term ° 
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4. Do’ any of your customers send you trade acceptances in settle- 
ment of accounts? : 
5. If so, kindly answer the following: 
(a) Do any of your cash paying customers ever send trade 
acceptances ? 
(b) Are the trade acceptances mostly from customers not pay- 
ing cash? 
(c) Do you offer any inducement to customers to send you 
trade acceptances? 
(d) Do you discount trade acceptances sent to you? 

If so, does your bank quote a special rate on trade ac- 
ceptances ? 

Will your bank take all that you offer? F 

Can you obtain froth your bank a greater amount of credit 
with trade acceptances than you can by borrowing di- 
rectly? 

If your answer to the preceding question is yes, would you 
please indicate what your bank’s policy is with respect 
to direct borrowing in combination with trade accept- 
ances? 

(e) Do your customers who send you trade acceptances ever 
arrange for the discount of such paper by their local banks? 

Kindly indicate the conditions under which this has been 
done, if ever. 

(f) Have you tried to sell trade acceptances through a broker 
or in the open market? 

Ii so, kindly indicate what success you have had. 

(g) What percentage is paid at maturity? 

What percentage is carried on open account, or otherwise 
arranged for? 

6. Kindly send us a blank form of the trade acceptance you employ: 
7. Please state briefly your own opinion of the trade acceptance as 
an instrument in American business. 


At the same time, the following set of-questions was sent to about 
125 banks, geographically distributed throughout the country. 


1. Approximate number of clients offering trade acceptances for 
discount ? 4 
2. General lines of business represented ? 
3. Preferential rate, if any, on trade acceptances? 
4. What limit, if any, do you impose on trade acceptances offered 
for discount? 
5. For ten representative clients please give percentage of credit 
extended 
(a) On individual notes 
(b) On trade acceptances 
(c) On other paper or collateral 
6. Have you ever bought trade acceptances through a broker or 
otherwise in open market? 
If so, kindly state points emphasized in selection. 
7. Enumerate the factors which, in your judgment, must determine 


ihe ecoeptaity of a trade acceptance as an investment for a 
ank. 
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SoME CONCLUSIONS AS TO PRACTICE 


On the strength of the replies to these questions and other data, 
it is possible to state some general conclusions as to facts with 
reference to the use of the trade acceptance in the United States at 
the present time. These may be summarized as follows: 

1. The trade acceptance has obtained a footing with a number of 
banks and business houses in various parts of the country. In some 
lines of business terms of payment have been so fixed as the result 
of custom and conditions in general, or are of such a nature that 
the trade acceptance is not being used. In other lines of. business a 
better field for it is open and the use of the instrument has made 
some progress. 

2. Among those business houses who favor the acceptance many 
appear to do so chiefly on the ground that it affords a superior means 
of collection. 

3. There is little evidence to show that a larger line of credit 
is actually being extended on the basis of trade acceptances than 
would be given on straight paper. Preferential rates in favor of 
acceptances are being made by few banks in any part of the country. 
. A number of bankers state that they would under proper conditions 
grant a larger line to a concern working on the trade acceptance 
basis, such line being variously figured at from 10 to 300 per cent 
larger than the line to be granted on single-name paper. It appears, 
however, that the granting of a larger line in this way is likely to 
be determined by the character of the names of the acceptors. If 
the acceptors are concerns of high credit the bank is inclined to grant 
a correspondingly larger line that it would to an individual borrower 
who does not present the customer’s acceptance. On the whole, in- 
vestigation shows that the line is larger only in proportion as the 
credit of the acceptors is superior to that of the seller who presents 
the acceptance for discount. 

4. Practically universally it is desired to maintain the prevailing 
system of payment subject to cash discount. Trade acceptances are 
not regarded as a substitute for the cash discount system, but as 
primarily applicable either to customers who are in the habit of 
taking their full permitted time in which to pay, or to customers who 
are slow or doubtful. 

5. Where the trade acceptance is being used by business houses, 
three methods of settlement are generally being suggested to cus- 
tomers, as follows: 
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(a) The payment of the invoice value of the goods less a cash dis- 
count, provided remittance is made within a short period, 
usually ten days, although sometimes longer. 

(b) Settlement for the goods by the transmission of a trade accep- 
tance payable within a specified period, say, 60 days. In some 
cases such trade acceptance settlement is induced by offering a 
smaller discount from the invoice value. Thus, if the cash 
discount is 2%, the trade acceptance may he 1% 211 sii 

(c) Settlement for the goods without discount from the invoice value 
at the end of a specified period, during which the goods are 
carried on “open account.” 

The firms which place these alternatives before their customers 
endeavor to encourage immediate remittances with cash discount, 
or in lieu of this, the use of the trade acceptance. In some cases 
no concession is made in order to obtain the trade acceptance, but 
the customer is urged or occasionally required to give the acceptance 
if he is unwilling or unable to pay within the “cash” period and to 
take his discount. 

6. In most cases where trade acceptances are requested the seller 
of the goods asks the buyer to mail him direct a trade acceptance. 
The buyer then accepts the draft and sends it by mail to the seller, 
who either holds it in his safe or may discount it at his bank. 

7. When trade acceptances are discounted by the seller of the goods 
the banker may or may not grant a preferential rate as compared with 
the straight single-name paper of the buyer (seller of the goods). Of 
the banks which responded to the inquiries of the Board some few 
stated that they were actually granting such a favorable rate, varying 
from % per cent to I per cent less than the regular rate; while the 
others stated that they were not granting any special rate. Other 
bankers replied that while they had not had any trade acceptances 
presented to them they might be willing to make a special rate under 
suitable conditions. 

8. Considerable difference of opinion exists among well informed 
business men and bankers with reference to the benefits of the trade 
acceptance as a credit instrument. 

9g. There are a considerable number of practical and technical diffi- 
culties involved in the use of the trade acceptance which will have 
to be overcome if the paper is to be more widely popular. 


CHAPTER XLIV 


Lith bANICHR Ss ACCIIR LANGE 


Origin of the Acceptance Issue 

One of the issues in the discussion of the Federal Reserve 
Act which had received great attention in technical quarters 
but had been only casually observed by the general public, 
related to the question whether bankers’ acceptances should 
or should not be provided for and used as discountable paper. 
Under the National Banking Act there had been no provi- 
sion for the creation of such acceptances. The Aldrich bill 
which preceded the Federal Reserve Act had, however, made 
provision for them following after European custom in the 
matter. The acceptance had been widely developed in Great 
Britain and it had come to be the frequent practice for large 
deposit banks to have outstanding amounts varying from 890 
to 100 per cent of their capital in the form of acceptances, 
while acceptance houses, special institutions formed for the 
purpose of accepting, frequently had ten times or more the 
amount of their capital outstanding in this form. There 
had been a growing belief for a long time among American 
bankers that the National Banking Act had been unwise in 
prohibiting’ national institutions from incurring time obli- 
gations of this kind, and that a reintroduction of the practice 
would serve to permit the growth of a genuine discount market 
in the United States. 

When the Federal Reserve Act was up for discussion, the 
whole question was taken under advisement and was care- 
fully re-examined. Correspondence was carried on with many 
experts, and the best Canadian authority was also consulted, 
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The general consensus of opinion thus arrived at was that 
the bankers’ acceptance was an instrument which called for 
very careful use, if it was to avoid being the servant of infla- 
tion, and that in order to have it a safe and trustworthy piece 
of commercial paper it should be used only as the outgrowth 
of specific transactions. Inasmuch as, under American prac- 
tice, single-name paper, involving lump-sum borrowing, had 
superseded the old two-name type of accommodation, it was 
the best opinion that the bankers’ acceptance should be limited 
to foreign trade, and should be used for the purpose of financ- 
ing specific individual transactions which called for the ship- 
ment of goods out of or into the country. Accordingly, the 
Federal Reserve Act limited the use of the bankers’ acceptance 
to genuine foreign trade, contemplating the issue of “‘salt 
water bills” only, and specifically provided that the total 
amount of such acceptances to be issued should not exceed 
50 per cent of the paid-up unimpaired capital stock of any bank 


resorting to them. This, however, was soon raised to 100 per 
cent." 


Theory of Bankers’ Acceptance 


A few words concerning the theory of the bankers’ accept- 
ance may not be out of place at this point, especially for the 
use of the non-technical reader. In the bankers’ acceptance, 
the transaction essentially consists of an arrangement whereby 
the banker undertakes to accept a draft which otherwise would 
be accepted by a business man engaged in dealing’ with some 
other business man. The business man who would otherwise 
act as acceptor induces the bank to put its name on the draft 
instead of placing his own name there, because in so doing his 
creditor is more willing to extend credit. In cases where the 
seller of goods (or creditor) would refuse to make a sale ex- 
cept for cash funds, he is now induced to extend credit 


1See Appendix A to this chapter. 
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by reason of the fact that the banker has placed his name on 
the bill, the feeling being that the direct obligation of a bank 
of good standing is easily salable to some investor, whether 
bank or individual, who is looking for a temporary use for his 
funds which will keep them at work and bring him a small 
revenue. Hence the possibility of borrowing at very low rates 
of interest on bankers’ acceptances. 

Clearly, in order to have this kind of transaction help 
rather than injure the business and credit structure, it is 
necessary that it should be very carefully safeguarded, in such 
a way as to insure that the acceptance should not merely 
become a means of borrowing for speculative purposes, or to 
help out hard-pressed banks or individuals, and especially in 
order not to provide an extension of credit which under ordi- 
nary commercial conditions could not be had. To put this in 
another way, the theory of the bankers’ acceptance is that of 
rendering more liquid or salable credit of an undoubted char- 
acter which is itself absolutely reliable and ultimately cashable. 
Harm would come, therefore, if the acceptance were used 
merely to mask long-term or doubtful credit and thus bring 
about easy cashing or discounting of bills which in ordinary 
circumstances could not be cashed or discounted at all at a 
commercial bank. These principles should be generally borne 
in mind in studying the acceptance. There was no field of 
activity in which the efforts of the Board were more disap- 
pointing, and none in which the peculiar play of financial 
forces tending to drive the federal reserve system this way and 
that became at times more pronounced. 


Early Study of Acceptances 

The subject of acceptance was taken in hand by the Fed- 
eral Reserve Board very early after its organization. Indeed, 
if some members had been allowed to have their way, it prob- 
ably would have been made the first subject of action; but, 
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as already seen, the necessity of dealing with commercial 
paper was so obvious as to necessitate first attention to that 
subject, and the bankers’ acceptance therefore was deferred 
until after the commercial paper regulation was out of the 
way. This threw the discussion of the bankers’ acceptance 
back into the early months of 1915, but before the winter was 
over the Board was spending a substantial part of its time 
upon the formulation of the acceptance regulation, notwith- 
standing that at that time, of course, there were not only 
no acceptances in the market but little indication that any 
bankers would want to use this type of financing. The ques- 
tions at issue in the beginning centered very largely around 
the conditions under which the acceptance should be allowed 
to be made by banks, and the further question what bankers 
might make acceptances which would be eligible for purchase 
by the federal reserve system. On the whole, the latter ques- 
tion was the one which received most attention. 

It was plain from the outset that, while it had been very 
repugnant to bankers that there should be any thought of 
open-market dealings on the part of federal banks which might 
bring them into close relations with individual borrowers, 
there was no such feeling either with respect to possible rela- 
tions between federal banks and individual bankers or in their 
capacity as members of the system. Private bankers, too, 
were looking eagerly to the action of the reserve system on 
the acceptance question as equivalent to a decision regarding 
how far they should be allowed to get the benefits of the 
federal reserve system for themselves. There was a good 
deal of doubt in the minds of the larger member banks of 
the cities as to whether or not they could expect to do very 
much for themselves through the introduction of the ac- 
ceptance plan. The private bankers had no such doubt, for 
they knew that a satisfactory acceptance régime at the reserve 
banks would be equivalent to giving them access to all the 
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funds that they needed at rates of interest much lower than 
they could probably command anywhere else.” 


Loopholes of Interpretation 


The Federal Reserve Act itself had used language which 
unfortunately had to be broad, and which therefore opened 
loopholes of interpretation that might easily offer a door to 
undue advantage for outsiders. Should the federal reserve 
banks undertake to buy and trade in the acceptances only of 
their members? Should they broaden the field and take in 
the acceptances of state banks? Should they go still further 


2 Although the acceptance regulations of the Board had been issued during the early 
spring of 1915, they had attracted comparatively little attention and there had been but 
a small amount of bankers’ acceptances offered in the market. The quantity bought 
and held by the federal reserve banks themselves on July 1 of that year was only ten 
million dollars. Some discouragement had been expressed not only by members of the 
Board but also by men of standing in the financial and banking community, because of 
what they considered to be indifference of the banks with regard to the use of the 
acceptance. It may be worth while to note at this point that there was no well-founded 
reason for such discouragement inasmuch as the banks had, through the release of 
reserves at the time when the federal reserve banks were organized, been fully provided 
with a large surplus lending power. On the other hand, our foreign trade was developing 
along new and very special lines as the result of the European war. It was no longer 
necessary to resott to methods of financing this trade to afford credit to foreigners. 
American manufacturers were in the unique position of being able to name their own 
terms and of selling only for cash against documents—that is to say, cash in New 
York prior to the arrival of the goods or credit. In these circumstances a condition 
less favorable for the development of the acceptance could hardly be imagined, and as 
a matter of fact it did not take immediate root in commercial practice. 

The war, however, had brought with it its own financial problems. ' Very soon after 
the opening of hostilities the question had been raised whether belligerent countries 
could borrow in the United States. This had been unfavorably answered at the outset 
by the State Department, which held that it was not a proper act for a neutral country 
to permit the offering of loans within its borders in behalf of the belligerents. The 
Department, however, had at about the same time strongly taken the position that the 
shipment of goods, including munitions of war, to belligerent nations was in no wise 
to be objected to—a position subsequently expressed in the strongest language in the 
memorandum on the same subject issued by Secretary Lansing during the late summer 
of 1915. The Department was thus placed in the ambiguous position of advocating and 
defending the sale of goods, including munitions, but of holding illegal or undesirable 
transactions that might have to be sold on credit or paid for out of the proceeds of 
bonds. Even when this inconsistent position had been decidedly modified, there were 
difficulties in the way of direct bond issues in the United States and the practice of 
relying upon American banks for accommodation developed. _ wi 

The question what form could be given ‘such obligations in order to facilitate pur- 
chase on the part of the Allies, had become an urgent matter with a good many 
banks; and in the search for a means of keeping their portfolios in apparently liquid 
form while at the same time making fairly long-term loans, the question had been 
raised whether both objects might not be attained through the use of the new power of 
acceptance. The matter came to_a head about the midsummer of 1915 in connection 
with an application made to the Board by a private banking house in New York City 
which desired to place on the market bankers’ acceptances made for the purpose of 
supplying the French government with some of its war needs. Without going into 
the technique of this undertaking, the main outlines of it may be briefly sketched. 
The underlying thought in the proposal was that of providing about fifty million 
dollars for a two-year period. This sum of money was to be expended in the United 
States in the purchase of army supplies. As the American shippers furnished the 
goods they were to draw upon designated members of a group of banks which had been 
formed into a syndicate, for the purpose. These drafts were immediately to be 
accepted by the bank upon which they were drawn and were as quickly to be discounted 
at another bank belonging to the syndicate. 
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and take in the acceptances of “‘bankers’—meaning thereby 
any individual or firm engaged in “banking,” as interpreted 
by itself or by the laws of the state under which it was 
operating? The question was one which was peculiarly local 
to a very few places, because only in those few had there been 
much growth of the private banking houses, especially to New 
York, where they had attained so extensive a scope. Yet the 
federal reserve system was organized upon a basis of credit 
study. Much that its framers had urged was based upon the 
idea of a very careful study of credit. Much that had been 
said by the Board in the regulations on commercial paper 
already issued had been based upon the notion of intimate 
knowledge of credits. Now, could such a Board consistently 
admit to reserve banks the paper of individuals, firms, or 
corporations, probably in large amounts, merely because they 
chose to call themselves bankers? The question was one which 
naturally elicited the greatest doubt on the part of some mem- 
bers of the Board, while others were equally anxious to see 
it resolved in favor of the broad interpretation, thereby let- 
ting the private banking houses in upon the ‘ground floor” 
of the system. This contest eventually narrowed to a ques- 
tion whether the private bankers to be included under the 
regulation would or would not file statements of condition with 
the federal reserve banks.® 


Statements of Condition 


There was little or no difference of opinion about. the 
requirement that state banks and trust companies not mem- 
bers of the system and yet desiring to have their acceptances 
eligible, should be required to file full and complete reports 
of condition with reserve banks at which their acceptances 
would be presented. Indeed, the state banks had little or no — 
objection to any such requirement. They were in the habit 
of being regularly examined and reported upon by state 


%’Some members of the Board obtained a special report on British poreeee presen: 
given as Appendix B to this chapter. 
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examiners, some of them much more stringent and positive 
in their requirements than federal examiners. Their opera- 
tions were closely watched by law and they had but little 
to conceal. The private bankers, on the other hand, were 
both anxious to have their acceptances eligible and at the 
same time to avoid the necessity of filing their statements 
which presumably would give to reserve banks, and perhaps 
the Board, data which had never before been thrown open to 
“outsiders.”’ The discussion raged furiously for a long time, 

but eventually a compromise was reached whereby it was 
agreed that private banking houses might file their state- 
ments with their local federal reserve bank, there to be kept 
under lock and key and to be accessible only to the governor 
and to the federal reserve agent, and even to be secret from 
the Federal Reserve Board. 

The Board thus for a second time found itself drastically 
defeated since it surrendered its powers, in the control of credit 
and in what was believed to be one of its most important and 
fundamental elements, to the governor and federal reserve 
agent of a local federal reserve bank. The Board even went 
further than this by providing that it should not be necessary 
for such a private banker to file with any save his own home 
federal reserve bank a copy of his statement, but that having 
filed it with his own federal reserve bank such bank might 
then certify to other reserve banks that that statement was 
on file and was satisfactory, whereupon acceptances made 
by such private banker would be eligible to discount or pur- 
chase at all other federal reserve banks. No conspicuous 
position was given to this statement in the regulations, but 
in the final form assumed by the acceptance circular it was 
merely stated that ‘‘no Federal Reserve Bank shall purchase 
the acceptances of a banker other than a member bank which 
does not bear the endorsement of a member bank unless a 
Federal Reserve Bank has first secured a satisfactory state- 
ment of the final condition of the acceptor in a form to be 
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approved by the Federal Reserve Board.” This of course 
left the situation about as “wide open” as could have been 
desired.* 


Making the Acceptance a Finance Bill 

Up to this point the development of the acceptance, what- 
ever may be thought of it, had proceeded along lines which 
were strictly within the boundaries of banking principle. The 
concessions made to the private banking houses in regard to 
their statements had no necessary bearing upon the working 
of the acceptance provisions. A question of quite different © 
significance and magnitude was now io present itself. This 
had to do with the use of the acceptance for the purpose of 
financing transactions which otherwise could not have been 
carried by the banks at all, and incidentally of using the 
resources of federal reserve banks for the purpose of sup- 
porting or carrying these transactions. It is probable that the 
controversy about this question would not have been very 
long delayed in any case, but as circumstances turned out it 
was brought to the front as the result of the necessities of 
the European war. From the beginning of the war, foreign 
countries and domestic exporters had found conditions in 
the United States peculiarly favorable, from their standpoint, 
to the financing of our foreign trade. True, there had been 
some phases which had tended to interfere more or less with 
the flow of exports to the belligerent nations. Among these 
was the action of Secretary of State Bryan in urging that 
the floating of loans on behalf of belligerent countries in our 
market should not be undertaken. But in the main the situ- 
ation had been favorable to the growth of the financing of 
foreign trade with a special view to the service of belligerents. 
As the war advanced, however, banks tended to become more 


_ *The acceptance regulation went through various forms but finally assumed defini- 
tive shape in ‘Regulation R, Series of 1015,’ published on September 7, 1915, and 
reprinted in the Federal Reserve Bulletin on October 1, 1915, page 310. See Appendix 
C to this chapter. See also Appendix D for history. 
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and more fully engaged, and the “‘slack”” which had been fur- 
nished through the change in reserve requirements came to 
be more and more fully taken up. This slack was sufficient 
to render possible a very great volume of financing, yet a 
time would of course come when it would reach its end. As 
the necessities of the foreign countries for immediate relief 
grew more intense, they began to cast about for ways and 
means of financing their requirements on an economical basis 
and many came to the conclusion that this could be done 
only if access were granted to the funds of the federal 
reserve system. 


French Acceptance Credit 


The natural way of getting such access was seen in the 
development of the acceptance practice which would permit 
the use of federal reserve bank credit by member banks en- 
gaged in such operations. During the months of July and 
August this situation came to a head as the result of efforts 
made by a New York private banking house to obtain assur- 
ances that its acceptances would be eligible under specified 
conditions, these conditions providing for an issue of ac- 
ceptances whose proceeds were to be used for the purpose 
of financing the export of munitions practically to the French 
government. The desire of the bankers was to establish an 
agreement whereunder the banks making the acceptances 
would agree practically to renew the acceptances from time 
to time up to a term of about two years, during which the 
holdings of the paper would be distributed and redistributed 
among a syndicate group of banks whose function it was 
to purchase and hold this paper until such time as it could 
eventually be redeemed. The date of its redemption was 
intended to be determined by the action and ability of the 
French government in paying off short-term notes which it 
had issued. Of these acceptances the proceeds were to be 
used in paying for the supplies which certain French mer- 
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chants who negotiated this advance were expecting to obtain 
from the United States by the use of the funds realized by 
their sale. 

The question whether such paper as this was eligible in- 
volved several technical questions, the chief of which may 
be mentioned as follows: 

1. Was it legal for a bank to establish a “line” of accept- 
ances in the same way that it would establish a line of 
credit, by agreeing to accept up to that amount in favor 
of any particular customer, or in other words, to keep 
outstanding a specified amount of acceptances, redeem- 
ing them from time to time and issuing others to take 
their place? 

2. Could such acceptances, originally issued against a ship- 
ment of goods, be renewed after such goods had gone 
out of existence through use, notwithstanding that it 
was frankly admitted that the security or protection 
originally placed behind the acceptances no longer 
existed ? 

3. Was it a “commercial transaction” to sell such goods as 
explosives to a government which intended to use them 
in non-productive ways, as, for example, for the pur- 
pose of shooting them away against a hostile army? 


The basis of these questions with reference to the estab- 
lishment of a line of credit was fundamentally important, and 
as to them in their chief aspects, a ruling was obtained by 
the Federal Reserve Board from its counsel, substantially to 
the following effect, as was given in an inconspicuous place 
in the Federal Reserve Bulletin :° 


The Federal Reserve Board and the Comptroller of the Currency, 
at the instance of the Federal Reserve Bank of New York, have 
considered the question whether a national bank can enter into an 
agreement under which a line of acceptance credit may be given 
by such bank, the credit extending for a period of nine months 
but the individual drafts drawn upon the accepting banks to be 


5 September, 1915, p. 269. 


THE BANKERS’ ACCEPTANCE 991 


payable at 90 days’ sight and not to exceed the total amount specified 
in the letter of credit, and after referring the question to counsel of 
the Board for an opinion issued a ruling in substance to the effect 
that a national bank is authorized to enter into an agreement having 
more than six months to run, by the terms of which it obligates itself 
for a period of time specified in the agreement to accept drafts 
drawn upon it, provided such drafts grow out of transactions involving 
the importation or exportation of goods and that the individual drafts 
have not more than six months’ sight to run. 

The restrictions of section 13 of the Federal reserve act would, 
of course, limit the total amount of acceptances made by any one 
bank, including those described, to an amount equal in the aggregate 
to not more than one-half of the paid-up and unimpaired capital 
stock and surplus of the member bank, except that by authority of 
the Federal Reserve Board, under general regulation of the Board, 
a member bank may accept for an amount not to exceed the amount 
of its capital stock and surplus. 

It should be understood, of course, that the 10 per cent limitation 
imposed by section 5200 of the United States Revised Statutes is not 
intended to apply to the mere acceptance of a bill of exchange, but 
that the provisions of section 5200 of the United States Revised 
Statutes would apply to the indebtedness arising between the drawer 
of the bill and the accepting bank in case the drawer fails to furnish 
funds with which to meet the acceptance at maturity. 

It should also be understood that the limitation of six months 
specified under section 13 of the Federal reserve act applies to the 
draft but is not construed as applying to the agreement or letter of 
credit under which the draft is drawn. This limitation of six months 
does, however, apply to specific drafts drawn under such agreements 
or letters of credit, and consequently, if the terms of the agreement 
or letter of credit imposed upon the holder for value of the draft 
any obligation to renew such draft at maturity so that the original 
draft with the renewal thereof would remain an obligation of the 
accepting bank for a period exceeding six months, such agreement 
would be ultra vires. 

The distinction emphasized in connection with this ruling is this: 
While a letter of credit or credit agreement may lawfully be made 
by a national bank which will extend by its terms for a period exceed- 
ing six months, the agreement must not be of such a character as 
will impose upon the holders of drafts accepted thereunder any 
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obligation to renew such drafts so that the period of acceptance 
shall exceed six months in duration as to any specified draft. 


Acceptance Issue Sharply Drawn 

The issues involved in this opinion of counsel and in the 
application of the bankers were of such magnitude and sig- 
nificance that a contest in the Board itself was practically inevi- 
table. Such a contest was precipitated in July and August, 
1915, when the Board held meetings with officers of the Fed- 
eral Reserve Bank of New York for the purpose of settling in 
its own mind whether the Federal Reserve Bank of New York 
might advise the private bankers already referred to that their 
acceptances would be eligible. The issue was interesting from 
a political standpoint, because Treasury officials were of the 
opinion that a free use of reserve bank credit on this occasion 
would make it much easier to continue the development of our 
foreign trade, and they were therefore favorable to such pol- 
icies as seemed likely to further that end. Impressed as they 
were with the belief that a favorable reply to the application of 
the private bankers would enable our goods to go abroad in 
increasing amount, Secretary McAdoo and Comptroller Wil- 
liams were disposed to take an attitude quite the reverse of 
that which they had adopted at earlier times. Whereas on 
former occasions they had been disposed to be strict construc- 
tionists on the question of documentary acceptances, insisting 
that only those acceptances should be eligible which were repre- 
sentative of specific financial transactions, they now were dis- 
posed to adopt the position that acceptances could be used more 
or less free of the limitations imposed by documentary require- 
ments, provided only that it represented a bona fide export of 
goods. They were, moreover, disposed to the view that such 
use of acceptances was to be warranted regardless of the pur- 
pose to which the goods were to be applied after exportation 
had taken place. If the goods consisted of munitions, or even 
of ammunition, that was a matter to be settled by the buyer. 
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The question thus raised was finally determined at a meeting 
held in New York on the 10th of August, 1915, and to which 
reference has already been made.° After lengthy debate, i: 


was then determined to authorize the eligibility of the accept- 
ance drawn on the revolving plan and thus practically to make 
the acceptance an accommodation bill drawn without any par- 
ticular reference to the movement of the goods or the character 
of the shipment and still less to the real maturity of the obliga- 
tion—provided only that a reputable bank stood ready to con- 
vert an acceptance into cash at the end of the technical go-day 
maturity if required to do so. The decision thus taken was 


® It had been determined to hold a final session in New York City on the t1oth of 
August. At that time it was suggested that conference might be had with the officers 
of the Federal Reserve Bank of New York and, if necessary, with the bankers who 
had been promoting the new acceptance credit. The place of meeting was set at the 
Sub-treasury and on the day appointed an attempt was made to secure ihe attendance 
of a majority of the Board at that place. 

The proposed session at the Sub-treasury, New York, proved unsatisfactory to 
certain members of the Board who were of the opinion that by holding the meeting at 
the offices of the Federal Reserve Bank of New York, there would be a more convenient 
communication with the officers of the bank itself, and better results would be obtained. 
Accordingly an effort was made to transfer the session to the Federal Reserve Bank of 
New York, but for some hours the efforts were frustrated by the refusal of other 
members of the Board to gather there. For a time, therefore, it seemed as if there 
might be two rival meetings at neither of which a quorum would be present. Late in 
the day an arrangement was perfected whereby the session was actually called at the 
Federal Reserve Bank of New York, and a lengthy discussion concerning the elegibility 
of the acceptance credits referred to then occurred. 

It was a notable fact that members of the Board who on previous occasions had 
been opposed to the adoption of regulations whose effect would be to lengthen the 
duration of acceptances or to make them practically finance bills, were now inclined to 
accept the opposite point of view on the ground that the exigencies of war and of our 
domestic trade in munitions and supplies of all kinds made it necessary to adapt our- 
selyes thereto and to furnish such relief as was possible to banks which otherwise might 
find themselves deeply involved in paper that was frozen or that represented advances 
which could not be rediscounted or recovered in any way. The attitude of the repre- 
sentatives of the Federal Reserve Bank of New York was favorable, not only to the 
proposed acceptance credit which has already been described, but was in general favor- 
able to the making of acceptances without any definite connection between them and 
the goods which they represented—that is to say, acceptances which at the utmost rep- 
resented—that a movement of goods that might take place at some time in the future, 
although there was plain statement from time to time that in order to operate upon 
the same basis as foreign countries it must be recognized that the acceptance was 
essentially a finance bill having no connection whatever with any definite movement of 
goods, although of course based upon the recognition that movements of goods would 
inevitably occur ‘at the same time in order to equalize balances of trade. ; 

The only immediate outcome of the discussion was a vote practically declaring the 
proposed acceptances eligible, the general theoretical issues being left to take care of 
themselves at a later date. It was, however, seen that the action taken left the Board 
in a ridiculous position unless there should be an almost immediate modification of its 
acceptance regulations. Such a modification was accordingly drafted and shortly there- 
after issued under date of September 7. (See Appendix C to this chapter.) The new 
set of regulations greatly relaxed the requirements of the old regulations with regard 
to the requirement of documents or the certification that the shipments of goods were 
to be financed by the use of the acceptance and practically placed the bankers’ accep- 
tance upon a much lower footing in so far as strictness or liquidity was concerned. It 
was not strange. therefore, that other credits of the same kind as that which had just 
been declared eligible should follow one another in rapid succession, and within a few 
weeks some of the large institutions in New York were issuing such credits and 
declaring in their circulars that acceptances made under them were eligible. 
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far-reaching in its significance and probably could not be exag- 
gerated in importance. As a consequence of it a revised 
edition of the acceptance regulation was almost immediately 
issued and this reprint was drawn in such a way as to admit 
the revolving credits and the acceptances growing out of them 
to eligibility. Thus the federal reserve system had definitely 
gone shortly after the middle of 1915 into the task of financ- 
ing the European war. Only a small element of the public, 
however, realized at the time the actual character of the step 
which had thus been authorized. 


Second Phase of Acceptance Policy he 
The second phase of the development of the acceptance was, 
begun early in the year 1916. Not a few banks and commer- 
cial houses had during the preceding year begun to realize in a 
very vivid way the enormous advantage which they gained by 
financing themselves on an acceptance basis. Not only were 
the rates fixed for acceptances at that time very low, being fre- 
quently as little as 21% per cent, but the acceptance plan insured 
the marketability of paper and practically guaranteed the 
financing of any given enterprise upon a basis of clear profit,. 
since the acceptance, if declared eligible, could be transferred | 
direct to the federal reserve bank. Reserve banks at that time, 
moreover, had but little business and were not disposed to exer- 
cise too close a scrutiny of the paper that was offered them. 
Accordingly the question arose in many minds as to’ 
whether the bankers’ acceptance might not be employed to ad- 
vantage in connection with the financing of commercial trans- 
actions. As in the case of exports of munitions and army 
supplies, the problem was that of giving what was in effect a 
long-term loan, the appearance of a short-term liquid trans- 
action. The long-term loans desired by commercial concerns 
were chiefly those which involved the carrying of raw material 
or stocks on hand, and may be well represented by the case of 
a large tobacco company whose plan for financing was pre- 
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sented to the Board upon a basis which involved the selling of 
short-term acceptances to be protected by stored leaf tobacco. 
The questions at issue in this matter, although not identical 
with, were very similar to, those which had been raised in con- 
nection with the munitions acceptances already described. 
They were, in brief, whether goods in storage and not yet sold 
really constituted the basis for the issuance of bank obligations 
whose proceeds were to be used for the purpose of carrying 
the commodity until such time as it should either be disposed 
of or worked up into finished product. It was undoubtedly the 
view of all those who held a strict opinion of the acceptance, 
that it should be confined to the financing of goods in transit— 
that is, goods which had actually been sold and whose proceeds, 
therefore, were to be realized as soon as the solvent buyer had 
been placed in possession of the commodities which had been 
shipped to him. To permit the issuance of acceptances against 
tobacco in warehouses or rubber tires in storage was practically 
equivalent to regarding the acceptance as a note collateraled 
by warehouse commodities, protected of course by the bank’s 
name, but in other respects no different from a secured note. 


Renewal Acceptances 

The real issue to be settled in this connection was the posi- 
tion to be taken by the Board with reference to the question of 
renewals. In substance, the decision arrived at was that, if a 
transaction has not been liquidated by the time an acceptance 
given to finance it matures, and if the member bank under the 
law may in that case renew the acceptance, there was no reason 
why a federal reserve bank might not discount such a renewed 
acceptance. It was, of course, provided that a federal reserve 
bank might not engage in advance to discount any renewals, 
but this was hardly of much importance inasmuch as no re- 
serve bank engages in advance to discount any particular class 
or kind of paper, while on the other hand it is the definite 
understanding that a member presenting eligible paper for dis- 
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count shall ordinarily be granted the accommodation or ad- 
vance which he desires.?. Probably less important, although of 
fundamental significance, was the further decision that the re- 
serve bank could not follow the transaction giving rise to an 
acceptance through to its conclusion in order to see that the 
proceeds of the acceptance were employed for a productive 
purpose. It was enough that the acceptance had grown out of 
an actual purchase and sale, the fact that the acceptance did 
thus constitute a means of liquidating a transaction being all 
that was necessary to bring it into conformity with the law. 
Summed up, the effect of the discussion of acceptances 
thus developed by the Federal Reserve Board was that, while 
national banks or member banks in general could undertake 
acceptance obligations reaching far into the future, federal 
reserve banks could not definitely obligate themselves in a 
corresponding way, and that there was no reason why the 
acceptances arising under such contracts or obligations, even 
if they were renewals of paper ptt out by the acceptor, might 
not be discounted by federal reserve banks, while the reserve 
bank itself should not be expected to inquire too narrowly into 
the uses made of the funds obtained by the issuance of the 
acceptance. ‘This, in effect, meant that while the reserve system 
protected itself to the extent of declining to recognize any 
particular paper as eligible without notice, there was no reason 
why it might not discount practically anything in the way of 
an acceptance, provided of course that such acceptance was not 
merely speculative but had at some time in its history been the 
outgrowth of an actual purchase and sale of goods. 


Growth of Abuses 


The breadth of the power to use acceptances thus granted 
under the rulings of the Federal Reserve Board was more 
clearly seen as the practice of using acceptances became more 
general and habitual. It was held by the Board about the 


7 Ruling of Federal Reserve Board, June 16, 1915, Bulletin, Vol. T; p. 126. 


THE BANKERS’ ACCEPTANCE 997 


opening of the year 1916, that the liabilities incurred through 
the acceptance of a draft do not fall within the Section 5200 
of the Revised Statutes,* while a series of regulations issued at 
about the same time greatly loosened the conditions under 
which acceptances might be made. It was, for example, held 
that a national bank might accept drafts drawn upon it to 
finance the importation or exportation of goods under a con- 
tract for such importation or exportation, even though un- 
foreseen events later prevented the actual shipment of the 
goods.* In harmony with this tendency also was the ruling 
of the Board that acceptances based upon import or export 
transactions need not be accompanied by evidence actually 
identifying the specific goods covered thereby.*® In all of 
these ways the position was gradually developed that in broadest 
terms practically any bankers’ acceptance that might be drawn 
in connection with a present, past, or future export or import 
transaction was eligible for discount at a federal reserve bank, 
provided that the contract had been entered into in good faith. 
The obligation to keep the transaction closely connected with a 
specific shipment of goods had early disappeared, while the 
renewal plan had rendered it possible to disregard in practice 
the idea of self-liquidating and short-term credit. The accept- 
ance had thus gradually, step by step, developed into a piece of 
‘accommodation paper. 


Market Practice 

So serious did the conditions in bankers’ acceptance prac- 
tice become in view of these developments, that toward the 
close of the year I917 very extensive abuses appeared in the 
market. The United States wa’ then beginning to feel the 
financial effects of the war, and money rates were gradually 
becoming very much higher than they had been. Various 
large concerns in the effort to finance themselves cheaply were 

5 Ruling, Jan. 3, 1916, Bulletin, Vol. 2, p. 64. 


® Ruling, Dec. 10, 1915, Bulletin, Vol. 2, p. 12. 
10 Ruling, Nov. 9, 1915, Bulletin, Vol. 1, p. 405. 
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resorting to the use of acceptances upon a basis devised by 
themselves, with a view to obtaining what was equivalent to 
a long-term, renewable loan at a rate of interest lower than 
that prevailing in the market. They could accomplish this 
result, of course, only by obtaining from some reserve bank 
an informal preliminary agreement that the acceptances grow- 
ing out of any given financing should be held eligible for dis- 
count, such assurance being regarded as tantamount to a 
promise or guaranty that they actually would be discounted 
or bought when presented. Needless to say, it is impossible 
to show absolutely that any such pledge or guaranty was ever 
given in writing, but in various cases it was embodied in the 
advertising literature sent out by the concerns which were 
financing themselves through the acceptances or by their 
bankers. 

Included in the schemes for obtaining access to cheap funds 
by means of so-called bankers’ acceptances, were plans put 
forward for protecting such acceptances by means of warehouse 
receipts, evidencing the existence of stored goods. Probably 
the best-known case of the kind was found in the acceptances 
issued by a very large tobacco company. The protection given 
to the acceptances was simply that of the actual warehoused 
tobacco, so that as the acceptances were renewable from time 
to time they constituted in effect a continuing loan or obliga- 
tion protected by what was equivalent to a mortgage on ware- 
housed tobacco. Inasmuch as a renewal agreement between 
the syndicate of banks which undertook to market this paper 
practically insured the regular renewal and sale of the obliga- 
tions for a specified period of years, it was clear that the 
tobacco company itself had obtained the use of the funds in 
question for the length of time covered by the agreement. The 
acceptances growing out of this agreement, therefore, were 
liquid only in the sense that they constituted a bankers’ agree- 
ment to pay at a specified time, but the element of self-liquida- 
tion was entirely eliminated by reason of the fact that the 
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tobacco company was not necessarily under obligation to pay 
and in any event had secured or protected the bankers chiefly 
by giving them a mortgage on its manufacturing stock. 


Acceptance Letter to Banks. 

The condition of affairs had, as already stated, reached 
such a pass by the close of 1917, that the Federal Reserve 
Board in a general letter to reserve banks early in 1918 set to 
work to correct some of the worst features of existing condi- 
tions." The salient passages contained in this letter were as 
follows: 


February 7, 1918. 

Receipt is acknowledged of your letter of January 29 in which you 
ask for a statement of the Board’s policy in dealing with acceptances 
drawn under credits extending over a period of one or two years. 
After a very full discussion of the matter, the Board has decided to 
authorize this expression of its views in accordance with the principles 
outlined in the memorandum attached hereto. The banks of New 
York may, during a period which can be declared ended at any time, 
proceed upon the basis of this memorandum in accordance with your 
letter of January 23. The essential principles may be summed up 
as follows: 

(1) Acceptance credits opened for periods in excess of 90 days 
should only, in exceptional cases, extend over a period of more than 
one year, and in no case for a time exceeding two years. 

(2) Banks’ which are members of groups opening these credits 
should not buy their own acceptances, and where an agreement is 
made with the drawer for purchase of acceptances for future delivery, 
the rate should not be a fixed one, but should be based upon the rate 
ruling at the time of the sale. 

(3) Transactions covered by these credits should be of a legitimate 
commercial nature, and acceptances must be eligible according to the 
rules and regulations of the Board. 

(4) Whenever syndicates are formed for the purpose of granting 
acceptance credits for more than moderate amounts, Federal Reserve 
Banks should be consulted with regard to the transaction. The ques- 
tion of eligibility, both from the standpoint of the character of the 
bill and of the amount involved, will be passed upon by the Federal 


1 Federal Reserve Bulletin, March, 1018, 
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Reserve Bank subject to the approval in each case of the Federal 
Reserve Board. 

As stated in the memorandum, the Board will rely upon the fair 
spirit of cooperation on the part of the New York banks, but it must 
be understood in passing upon these transactions that not only quality 
but also quantity must be the controlling factors. The aggregate of 
these acceptances should not be permitted to constitute the greater 
proportion of outstanding acceptances at any time, and it must be 
understood that while the Federal Reserve Banks and the Federal 
Reserve Board might look with favor upon a transaction as long as 
the total amount involved is not excessive, transactions of exactly 
the same character may be ruled out whenever the aggregate amount 
of outstanding acceptances of this character becomes, in the opinion 
of the Federal Reserve Board, unduly large. 

You are authorized to communicate the contents of this letter to 
the accepting banks of your district, and the Board will advise the 
other Federal Reserve Banks of the policy which has been agreed upon. 


The memorandum referred to, prepared by the Board with a 
view to outlining its general acceptance policy, read as follows: 


In dealing with the question of acceptances, it is desirable that the 
Board should not be obliged to adopt inflexible regulations unless 
absolutely necessary. It should be borne in mind that we are com- 
peting in the acceptance field with other countries which have no 
legal restrictions in which sound business judgment, guided from 
time to time by the central banks of these countries, constitutes the 
unwritten, but none the less rigid law. The banks of the United 
States would greatly assist the Board in its work of developing a 
modern and efficient system of American bankers’ acceptances—and 
they would best serve their own purposes—if they would study and 
assimilate the underlying principles which must guide the Board, and 
observe these principles voluntarily without requiring inflexible rules. 
Unless the bankers cooperate with the Board in this manner, many 
transactions—unobjectionable as long as they are engaged in for 
legitimate purposes and within reasonable limits—will have to be 
barred because strict regulations do not admit of discrimination. 

Proper regard for conservation of the strength of the Federal 
Reserve system requires that it must be possessed of short paper 
well scattered in its maturities (not exceeding 90 days), that when 
this paper matures it can be actually collected and that the supply of 
new paper coming into the market can be cohtrolled to a certain 
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degree by an advance or decline in the rate of interest at which 
bankers’ acceptances are bought. Higher rates will exert a restraining 
influence on the producer and the dealer and_ will thereby reduce 
borrowings and bring about a certain degree of contraction. 

By keeping these principles in mind, upon which the strength 
of our structure depends we can readily understand the hazardous 
conditions which would be created if, for example, $300,000,000 of 
acceptance credits should be opened for the purpose of financing 
corporations for a period of two or three years, the corporations 
having secured from the acceptors (directly or by a trading process) 
a fixed and definite rate of interest for the entire term of the credit. 
This rate would necessarily be much higher than the current rate 
for bankers’ acceptances. Let us assume that $300,000,000 had been 
loaned to corporations at 8 per cent for two years, plus the acceptance 
commissions. If during these two years the bank rate should advance 
to 20 per cent, the corporations would not be affected thereby; they 
would renew from time to time as though money rates had remained 
unchanged; and consequently, the bank rate, as far as they are con- 
cerned, would lose its power to bring about contraction. Thus the 
acceptance would cease to serve the purpose of financing the borrower ; 
it would be for the purpose of financing the accepting bank. It would 
really become an accommodation draft for the benefit of the banker, 
regardless of the current rate and regardless of. general conditions, 
and whether these conditions demand contraction or expansion, the 
bankers would have to rediscount these acceptances, at a profit or 
at a loss, if their own position so required. Here, too, the bank rate 
would lose its power to produce contraction because the commitment 
is a definite one for two years. 

Another flaw in this method of financing is that there is practically 
no limit to the amount of acceptances which may be created in this 
manner. 

In addition, the rate guaranteed the corporation by the banker 
would likely be so high as to tempt the accepting bank (having 
exchanged its acceptance with another bank associated in this business ) 
to rediscount the acceptance with the Federal Reserve Bank or to 
sell it in the open market. For the accepting bank this transaction 
would not involve the investment of money as long as the market 
is able to absorb the acceptances offered.. The unavoidable conse- 
quence of this process must be in order to prevent an avalanche of these 
acceptances; the discount rate would have to be advanced so as to 
reduce the tempting margin and thereby lessen the supply. These 
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syndicate or accommodation acceptances would therefore tend to 
raise the rate to the detriment of the legitimate business of the 
country—particularly the import and export business. When, three 
years ago, we began our campaign to establish American bankers’ 
acceptances, our rate was 2-2%4 per cent and the English rate was 
about 5 per’cent. Our rate has now moved up to 4-4% per cent 
while the English rate is about 374 per cent. This signifies that we 
have reached a point where American houses find it to their ad- 
vantage again to draw on English banks, as they did some years ago, 
rather than upon banks of the United States. It is certain that if 
syndicate acceptances of this character were offered in European 
countries the market would at once discriminate against them and 
put an end to such transactions. It is the application of this rigid 
principle of keeping the acceptance market primarily reserved for 
strictly commercial uses that has kept the acceptance business in 
England ‘in a sound condition and has made the English acceptance 
market so important an adjunct of the money market. 

If in the light of these considerations we seek to apply these 
principles to actual operations we must reach these conclusions : 

There is no reason why a bank should not agree that for legitimate 
commercial purposes and for transactions complying with the rules 
and regulations of the Federal Reserve Board, it would commit itself 
for two years to accept for a customer for importations or exporta- 
tions, or for the purpose of carrying staples properly warehoused. 
There is no reason why a bank should not say to a tobacco manu- 
facturer, “Whenever you have tobacco properly stored and for which 
you. will give me proper warehouse receipts, I am willing to accept 
for you and charge you a commission of per cent.” Whether 
it would be wise to make a commitment which would force the bank 
to accept for a customer even when convinced that the borrower 
is carrying too large a supply of raw material, or that the transaction 
is speculative, is a question of banking judgment. It would be 
safer, of course, if the banker could qualify his obligation to accept. 
But this is an instance where it would be a mistake to lay down 
a rule and where reliance must be placed upon the business sagacity 
of the banker, for, in such a case, the borrower would remain subject 
to the hazards of the money market and any advance in rate would 
have an effect upon his own commitments. 

However, the manufacturer should not feel that, in dealing with 
a bankers’ acceptance he is taking any other risk than that of the 
interest rate. He should be trained—and this is an important matter— 
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to understand that he can at any time sell his acceptance, not to the 
acceptor but to other banks, or through brokers in the market, or 
to the Federal Reserve Banks. It is much to be desired that the 
American banks and banking firms should follow the European prac- 
tice of freely indorsing first-class bankers’ acceptances. No drawer 
of bankers’ acceptances in Europe, in normal times, would expect to 
encounter any difficult in selling his paper. He can sell it to discount 
companies or to private banks or bankers, to be rediscounted at rates 
a fraction above the ruling interest rate (in England for as little as 
¥ per cent above the discount rate and often less). The manufacturer, 
after having his bill accepted, should feel quite safe in keeping the 
acceptance in his portfolio, being confident that, without any further 
negotiation, he could sell it at any time that he would be in need of 
cash. Instead of forming syndicates guaranteeing the interest rate 
to the acceptor. banks should make agreements with manufacturing 
concerns to buy acceptances, from time to time, from the drawees at, 
say, 4 per cent in excess of whatever might be the ruling interest 
rate. for bankers’ acceptances. In this way a real discount market 
would be developed in this country. Federal Reserve Banks will, 
sooner or later, have to adopt the European rule of buying only 
paper bearing a third name, viz., the indorsement of a bank, banker, 
or responsible firm. 

It is true that the banks accepting in the present syndicate transac- 
tions make an additional profit in the interest rate which they guarantee 
to the borrower. It is suggested, however, for their consideration 
’ that it would be a sounder policy if they would charge a higher 
acceptance commission for domestic transactions of this kind, for 
larger commissions would be justified for credits extending over a 
considerable period. This would be sounder than to adopt a policy 
which, if permitted freely to develop, would undermine the safety 
of our acceptance system and our money market. 

The principles governing the acceptance are equally applicable 
to single-name paper. A bank may agree to carry a customer over a 
period of a year and to buy from time to time his single-name paper. 
If this paper, according to the statements submitted, should be eligible 
in other respects, Federal Reserve Banks might discount it, provided 
the paper is not part of a loan which has been negotiated at a fixed 
rate for a definite period, a year or two, for example. A go-day 
note made under a definite renewal agreement in this way is a 
camouflage for the convenience of the banker to enable him to finance 
himself by using the 90-day form as a mask to conceal what is, in 
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effect, an ineligible 1-year note. But if the interest rate should remain 
open between borrower and lender subject to adjustment to the market 
rate, a different aspect would be presented, and the Federal Reserve 
Banks might discount such notes within reasonable limits. 

When a credit is required for two years it should be regarded as 
an unsound basis for commercial borrowings on go-day paper. With- 
out a guaranty for renewals it would be dangerous for the borrower. 
With such a guaranty it would be an unsound banking credit. A 
demand for one or two year money, except for special contracts, 
indicates a need for greater working capital which ought to be ob- 
tained by increase of capital or sale of obligations in the investment 
market. 

It may be argued that there is at present no investment market, 
and therefore these renewal transactions are necessary. But does 
the abrogation of the investment market afford a reason for the 
destruction of the commercial paper market also? Some plan must, 
and will be developed to restore to a certain extent, at least, the 
security market. But even if this restoration can not be effected, 
should we not look upon credit as a commodity of which only a limited 
supply is available? If we have approached the limit, would it not 
be wise to conserve credit and apply it only in those directions where 
its use will most greatly benefit the country? In the case of the 
Tobacco Co., if it had not secured the full credit it sought it would 
in that event have bought less tobacco and possibly might have ad- 
vanced its selling prices. What if it had reduced its inventories and 
the consumption of tobacco? Would not this have been just what is at 
present required? The corollary is that business must adjust itself to 
credit ; not credit to business at this time. ‘ 

To recapitulate: Agreements to grant credits for an extended 
period by the purchase of 90-day paper or by 90-day acceptances ought 
to be based upon transactions connected directly with the purchase 
and sale of goods and the intermediate process of manufacturing. 
Credits so extended should relate to the resources of the borrowing 
concern and should not be granted for the purpose of furnishing work- | 
ing capital or for the temporary financing of permanent investments. 

These transactions should be of an individual character ; they call 
for direct contact between banker and borrower, and syndicate credits 
should be avoided. Agreements by bankers to furnish one or two 
year money at a definite rate of interest against 90-day paper or 
acceptances to be used to finance themselves should not be counte- 
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nanced either openly or in the form of exchange of paper between 
bankers. 


These are the principles which the Federal reserve system must 
apply. It would be inexpedient to attempt more than to establish 
the principles. It would be detrimental to formulate definite regula- 
tions dealing in minute detail with the various phases of the problem. 
It would be far better to give some latitude to the banks in dealing 
with these matters. But this will depend entirely upon the wisdom 
and discretion of the member banks. The banks will best serve their 
own interests if, following the example of European institutions, they 
will adopt these principles as self-imposed, well-tried rules of business 
prudence rather than by abusing their freedom of action to force the 
Board to tie their hands by rigid regulations. 


It is doubtful whether this letter of the Board’s produced 
any material improvement. Bankers, while taking advantage 
of the permission which it conveyed to make long-term accept- 
ance renewal agreements, simply disregarded the safeguards 
which had been outlined in the letter, on the ground that there 
was no basis in law to compel observance of them. They were, 
in other words, perfectly willing to accept relaxations of control 
obtained from the Federal Reserve Board, but they were not 
willing to abide by the offsetting or compensating restrictions 
imposed by the same authority. The suggestion contained 
in the letter which referred, for example, to ‘the fact that 
acceptances should not be discounted by the bank which made 
them, has been habitually disregarded on the ground that it 
represented an ideal or impossible condition of affairs. 


Shortcomings of Acceptances 


Analysis of current acceptance contracts showed that, not- 
withstanding the adoption of various safeguards suggested by 
the Board or devised by the banks for their own protection, 
operators had practically discarded or sacrificed every element 
of safety or protection that was supposed originally to inhere 
in the acceptance idea. The criticisms to be based upon those 
acceptances may be enumerated as follows: 
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1. They did not identify specific transactions with specific 
acceptances. 

2. They did not provide for the liquidation of acceptances 
at any given time, this being avoided by the renewal contract 
plan. 

3. They did not in the case of export and import operations 
necessarily involve any exportation or importation whatever, 
since the acceptance might be had in advance of shipment and 
merely in the belief that it was to take place. 

4. They did not provide for differentiation between accept- 
ing and discounting, but on the contrary the syndicate agree- 
ments between groups of banks were distinctly based upon the 
idea that the acceptances would be passed about or allotted in 
specified proportions from time to time, so that the idea of 
a “market” entirely disappeared and the borrower was prac- 
tically assured of loans running over a long period at a stable 
rate of interest which might or might not correspond to the 
market rate. 

5. They did not necessarily even involve a commercial 
transaction, since they might be drawn merely for the carrying 
of warehouse goods. 

6. They did not afford the alleged opportunity of invest- 
ment, inasmuch as under the renewal contract system the 
placing of the acceptances was provided for in an artificial 
and definitely arranged way. 

7. They did not necessarily represent goods that were 
in existence at all, since the original goods which had given 
rise to the drawing of the acceptance might have been used up 
in unproductive ways or might even have been destroyed. At 
the end of the war, the bankers’ acceptance was probably in 
even worse condition than the trade acceptance. Its ad- 
vantage from the standpoint of the investor, whether bank 
or individual, was that such acceptances represented the direct 
obligation of banks whose strength could be tolerably well 
ascertained, and that they were therefore under any normal 
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conditions practically assured of settlement at maturity out of 
any funds that the bank may have on hand. . 

8. They did not take their chance in the market at ordinary 
running commercial rates, notwithstanding that their character . 
entitled them to no preference over other paper, but they re- 
ceived a preferential rate whose only basis had to be found 
in the fact that they were the paper of a bank rather than of an 
individual or corporation, and was in no sense due to superior 
liquidity based upon investigation made by a special bank into 
the transaction underlying the operation. 


Later History 


Like the trade acceptance, the bankers’ acceptance suffered 
a loss of standing and significance during the war, and failed 
to recover after the close of the struggle. As time went on, it 
came to be used more and more for long-term and refinancing. 
projects. There was constant trouble with the acceptance and 
eventually the Board was induced.in 1922 to transfer the whole 
question of oversight of acceptance practice to reserve banks 
locally. It thus withdrew from this field of credit supervision 
and control, just as it had in the case of single-name paper and 
of trade acceptances. The abuses which had already appeared 
continued to develop, and in 1922 became so serious as to call 
forth a scathing report from a committee of national bank 
examiners who filed it with the Comptroller. 


APPENDIX A TO CHAPTER XLIV 


House Bill 15038 “proposing an amendment to the Federal Reserve 
Act relative to acceptances, and for other purposes” grew out of the 
fact that as the act stood, there was a limitation upon the amount 
that any national bank could make of acceptances based upon the 
exportation or importation of goods. The amount of acceptances, to 
be issued was not to exceed one-half of the paid-up capital stock and 
surplus of the bank for which the rediscounts were made and no 
amount in excess thereof could be rediscounted. The law provided, 
furthermore, that reserve banks could rediscount acceptances with 
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a maturity of three months only. In the meantime it had been urged 
by the Organization Committee of the federal reserve system that 
there existed a number of banking institutions that made a specialty 
of financing the exportation of grain, cotton, etc. These banks had 
built up a business, greater than could be accommodated on the 
acceptance plan, by reason of the limitation in the bill. Mr. Glass 
introduced on the 25th of March, 1914, a bill proposing to invest the 
Federal Reserve Board with the power to suspend this limitation from 
time to time and permitting six months’ acceptances to be rediscounted. 
Consideration of the bill was not urged until August 15, when Mr. 
Glass brought it forward upon his own initiative, not having been able 
to get together a quorum of the Committee on Banking and Currency. 
e . Now, with this European war confronting us, it is desired 
by the Federal Reserve Board to facilitate in every possible way the 
exportation of our grain, cotton and other products and this is a simple 
proposition to authorize the Federal Reserve Board to suspend the 
limitation upon the amount of acceptances that an individual bank may 
discount or that the regional bank may rediscount.’’ (Congressional 
Record, Vol. 51, p. 13819.) When the question was raised, why the 
limitation had been put into the act originally, Mr. Glass referred to 
the controversy in the Democratic caucus over the maturity of agricul- 
tural paper. The point had been made by some members of the 
caucus that a six months’ privilege would be extended to the banker 
and not to the farmer. “We did not seem able to explain to the 
satisfaction of that member that conditions were different, and that 
these six months were necessary to consummate export transactions 
with the Orient and with the South American Republics, but not 
necessary to close up domestic transactions” (p. 13820). Objection 
was raised against further consideration by a member of the Com- 
mittee who insisted upon considering the measure in the ‘Committee. 
The bill was reported back on December 8, with some minor amend- 
ments in wording. It passed the House without further discussion. 
Without any mention by Mr. Glass or any other member, a change had 
occurred in the draft of the bill. Whereas in the draft, as read on 
August 15, it had been provided that federal reserve banks may 
rediscount acceptances of six months’ maturity (Vol. 51, p. 13819), 
the maturity was reduced to three months in the draft of December 8 
(Vol. 52, p. 33). 

Mr. Owen’s attempt to get a unanimous consent-agreement for 
consideration of the bill in the Senate failed both in January and 
February, and not until the 1st of March, 1915, was the measure 
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taken up. Upon Mr. Bristow’s objection that too much power 
was given to the Federal Reserve Board if it should have the un- 
limited authority to permit banks to control the acceptance business, 
an amendment was added by Mr. Owen modifying the original 
limitation of one-half of capital and surplus so as to permit issue of 
an amount equal to the entire capital and surplus to be issued. The 
amendment as amended was agreed to. 

The House concurred in the Senate amendment on the 2nd, and 
the bill was signed on the 3rd of March, tots. 


APPENDIX B TO CHAPTER XLIV 


The following report on English banking practice was obtained by 
some members of the Board from a confidential source as a guide in 
forming the acceptance regulation: 


ReEporT ON BritTisH BANKING PRACTICE 


Referring to our conferences prior to my recent trip abroad. I 
beg to report herewith upon the results of my investigations and 
conferences while in London with respect to the various items on 
which you desired information as to English banking practices and 
experience. 

It was my good fortune to secure the data and views on which 
this report is based through personal discussions with high financial 
authorities, not merely those of one classification, but from gentlemen 
engaged in the several diversified functions which together compose 
what I might term England’s comprehensive banking system. 

Considered on general lines, there is some basis for comparison 
between the British banking system and our own. The joint stock 
banks and other banking institutions have a relation to the central 
bank (the Bank of England) somewhat analogous to the relation that 
our member and non-member banks bear to the central control in this 
country as represented by the Federal Reserve Board. Marked dif- 
ferences which do actually exist between the two make many of their 
customs impracticable for use by our Federal Reserve System. Never- 
theless the older system through a longer experience suggests the 
adoption of certain other features which might be adapted with 
results beneficial to the American plan. 

The tendency in this country to restrict and supervise corporations 
of all kinds has been exemplified in no more marked degree than in 
the case of our banking institutions; nor do I mean to indicate that 
with the very different conditions which have surrounded and do 
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surround the development and present administration of our banks 
careful regulations are not necessary. There is no better illustration 
of this point than that part of our Federal Reserve Law which 
limits a national bank in the amount up to which it may accept; and 
-without further general comment I will proceed to take up in order 
the various points with which your letter chiefly dealt. 

As you correctly understand, there is in England no limitation 
whatever created by law as to the total amounts which either public or 
private banking concerns may accept. However, in an indefinable 
way there exists an unwritten law which has operated in such a 
manner as to almost without exception provide against undue exten- 
sion in this direction. 

Until quite recently the English joint stock banks have accepted 
a comparatively small amount of bills on their own account, having 
preferred to purchase Such acceptances as they desire for their port- 
folios from the bill brokers or “discount houses,” whose position, as 
the purchasers of acceptances from the accepting houses, and as sellers 
of these bills to the joint stock banks, has been built up from a custom 
existing for generations past. The recent noticeable increases in 
acceptances by joint stock banks have been chiefly due to curtailment 
by the acceptance houses of their own outstanding volume. 

As a concrete illustration of the foregoing I might quote from the 
annyal statements of one of the largest banks, which for a few years 
prior to 1915 shows an average acceptance liability of about $30,000,000 
compared with an average holding of bills of exchange as investments 
of about $60,000,000, the proportion of bills accepted on their own 
account to outside acceptances purchased thus being in the ratio of 
L, to: 2. 

Furthermore, it is worthy of note that when bills of either class 
except foreign bills, once find their way to a clearing bank such as 
the one quoted here, they remain there until maturity, which is a sound 
tradition that has come down from the old private bankers of London. 
While in the case of France and Germany pressure can be relieved by 
rediscount with the Government Banks, the Clearing Banks could 
hardly do this with the Bank of England without using up the reserve 
they keep there, thereby vitiating the reserves as such. 

It is also noteworthy that the joint stock banks of England re- 
garded this form of short-term investment so highly, even when rates 
of discount are slightly under normal levels, that they are inclined 
to put their funds into bills of exchange in preference to such securities 
as British Consols, which for several years prior to this showed 
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a lesser income return than the former. The natural consequence of 
this market competition between acceptances and government bonds 
has been depreciation in the value of the latter, augmented by heavy 
sales on the part of banks and other companies in order to avoid these 
depreciations; this has been likewise very true in France in the case 
of Rentes. 

These joint stock banks, whose statements are published semi- 
annually (in some rare instances, monthly), show as a liability in 
their balance sheets the amount of acceptances which they have as- 
sumed, offset of course by a corresponding “per contra” credit entry.’ 
To gauge the volume of this kind of business merely from these items 
would be wholly misleading in determining the volume of acceptance 
business which is done in England, since many times as much as is 
publicly shown in the statements of the joint stock banks is done by 
the acceptance houses which, being firms of a private character, 
publish no statement from which the general public can even approx- 
imate the total amount of acceptances which they have undertaken. 
Among such firms I might name a few which are typical: 

Rothschilds, 

Brown, Shipley & Co., 
Morgan, Grenfell & Co., 
J. C. Hambro & Sons, 
Kleinworts, Sons & Co., 
Schroeder, 

Brandts, Son & Co. 

Firms of this kind feel no necessity for making public their 
balance sheets, being restricted by no legal requirements whatever in 
the amount up to which they may accept; but it would be erroneous to 
suppose that there is no effective means of restraining these firms 
from’ the danger of over-extension. To express this point succinctly, 
one might say that their accepting limit is governed by their credit 
with the banks and the extent to which the banks will purchase their 
paper. s 

Assuming that the fundamental factor in turn governing their 
credit is the relation of their assets to liabilities, or, to be more 
specific, the proportion of their capital to outstanding acceptances, 
and with the knowledge that such firms make no public statements of 
their standing, the question arises by what means can the banks as- 
certain whether this or that firm is exceeding a limit which would be 
considered wise. But the banks, who as I have stated are the pur- 
chasers of the acceptances of these firms through the bill brokers, 
do learn this in a truly remarkable manner; and if not to the precise 
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amount, they know at least to a very close approximation. A number 
of things contribute to the acquisition of this information. First, 
they may to a large extent gauge this by the frequency or volume 
in which the acceptances of any one firm appear in the mixed batches 
of bills which are daily offered them by the discount houses. Again 
they have a good idea of the capital and general credit of these private 
firms. Needless to say the bank or banks with which the private 
firm deals know accurately the condition of that firm, for English 
banks to an extent far greater than our own require of their customers 
intimate knowledge of their condition. Therefore, since each one of 
these private firms banks with some joint stock bank, it would be 
manifestly easy for the joint stock banks by concerted action to learn 
with considerable accuracy whether and to what extent a firm might 
be accepting in an imprudent amount. I do not mean to say that 
there is any formal association or comparison of notes on this 
subject by the banks; their long experience provides them with a 
subtle but nevertheless infallible means of checking this question; and 
then the operation of restricting the house which may be over- 
extending is a comparatively simple one, based upon the natural law 
of supply and demand. A joint stock bank receiving in its daily 
offerings too many acceptances of one house, or with too great a 
frequency, will from the lot of bills pick out this item, and say to 
the bill broker, that they do not care for it, that they have a sufficient 
line of that particular name. This reacts through the bill broker very 
directly on the accepting house, whose bills, if the extension is con- 
tinued, will depreciate; but it is generally the case, before this point 
is reached, that retrenchment takes place without further pressure 
being exerted. 

Amongst the greater accepting houses of London, there are three, 
whose names I will not mention here, but concerning whom I have 
obtained an approximate idea of the ratio of their capital to outstanding 
acceptance. This should be considered merely an estimate, although I 
have good reason for believing that it is fairly accurate. For con- 
venience we will call the houses in question Jones Brothers, Brown 
& Company and Smith & Sons. 

Jones Brothers, capital five and a half to six millions sterling, with 
acceptances outstanding of £18,000,000. 

Brown & Company, capital four to five millions sterling, with ac- 
ceptances outstanding rather under £18,000,000. 


Smith & Sons, capital two and a half millions sterling, with ac- 
ceptances outstanding of about £18,000,000 or slightly less. 


I have stated above that these houses show their balance sheets 
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privately to their bankers, and I am reliably informed that they 
do in fact show their balance sheets also to the Bank of England. 
Therefore in the various ways I have indicated the discount market 
is enabled to constantly possess a very fair idea of their position. 

In the foregoing I trust I have answered those questions contained 
in the first part of your letter. It is shown that in England there is 
no legal limit to the amount of acceptances which may be assumed 
by either banks or private firms, but I have also endeavored to show 
the factors which contribute towards the establishment of what might 
be termed a voluntary limit. Other than as hereinbefore indicated 
there cannot be said to be a “commonly accepted limitation.” 

With respect to the relative responsibility of the respective parties 
to a completed acceptance,—maker, acceptor, endorser,—and your 
question as to whether the endorsement of an acceptance by a respon- 
sible party in practice releases the acceptor from a part of his liability 
I find a unanimous opinion to the effect that it does not. 

While the holder of a bill presents it for payment of course at 
the office of the acceptor, the liability of the endorser is considered 
a great safeguard. The English banker takes the position that if a 
bill is refused payment in full by the acceptor, by whom it is payable 
on the date when that bill becomes due, he has in addition equal 
recourse to the endorser or endorsers. He reasons that the acceptor 
may at least be able to pay a composition amounting to, say, ten 
shillings in the pound. In turn he may collect from the endorser ap- 
pearing on the back of the bill (from whom he bought it) a com- 
position amounting to perhaps five shillings in the pound. For the 
balance he still has the right of recourse upon the other endorsers, if 
any, until ultimately if he has not collected the full amount due him 
he reaches the drawer of the bill. He figures that between them all 
he is almost certain to secure his full twenty shillings in the pound 
for the total amount of the bill. 

With respect to your inquiry whether 

“as a matter of practice, are the makers of paper, the acceptors 

and the endorsers graded so as to enable the bank buying an accep- 

tance to gauge the character of the security,” 
I find that there is no grading of the makers, acceptors and endorsers 
of a bank bill which can be expressed in difference of rate. While 
there is of course a difference in standing of different firms or insti- 
tutions, parties to the acceptance, it finds no expression except in their 
marketability, as in England the actual market rate for prime bills is 
uniform. In other words it is noticeable not only in the degree of 
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ease with which ready buyers can be found for them. Illustrating this 
more fully, the head of one large discount house states that he would 
at any time take very large lines of bills accepted by the firms of 
Jones Brothers, Brown & Company or Smith & Sons, while on the 
other hand he would not be nearly so ready to buy equally large 
amounts of some other houses. It is a fact that during periods of 
panic and stress in the past, amongst even the greatest accepting 
houses there have been very few which have not been talked about 
or found their position being questioned, and have [not] experienced 
difficulty at times in disposing of their paper. 

Concerning the relative merits of one and two name paper as 
referred to in the latter part of your letter, the best English opinion 
on this question expresses an unqualified preference for the two-name 
system. Far from believing that the responsibility is divided and 
thereby weakened through division, the English banker considers that 
the additional name vastly increases, if it does not double, the security. 
The illustration to which you refer—that a small manufacturer, by 
reason of being little known or having scant banking facilities, may 
be at an unfair disadvantage—presupposes a condition to which the 
English banking system affords no established analogy. One-name- 
paper, or, to express it differently, a promissory note unendorsed, is 
practically unheard of. The explanation of this is a comparatively 
simple one, and may be summed up in the ‘statement that such an 
instrument is foreign to the joint stock banking system. By way 
of elaborating this point it must be borne in mind that the tendency 
in England towards amalgamations, which during the past generation 
has reached its highest stage of development, has brought about a 
state of affairs where there exists in the entity of one joint stock 
bank many hundreds of other banks and branches. These great banks, 
comparatively few in number, and represented in practically every 
city and town of any importance in England by their branch banks, 
afford to the merchants and producers in each territory the facility 
which is termed an “overdraft credit,” which precludes the necessity 
of any such form as one-name paper or a promissory note, and in 
turn has no exact parallel among banking methods in the United 
States. Taking as an example The London City and Midland Bank, 
which has about a thousand branches, we will assume that a merchant 
in Nottingham requires at different seasons of the year for the 
conduct of his business a maximum credit of $100,000. The merchant, 
a client of the L. C. & M. Bank, having shown to them the state of 
his business, and having acquainted them with the reasons for his 
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occasional borrowing, is granted by them an overdraft credit up to 
$100,000. From time to time the amount he uses under this accom- 
modation increases or decreases according to his seasonal requirements. 
The gross magnitude of this form of financing is well illustrated by 
noting the following item under “Assets” in the London City and 
Midland Bank’s annual statement as of the 31st of December, 1914: 


“Advances on Current Accounts, etc............. $312,123,077.88” 

But it must be emphasized that the merchant in the case just cited 
would be regarded in a most unfavorable manner by his bank were he 
to spread out by borrowing through other means and methods from 
other sources and without the knowledge or permission of his Bank. 
This I am justified in stating would not be tolerated by the joint 
stock banks. It will, therefore, be seen that owing to the marked 
difference between our banking methods and those of England on this 
particular point, and in the probability that the two systems will 
continue to remain as far apart in this regard, there is little that 
we could gain from it for use or practice in our treatment of the 
small and reputable manufacturers and producers. 

I should say that the banks generally are favorably disposed 
towards good “trade” paper, but that they usually purchase this kind 
of paper oniy from their own clients. For this the banks of course 
receive good rates, and obviously are themselves the largest buyers 
of such trade acceptances. The handling of this kind of paper is 
evidently so much the easier in England when the joint stock bank 
branch system referred to above is borne in mind. One authority 
volunteered the opinion that these “domestic” bills of exchange, based 
upon the ordinary activities of manufacturers and merchants in good 
standing, whether endorsed or not by the banks, should form for 
our own country a peculiarly good type of two-name paper. The 
development of this class of acceptance in our country not only 
would undoubtedly facilitate the machinery of commercial activity 
among the larger manufacturers and producers, whose credit standing 
automatically affords them such accommodations as they may desire, 
but would prove of particular benefit to the smaller reputable manu- 
facturers and producers who heretofore have not had the same oppor- 
tunity for financial accommodation and bank facilities in proportion 
to their worth. 

An interesting topical illustration relating to the importance of 
two-name paper was brought to my attention by a gentleman who 
seemed to think it extraordinary that there should be doubt in the 
mind of any one as to its decided superiority over paper bearing a 
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single responsible name. He pointed out that in the past year the 
London market had been financing most of the purchases of the allies 
from America; that is to say that neither Russia nor France, especially 
the former, is solely responsible to the United States for their purchases 
here, but that the financing is done via England and that the Russian 
bill in particular is virtually backed in London. 


APPENDIX C TO CHAPTER XLIV 


Following is Regulation R, Series of 1915, superseding Regulation 
J of 1915, issued by the Federal Reserve Board, September 7, 1915: 


FEDERAL RESERVE BoarpD BANKERS’ ACCEPTANCE REGULATIONS 


BANKERS’ ACCEPTANCES 
I. Definition 


In this regulation the term “acceptance” is defined as a draft or bill 
of exchange drawn to order, having a definite maturity, and payable 
in dollars, in the United States, the obligation to pay which has been 
accepted by an acknowledgment written or stamped and signed across 
the face of the instrument by the party on whom it is drawn; such 
agreement to be to the effect that the acceptor will pay at maturity 
according to the tenor of such draft or bill without qualifying 
conditions. 


IT, Statutory Requirements under Sections 13 and 14 


Section 13 of the Federal reserve act as amended provides that— 

(a) Any Federal reserve bank may discount acceptances— 

(1) Which are based on the importation or exportation of goods; 

(2) Which have a maturity at time of discount of not more than 
three months ; and 

(3) Which are indorsed by at least one member bank. 

(b) The amount of acceptance so discounted shall at no time exceed 
one-half the paid-up capital stock and surplus of the bank for which 
the rediscounts are made, except by authority of the Federal Reserve 
Board and of such general regulations as said Board may prescribe but 
not to exceed the capital stock and surplus of such bank. 

(c) The aggregate of notes and bills bearing the signature or 
indorsement of any one person, company, firm, or corporation redis- 
counted for any one bank shall at no time exceed 10 per cent of the 
unimpaired capital and surplus of said bank; but this restriction shall 
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not apply to the discount of bills of exchange drawn in good faith 
against actually existing values. 

Section 14 of the Federal reserve act permits Federal reserve 
banks, under regulations to be prescribed by the Federal Reserve 
Board, to purchase and sell. in the open market bankers’ acceptances, 
with or without the indorsement of a member bank. 


IIL. Ruling 


The Federal Reserve Board, exercising its power of regulation with 
reference to paragraph II (b) hereof, rules as follows: 

Any Federal reserve bank shall be permitted to discount for any 
member bank “bankers’ acceptances” as hereinafter defined up to 
an amount not to exceed the capital stock and surplus of the bank 
for which the rediscounts are made. ' 


IV. Eligibility 

The .Federal Reserve Board has determined that, until further 
order, to be eligible for discount under section 13, by Federal reserve 
banks, at the rates to be established for bankers’ acceptances : 

(a) Acceptances must comply with the provisions of paragraph 
IikG@:),o(b), (cr hereof: 

(b) Acceptances must have been made by a member bank, non- 
member bank, trust company, or by some firm, person, company, or 
corporation engaged in the business of accepting or discounting. Such 
acceptances will hereafter be referred to as “bankers’”’ acceptances.* 

(c) A banker’s acceptance must be drawn by a purchaser or seller 
or other person, firm, company, or corporation directly connected with 
the importation or exportation of the goods involved in the transaction 
in which the acceptance originated, or by a “banker.” The bill must 
not be renewed after the goods have been surrendered to the purchaser 
or consignee, except for such reasonable period as may have been 
agreed upon at the time of the opening of the credit as a condition 
incidental to the importation or exportation involved, provided that 
the bill must not contain or be subject to any condition whereby the 
holder thereof is obligated to renew the same at maturity. 

(d) A banker’s acceptance must bear on its face or be accom- 
panied by evidence in form satisfactory to a Federal reserve bank that 
‘it originated in, or is based upon, a transaction or transactions in- 


* Drafts and bills of exchange eligible for rediscount under section 13, other than 
“bankers’ ”? acceptances, have been dealt with by Regulation B, series of 1915. 
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volving the importation or exportation of goods. Such evidence may 
consist of a certificate on or accompanying the acceptance to the 
following effect: 

This acceptance is based upon a transaction involving the im- 


portation or exportation of goods. Reference No. Name 
of acceptor 


(e) Bankers’ acceptances, other than those of member banks, 
shall be eligible only after the acceptors shall have agreed in writing - 
to furnish to the Federal reserve banks of their respective districts, 
upon request, information concerning the nature of the transactions 
against which acceptances (certified or bearing evidence under IV (d) 
hereof) have been made. 

(£) A bill of exchange accepted by a “banker” may be considered 
as drawn.in good faith against “actually existing values,’ under II (c) 
hereof, when the acceptor is secured by a lien on or by transfer of 
title to the goods to’ be transported or by other adequate security. 

(g) Except in so far as they may be drawn in good faith against 
actually existing values, as under (f), the bills of any one drawer 
drawn on and accepted by any firm, person, company, or corporation 
(other than a bank or trust company) engaged in the business of 
discounting and accepting, and discounted by a Federal reserve bank, 
shall at no time exceed in the aggregate a sum equal to a definite 
percentage of the paid-in capital of such Federal reserve bank; such 
percentage to be fixed from time to time by the Federal Reserve Board. 

(h) The aggregate of acceptances of any firm, person, company, 
or corporation (other than a bank or trust company) engaged in 
the business of discounting or accepting, discounted or purchased 
by a Federal reserve bank, shall at no time exceed a sum equal to a 
definite percentage of the paid-in capital of such Federal reserve 
bank; such percentage to be fixed from time to time by the Federal 
Reserve Board. 

To be eligible for purchase by Federal reserve banks under 
section 14, bankers’ acceptances must comply with all requirements 
and be subject to all limitations hereinbefore stated, except that they 
need not be indorsed by a member bank: Provided, however, That no 
Federal reserve bank shall purchase the acceptance of a “banker” 
other than a member bank which does not bear the indorsement of a 
member bank, unless a Federal reserve bank has first secured a satis- 
factory statement of the financial condition of the acceptor in form 
to be approved by the Federal Reserve Board. 
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V. Policy as to Purchases 


While it would appear impracticable to fix a maximum sum or 
percentage up to which Federal reserve banks may invest in bankers’ 
acceptances, both under section 13 and section 14, it will be necessary 
to watch carefully the aggregate amount to be held from time to time. 
In framing their policy with respect to transactions in acceptances, 
Federal reserve banks will have to consider not only the local demands 
to be expected from their own members, but also requirements to 
be met in other districts. The plan to be followed must in each case 
adapt itself to the constantly varying needs of the country. 


APPENDIX D TO CHAPTER XLIV 


The following “History of the Development of the Acceptance 
Regulations” was prepared late in 1915 by a member of the Board. 
It was generally circulated and produced various replies. In reprint- 
ing it personal references are omitted wherever possible because re- 
plies thereto could not be given at length for lack of space. 


HIstTory OF THE DEVELOPMENT OF THE ACCEPTANCE REGULATIONS 


In developing the acceptance regulations of the Federal Reserve — 
Board during the year 1915, the main point of discussion has been the 
question of how large a scope should be permitted to this branch of 
banking. It is safe to say that the majority of the Board, when the 
deliberations began, took the view that the acceptance business would 
be a kind of specialty in which the banks in the large centers were 
chiefly interested while the primary function of the system was to take 
direct care of the requirements of the country as expressed in promis- 
sory notes, and, what we have now designated as trade acceptances. 
Even the clearing function was by some apparently thought to be of 
more importance than the development of the acceptance busi- 
nesso Liaw; & 

From the beginning, I held, and tried to impress upon my col- 
leagues, the view that acceptance business was not a luxury; that it was 
not a subtraction from other sections of the country, but was rather an 
added benefit to all; that it was destined to become a most important 
factor in our system, not of subordinate but of equal importance to 
the single name and trade acceptance business, and, in the future, 
sure to become more important for the development of the system than 
any other class of paper. 
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As against this view, there was a constant effort by a majority of 
the Board to restrict the development of the acceptance business to 
what they considered safe lines, which were rather the minimum than 
the maximum which could be given it. Many months were consumed 
in these discussions; invaluable indeed not because the Federal Reserve 
Banks lost an early opportunity of earning money from this source, 
but because the member banks did not get that early start in launching 
themselves at full speed into this business which it was of the greatest 
importance for them and for the country to make. . ; 

Gradually, the weight of opinion turned in favor of the more 
liberal action. . . . . Even after the Board’s first regulation had 
been adopted and after actual operation had amply shown that, if the 
Federal Reserve Banks were restricted to purchasing only member 
bank acceptances or non-member acceptances when indorsed by member 
banks, they would secure only a very limited amount of business, he 
suggested to the Board that we reverse the policy then adopted and 
abandon the purchase of unindorsed acceptances of non-member 
banks. . 

While, however, the questions of “member bank” or “non-member 
bank” and of “Section 13 or Section 14” consumed the main attention 
during these months, there were several incidental questions which 
developed from time to time and in which the same spirit and align- 
ment were shown. 

One of these questions was the construction of the meaning of the 
term “importation or exportation.” As early as January 3, 1915, the 
records show that I tried to construe importation and exportation as 
including shipments not only between the United States and foreign 
countries, but also between foreign countries. 

Early in May, in view of the approaching Pan Naserieat Finan- 
cial Conference, . . . . Secretary McAdoo asked my views on the 
question how we could best financially serve the Pan American Repub- 
lics. I told him that there were very few things that the Federal 
Reserve Banks could really do, with the possible exception of two: 
on the one hand, by acceptances, our member banks could finance 
their business—export or import—not only with us, but with other 
countries, just as England has heretofore done; while on the other, 
we could assist the development of trade by forward discount quota- 
tions. I told him also that, for months past I had urged my colleagues 
to proceed on these lines. He said without hesitation that he agreed 
with my views and would vote accordingly. . 
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CLAUSE (e) 


A clause of lesser importance, but worth mentioning . . . . is 
clause (e). 
. The draft (January 3, 1915) contained a paragraph read- 
ing as follows: 


“(e) When goods sold or consigned, or a lien thereon, form 
the security for an acceptance, it may be considered as drawn in 
good faith against actually existing values as under I (c) supra.” 

In the draft of January 14, this clause was amended to read as 
follows: 


“(e) When goods sold or consigned, or a lien thereon, form 
the security for an acceptance, it may be considered as drawn in 
good faith against actually existing values, as under I (c) hereof 
when it is adequately secured by the goods to be transported, or a 
lien thereon, or, in case of release of such lien, by other adequate 
security to be substituted therefor.’ 


After the regulation had been in operation for some months, it was 
found necessary to provide for this substitution and ultimately the 
language was reinserted in our second amended regulation of April 2. 

With the same purpose of avoiding any possible abuse, Mr. 

suggested that there be inserted a clause to the effect that 
the amount of acceptances should not be in excess of the approximate 
value of the goods to be imported or exported. This clause was later 
omitted because it was felt that, in case of shrinkage of value, the 
clause might prove embarrassing, and because it was felt that we should 
not insert in the regulation provisions which would make supervision 
unnecessarily burdensome. The clause was put in and then eliminated. 
And. again, . . . . was inserted, but later it was eliminated once 
for alee" 


CLAUSE (c) 


On January 15, the Board was apprised of a credit operation to be 
undertaken for the Russian Government. It involved the issue of 
drafts on American bankers by the Russian Ambassador. The ques- 
tion arose whether these drafts should be admitted to rediscount at | 
Federal Reserve Banks. The question was fully discussed, both from 
the economic and from the political point of view. The problem 
involved the broad question of finance drafts, and the Board finally 
took the position that it was not desirable for the Federal Reserve 
System to take any finance drafts, and that, by adopting this policy, 
the political question whether or not acceptances drawn by belligerent 
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powers could properly be taken by the Federal Reserve Banks was 
eliminated. To this policy there was no dissenting voice. : 
On January 15, the Board adopted a clause reading as follows: 
“(bb) Such acceptance must be drawn by commercial or agri- 
cultural concerns (person, company, firm or corporation) and con- 


nected with the importation or exportation of goods involved in 
the transaction against which the acceptance is drawn. 


Originally OWES the- Case. prea: 


“(c) Such bankers’ acceptances must be bills drawn by or for 
account of a commercial, etc.” 


This “or for account of” would have had the effect of enabling banks 
to draw for account of commercial firms. The Board, however, at 
that time, did not wish banks to draw. . . . . It was felt that com- 
mercial firms should draw themselves. The clause was then changed 
into “drawn by and for account of a commercial, etc.” This again 
would have been very stringent because, in that case, a commercial 
firm could not have drawn for account of a government. 
. The Board . . . . finally decided to insert in the clause 
(bb) the words “and for account of” which had been stricken out, so 
that ultimately the paragraph read “drawn by a commercial firm, etc., 
directly connected with the transaction.” This permitted a commercial 
firm to draw on an American bank for account of a foreign govern- 
MENS ee y 
The draft of January 28 was accompanied by a memorandum 
‘ in which . . . . special attention [was given] to the fact 
that the phraseology excludes both banks and governments as drawers. 
. It must be remembered that, at that time, the Adminis- 
tration had publicly taken the attitude that it did not look with favor 
upon American loans to belligerent powers. . . . . The minutes of 
the Board contain the following record, which, though unusual, it was 
thought necessary to make just in view of the important bearing that 
this question might have: 


» “Mr, Hamlin reported that he had submitted the text of the 
circular and regulation relating to acceptances to the Secretary of 
the Treasury, who had been unable to attend the meeting at which 


they were finally adopted, and that the Secretary had no further 
suggestions to make,” 


Governor Hamlin’s memorandum, submitted to Mr. McAdoo, read 
as follows: 


“EXTRACT FROM ACCEPTANCE REGULATIONS” 


“A bill drawn for account of and by a commercial, industrial, 
or agricultural concern (that is, some company, firm, corporation, 
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or individual) directly connected with the importation or exporta- 
tion of the goods involved in the transaction out of which the ac- 
ceptance has originated.” 


This permits the seller or buyer, at home or abroad, to draw the 
bill. 


It excludes 


(a) Bills which are in effect loans unconnected (or only indirectly 
Sa aN with the specific sale of merchandise, i.e., finance 
ills. : 

(b) Drawings of bills by or for account of any foreign government, 
such bills or acceptances being in effect loans to such govern- 
ments. 


Li 


Federal Reserve Banks have no right under the Act to discount 
acceptances which in effect are merely a device for loans to foreign 
governments. 

Federal reserve banks are in essence government institutions. 


1. The government appoints 3 out of the 9 directors. 

2. The government can remove any or all of the directors for cause. 

3. The government takes to itself all profits—by a franchise tax— 
over and above the expenses, 6% dividend and the fixed surplus 
fund. 

4. The government, through the Federal Reserve Board, has the 
power to control the actions of the Federal reserve banks, and 
it is the duty of the Federal Reserve Board to insist that the law 
shall be obeyed as laid down in the Federal Reserve Act. 

5. The government has ruled that the capital and resources of these 
banks are not subject to the International Revenue tax. This 
ruling based upon the fact that the Federal reserve banks are 
not in essence banks but are in fact government institutions con- 
trolling the member banks in the interests of the public. 

6. Federal Reserve banks, under the Federal Reserve Act, cannot loan 
diréctly to foreign governments, nor buy the bonds, notes, or 
warrants of foreign governments. : 

7. Being in effect government institutions and carrying government 
deposits and being fiscal agents of the government, a loan, di- 
rectly or indirectly, by such institutions to a foreign government 
is in effect the same as if the United States Government itself 
made a loan to such foreign governments. 

8. It is well settled in international law that a neutral government 
: may not furnish assistance in the way of loans of money or sup- 
plies of war to a belligerent. : ; 

9. Not only must a neutral State refrain from such loans, but it also 
is bound to use its power to prevent any such breach: of 
neutrality. 

10. The United States is, therefore, bound to take the necessary steps 
to prevent the Federal reserve banks, essentially government in- 
stitutions, from making, directly or indirectly, such loans to for- 
eign governments in breach of the obligations of neutrality. 

11. Even apart from any question of neutrality, the Federal Reserve 
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Board should insist that no device be permitted to bring about a 
violation of the Federal Reserve Act by a loan, directly or indi- 
rectly, to a foreign government. 


III. 


The acceptances in question, if discounted by a Federal reserve 
bank would violate the Federal Reserve Act because their discount 
would amount in law to a loan or to the purchase of the obligations of 
a foreign government, which is not permitted under the Act. 

e.g. The bills in question are said to be drawn by the Russian Am- 
bassador upon banks or bankers which represent in this transaction 


the Russian government. They are in effect promissory notes of 
said government. 


LV. 


The acceptances, it is said, are to be renewed at maturity, thus 
showing that their real intent is a loan to said government. 

Such acceptances could not lawfully be discounted as they really 
mature more than 3 months later than the time of discount. 


Ales 


The government, as a neutral power, is bound to take the necessary 
steps to prevent its own instrumentalities being used to give assistance 
in the way of loans of money to a belligerent. 


VI. 


There is no element of liquidity in such transactions, for there is 
no commercial transaction subsequent to the first sale which will 
provide the funds to be furnished to the acceptor so that he may meet 
the acceptance. For example, if such acceptances were universally 
given and discounted by banks and bankers over the whole commercial 
world, there would be no certainty that they would be paid .by the 
acceptors at maturity. It would depend entirely upon the ability of 
the foreign government to furnish to the acceptor funds with which to 
meet the acceptances and such ability is notoriously a very uncertain 
quantity, depending as it does upon the power of taxation rather than 
upon the possession of funds derived from a commercial transaction. 

An instance of this uncertainty is afforded by the failure of the 
firm of Baring Brothers, in England. In 1890 the Argentine Govern- 
ment had drawn bills upon Baring Brothers to provide funds for 
various public improvements. When the bills matured the Argentine 
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Government could not furnish the funds to meet them, and the result 

was the failure of Baring Brothers, which may be said to’ have pre- 

cipitated a financial crisis which extended all over the civilized world. 
Another memorandum read as follows: 


Washington, February 6, 1915. 

In writing its acceptance regulation, the Board had of necessity 
to bear in mind the problem of what attitude Federal Reserve 
Banks should take in case they should be offered acceptances drawn 
for the purpose of financing transactions involving the importation 
or exportation of goods but drawn for account of foreign govern- 
ments. : 

The question had to be considered from several points of view— 
one the broad economic basis, involving the question of whether 
foreign governments shall be permitted to finance their require- 
ments by using the rediscount facilities of the Federal Reserve 
Bank System or whether they should not be forced to do their 
financing in the security market by selling their long term bonds or 
short term treasury notes. In the latter case, the appeal is to the 
investor, while if permitted to rediscount their bills of exchange 
drawn on American banks they would absorb the funds of the bill 
market; that is to say, the facilities which properly should be re- 
served for the requirements of commerce and trade, and for the 
individual borrower. One might say, for the “smaller” borrower, 
because what applies to a government would apply with equal force 
to the large corporations, for their requirements go into hundreds 
of millions and, for this same reason, they should not be permitted 
to absorb the commercial credit facilities of the banks of the 
country. They have at their disposal the broad security market, 
which is not available for the individual borrower. The scope of 
the operations of such large corporations and governments is such 
that, if permitted to borrow on a large scale by using short term 
banking credits, they would be apt to absorb the bulk of the credit 
facilities of note issuing institutions, and the consequence would 
be that whatever would be left for the individual borrower would 
be available for him only at so much higher price. 

If, to illustrate, a government wanted to sell six months treas- 
ury notes on its own credit, it might be able to do so only upon an 
eight to ten per cent basis if it appealed to the investor direct. If 
a banker steps in between and, for a sufficient compensation, is 
willing to take the risk and substitute his own credit by giving his 
acceptance, the investor puts up his money at, let us say, three per 
cent. The difference has gone to the government and to the guar- 
anteeing banker. As a matter of fact, the transaction results in 
the foreign government selling its six months warrant with the 
guaranty of the American banker and selling it in the bill market 
instead of the security market at three per cent. instead of eight 
per cent. 

To further illustrate, if the reserve banks would buy $25,000,000 
of these acceptances at three per cent., it is probable that they 
would have to put up the rate at once for their further purchases 
of acceptances as they may be offered by others for the financing 
of importations and exportations, for their means available for this 
purpose would have been largely absorbed, and it is easy to see 
that the transactions might well take a.larger scope and seriously 
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interfere with the program outlined for the Federal Reserve Banks. 
Furthermore, it should be considered that the law struck out the 
power of Federal Reserve Banks to invest in foreign warrants. 
The Federal Reserve Banks are permitted only to buy warrants 
issued by states and municipalities of the United States. The 
financing of foreign governments was advisedly eliminated from 
the Act. 

Foreign government banks have adopted very definite methods 
to rule out from their transactions what they call “finance bills”; 
that is to say, bills that are not based strictly on commercial trans- 
actions but such that are drawn for account of banks or brokers 
for the purpose of carrying bonds or stocks or so-called “financ- 
ing.” There is no doubt that the Federal Reserve Banks will have 
to adopt a similar policy of self-protection in this respect. The 
Federal Reserve Board for this reason included in its regulation a 
clause II1(c) providing that a banker’s acceptance must be “a bill 
drawn for account of and by a commercial, industrial or agricul- 
tural concern (that is, some company, firm, corporation or indi- 
vidual) directly connected with the importation or exportation of 
the goods involved in the transaction out of which the acceptance 
has originated.” This would bar such transactions as would be 
drawn for account of a foreign government or a finance institution. 

If this broad view be adopted, it would dispose of the second 
angle from which the problem will have to be viewed; that is, the 
question of whether Federal Reserve Banks should purchase bills 
drawn by or for account of foreign governments which are bel- 
ligerents. One particular case is actual; it is the question of Rus- 
sian bills drawn, as the Board has been informed, by the Russian 
Ambassador, on certain banking firms for the purpose of financing 
goods to be exported. The question involved in this case offers a 
very simple proposition. These bills show on their face that they 
are drawn for account of a foreign government at war, and the 
question is, shall these bills be purchased by a bank which is operat- 
ing under government auspices and issuing notes which are direct 
obligations of the United States, banks which, furthermore, by the 
law, will be the only fiscal agents of the Government and which 
may hold large Government deposits which might directly be used 
in the purchase of such bills. 

The question, if put in this form, would have been one not to 
be disposed of by the Federal Reserve Board but rather by those 
in charge of our national policy. As long as the Federal Reserve 
Board covered the entire question by the broad provision as out- 
lined under II (c), the question of belligerency ‘and neutrality was 
not involved. If, however, this clause should be omitted, the banks 
would have to be prepared to act upon the question of whether or 
not they should refuse to buy these bills or any bills because they 
would have been drawn for account of a belligerent. 

(The Board in its deliberations also touched upon the question 
of contraband articles, but it was felt that it was not the Federal 
Reserve Banks’ duty to follow the proceeds of the rediscount 
operation to this extent and that it might properly be considered 
as a step of super-arrogation of power if the Board attempted any 
regulation in this respect.) 

It is felt, however, that the Board should be certain that, in 
outlining its plan of procedure, it should act in harmony with the 
Government. It is to be expected that whichever way the Board 
acts in this matter criticism and innuendoes will be directed against 
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it, and it is important, therefore, that the Board should. be certain 
of its ground and sure that it is carrying out a policy which is in 
entire harmony with that of the Administration. 

It was the general opinion that, if, as planned, the Board regu- 
lated on the broad lines of sound and well-recognized economic 
principles, the question could be handled without giving offence ‘to 
any particular side. 

The question which is being discussed by the Board in this con- 
nection is, should Clause II (c) read, “Such acceptance must be 
drawn for account of and by a commercial firm, etc.” In the first 
case, a bank could not make its acceptance eligible for rediscount 
with a Federal Reserve Bank if the acceptance was made for ac- 
count of a government for a government is not a commercial firm 
or manufacturer or producer. In the second case, a commercial 
firm by drawing the bill for account of a foreign government 
would comply with the requirement of the regulation. It ought to 
be added that the vast majority of such import and export trans- 
actions is not done directly for account of foreign governments but 
by some: foreign firms acting as contractors. Any foreign govern- 
ment, by charging a commercial firm with the purchase of the 
goods, could secure the articles and they could be financed through 
American acceptances eligible for rediscount. It is only when the 
foreign government wants to use its own credit in our market and 
secures accommodation, not as a direct borrower selling its own 
treasury notes, but by the subterfuge of letting the banker accept 
and when it secures such credit from the bill market instead of 
from the investor, that the regulation would act as a preventive. 


There can be no doubt that the Board acted after the most careful 
consideration and in full knowledge of ali the phases involved in the 
question, 


RENEWALS 

On June g,.. . . the negotiations undertaken by Brown 
Brothers, of New York, for the creation of a $25,000,000 credit in 
favor of French banks. There ensued a correspondence...» 
certain things that would have to be done in order to bring the 
transactions within the policy of the Federal Reserve Board... .. 


there should be in the agreement some reference to the goods which 
. were to be purchased, so as to bring these drafts within the restrictions 
of the existing regulation, and that it would be necessary to undertake 
that the drafts should not be renewed after the goods had been delivgsed 
to the consignee or purchaser. 

At a later conference, . . . . it might be a matter of prudence 
to avoid the appearance that any belligerent government was directly 
connected with the contract to be made with the accepting banks. All 
of this was in keeping with our policy theretofore pursued... . ..) 

_ Counsel expressed the opinion that it would be advisable to have 
some reference to the specific goods to be purchased. and that, if that 
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were done, the transaction could be made to come under our regulation, 
but he raised the point that renewals could not be agreed upon in 
advance. . . . . our counsel finally conceded (orally) that he was 
wrong in his first opinion and that renewals based upon importations 
or exportations would be permissible for member banks and also 
eligible for rediscount with Federal Reserve Banks. 

On July 15, the Board wrote to the New York Bank t ofiya elie the 
opinion that a national bank could not agree in advance to the renewal 
of a credit in excess of a period of sixsmonths. 

Subsequently, there was a meeting of the Board in Washington on 
August 4. 

A new letter was then written by counsel to the Board and by the 
Governor to Mr. Strong, of which I received a copy and to which I 
immediately gave my assent. This letter contained the following 
clause, 

“Tt is hardly necessary to point out that the banks should be 
scrupulously careful not to devote to such acceptances an undue 
proportion of their available credit resources, bearing always in 
mind the necessity of providing for the domestic commercial trans- 
actions of the country, very much larger in amount than the for- 
eign trade transactions.” 

A meeting of the Board was then called for August 10 at New 
York to finally act upon this ruling of counsel. It was at this meeting 
that . . . . radical change of view had taken place . 

Members . . . . showed themselves as eager, not only to grant 
agreements for renewals, but were arguing and voting for unlimited 
renewals even after the goods would long have been shipped and 
delivered to the purchasers, and they propounded the theory that 
Federal Reserve Banks were no more “governmental agencies” than 
national banks, and that questions of “unneutral acts” should be 
entirely disregarded. . 

It may be readily seen from the history of the acceptance regula-_ 
tion and the attitude taken by the various members that, up to the - 
meeting of August 10, the negatives had been leaning back at every 
step tending toward further development, while the positives had been 
constantly trying to liberalize the interpretation and to widen the 
scope of operation. . . . . While up to that date, as the record shows, 
it had been due only to persistent efforts that [the negatives| had finally 
consented to a liberal ruling permitting renewal of acceptances, it 
developed at the end of that meeting that they were eager to shape 
the interpretation of the ruling so as to permit indefinite renewals of 
these drafts without any limitations, even after the goods had been 
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delivered to the purchaser or consignee. It became apparent also that 
they had become convinced that it was unnecessary to consider in any 
way the question of the quasi governmental position of the Federal 
Reserve Board and the Federal Reserve Banks. They contended that 
there was no difference in this respect between a national bank and a 
Federal Reserve Bank. 

This change of attitude became even more apparent at the subse- 
quent meetings of the Board on September 2 and 3, when Messrs. 

. .. and... . were willing to adopt in toto, excepting the one 
Eiause covering open market operations, the Strong amendments, 
which, as frankly acknowledged by Governor Strong, had for their 
purpose to permit finance drafts and also drafts, finance or otherwise, 
drawn by foreign governments or their agents. 

This development was extraordinary because it completely reversed 
the situation. While, so far, I had been pushing for liberalization so 
as to enable the country to establish the American bank acceptance as 
a factor in the world market, Messrs)))..) ..and . ../0.,)from 
being negatives changed to ultra positive. That is, they Seen to 
adopt a policy which would disregard important principles heretofore 
established by the Board and would go beyond the law and the ruling 
of counsel without giving to their fellow members a plausible explana- 
tion for this rather surprising change. They abandoned the principle 
heretofore adhered to by them that acceptances must be kept within 
well-restricted bounds, and they were now anxious to open the door 
wide even for finance drafts. Whereas theretofore they had insisted 
that the drafts must be of a commercial character; that the goods 
must be specified and while Mr... . . was very slow in con- 
ceding that banks at all might draw such acceptances, they were now 
eager and, as a matter of fact voted, to strike out any reference to 
specific goods, and they were willing to permit the construction that, 
if a draft should be drawn by any bank or government, without any 
connection or reference whatever to an import or export transaction, 
that the draft should be considered as based upon import or export 
transaction; provided only that, when discounted, the proceeds of the 
bill be used by some third party for the purchase of a check on a 
foreign country (e.g., in order to pay for pictures bought in London). 
This would justify us in considering the original transaction as based 
upon importation or exportation of goods. If the same draft should 
be drawn and the proceeds should be used to buy a check on London to 
enable some one to buy a house in London or pay for his traveling 
expenses to London, the original bill drawn would not have been based 
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upon importation or exportation of goods; nor could it be so considered 
if the proceeds had been used for some domestic purpose. Certainly 
the drawer of the bill in that case would have no knowledge what 
would become of the proceeds of the bill when he sent it for discount, 
and the acceptor, who generally has nothing to do with the discount 
operations, would have a hard time, when accepting, to make sure that 
the specific proceeds would be sold to a foreign exchange broker who 
happened to want to sell it to an importing or exporting firm. . 


CLAUSE (f) 


The language of Clause (f) in the Board’s regulation of April 2, 
1915, was as follows: 


({) A bill of exchange accepted by a “banker” may be con- 
sidered as drawn in good faith against “actually existing values,” 
under II (c) hereof, when the acceptor is secured by a lien on or 
by transfer of title to the goods to be transported; or, in case of 
release of the goods before payment of the acceptance, by the sub- 
stitution of other adequate security. 


Governor Strong . . . . insisted on the language: a banker’s 
acceptance must be drawn by a purchaser or seller “or by a banker.” 
A banker should be permitted to draw, even though he be absolutely 
free from any connection with an importation or exportation transac- 
tion, neither purchaser nor seller, nor agent or banker for the pur- 
chaser; in other words, plain finance draft. And a majority of the 
Board, . . . . adopted this point of view. 

To complete the record, it ought to be added that there was a pro- 
tracted discussion in the Board concerning the question of whether or 
not non-member banks—and particularly private bankers—should be 
required to make to the Federal Reserve Banks or to the Board full 
statements concerning their financial status. 

After prolonged discussions, the latter point of view prevailed, and 
it was agreed that the acceptance of non-member banks and bankers, 
if taken without a member bank’s indorsement, should be eligible only 
if such non-members would make statements to the Federal Reserve 
Bank “in form satisfactory to the Federal Reserve Bank and to be 
approved by the Board.” The restrictionists wished to have “the 
form prescribed by the Board” but finally, as above stated, the more 
liberal policy prevailed. 

It is interesting to note that those who continually had tried to 
assume for the Board the maximum of supervision and control, to the 
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extent even of claiming for the Board the power, not only to regulate, 
but even to administering the Federal Reserve Banks, completely 
reversed their position when, in dealing with the last amendment, 
they opened wide the acceptance regulation and left to the discretion 
of the Federal Reserve Banks questions, not of administration only, 
but even questions of principle. 


CHAPTER XLV 
THE FIRST PERIOD OF DEVELOPMENT’ 


Effectiveness of Organization 


The question, how satisfactorily the new type of banking 
organization had operated in the first period of development, 
is difficult. It is not enough to be clean or free of partisanship, 
a business organization must be efficient as well. In essence, 
the Federal Reserve Act sought to eliminate red-tape admin- 
istration by placing within the hands of the several banks the 
actual work of practical banking, leaving to the Federal Reserve 
Board itself only those general duties and that exercise of 
supervisory authority which can be maintained with a small 
staff of trustworthy employees. The Federal Reserve Board 
from the beginning of its existence perceived the possibilities 
of this arrangement, and from the outset sedulously strove to 
abstain from interference with routine business at the several 
banks, with the selection of personnel, or with any matter which 
could properly be placed in the hands of the banks themselves. 
This policy resulted in the choice by the several banks of their 
own staffs, wholly free of interference on the part of the 
Federal Reserve Board, although the Board, in the case of 
the higher officers, freely gave its advice when requested. The 
Board not only chose its own staff without reference to political 
considerations, but made the choice under a system of selection 
as rigid and careful as. that employed by the Civil Service 
Commission. A number of employees who had been chosen 
by the Reserve Bank Organization Committee were transferred 
automatically to the staff of the Reserve Board; but in this 


_ 1 In the first part of this chapter (pages 1031 ff) large use has been made of an 
article on ‘‘The First Year of the New Banking System,” by the author (Political 
Science Quarterly, Dec., 1915). 
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transfer the Board merely accepted what it found. Its own 
selections were: made inthe way already indicated. The Board, 
moreover, largely reduced the size of the staff employed by 
the Organization Committee; and, as compared with other 
government bodies, its expenses would unquestionably be con- 
sidered very moderate. At the several banks efforts had in 
most cases been made to keep expenses to a reasonable level and 
to avoid employing supernumeraries. 


Businesslike Management 

From the larger standpoint, also, the general working of the 
organization had, in the main, been effective. Shortly after the 
banks were opened, there was a period during which action upon 
the numerous questions presented to the Federal Reserve Board 
was not immediate, owing to the fact that many factors still 
had to be ascertained and much information collected concern- 
ing conditions in the several districts. Without due investiga- 
tion, any ruling that might have been issued would have lacked 
uniformity and would probably have been subject to extensive 
change at a. later date. The delays which then occurred, 
therefore, may be regarded as unavoidable, and they were for 
the most part soon eliminated. In. fact, it was the testimony 
of many who were directly affected by the Board’s work that 
it had succeeded in obtaining unexpectedly prompt action, and 
had avoided delay to a degree that had enabled the banks to 
act with at least reasonable speed upon the applications of their 
customers. As for the banks themselves, there was at first 
in the minds of many of their members the thought that they— 
like the Board—would be red-tape institutions, operated under 
such conditions that business men could hardly hope to get 
accommodation from them save in times of necessity and 
under conditions that would not make it worth while for them 
to attempt the maintenance of regular relations. This predic- 
tion, wherever it was made, had failed of verification. Not 
a few of the federal reserve banks had done exceptional 
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educative work in explaining to their members what they had 
to do to secure prompt and effective attention in their applica- 
tion for rediscounts. All this had taken time but in many in- 
stances the service rendered by the reserve banks was prompt 
and satisfactory as that rendered by the larger correspondent 
banks of the cities, and there was no reason why a. member 
bank possessed of discountable paper could not confidently 
count upon the accommodation that it desired, without undue 
delay and at a minimum of expense. 

In the relations between the several banks and the Federal 
Reserve Board, there had been difference of opinion upon 
points involving current operations. These divergences had 
been of minor importance except as to the question to what ex- 
tent the weekly discount rates might be considered under the 
direct control of the Federal Reserve Board. Whatever doubt 
had properly been entertairfed on this point had, however, been 
dissipated by the definite position assumed by the Board to the 
effect that discount rates could not become effective without 
its approval, and that the scope and purpose of the act, as such, 
undoubtedly gave it the right to make suggestions as to the 
general discount policy of the several banks. 


Rate of Discount 


Perhaps no one feature of the Federal Reserve Act had 
received so much attention prior to the organization of the new 
banks as its provisions regarding the rate of discount. During 
the agitation for the Aldrich or Monetary Commission bill, 
much had been said of the supposed necessity of developing a 
uniform rate of discount applicable to the whole country. The 
Federal Reserve Act was framed upon the theory that such a 
uniform rate of discount was neither practical nor desirable 
for a country possessed of so great an extent of territory as 
the United States, and containing within itself so many dif- 
ferent industrial conditions and such widely varying demand 
for, and supply of, capital. 
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Briefly stated, the situation as to discount rates throughout 
the country had previously been as follows: A small number 
of large banks, most of them situated in New York, and some 
in other large cities, had made a practice of developing the 
discount business for banking customers. Themselves desig- 
nated as “‘reserve agents,’ they had held the reserves of the 
other banks of the national system, and had attempted to 
develop their own resources upon central banking principles. 
How far they succeeded may be realized from the fact that 
one institution had had at times about six thousand country 
correspondents, national and state—that is to say, other banks 
holding business relations with it, and in most cases depositing 
a part of their reserves with it—while others had at times 
had nearly as many. Some competition had existed between 
these large banks, but “banking ethics’’ had prevented an undue 
development in such a direction. In consequence, rates of 
discount had been fixed practically upon the basis of what the 
traffic would bear, and loans had been made practically upon 
a collateral system. On this basis, rates had varied widely; 
and, on the whole, had been high; at times, however, they had 
been very low, if conditions were such as to lead the city banks 
to push out more funds into current use. 

The organization of the federal reserve system changed the 
situation in two ways. It offered to the banks of the country 
the opportunity of obtaining rediscounts by actually presenting 
specific items of paper, not as collateral but for the purpose of 
obtaining a bona fide rediscount in each and every case. Fur- 
ther, it had established throughout each federal reserve district 
a definitely known rate of rediscount, published periodically, 
and available to all member banks upon exactly the same condi- 
tions. The effect of this change had been important. It had 
tended to bring about the standardization of rates by city banks 
on a level substantially similar to that fixed by the federal re- 
serve bank in the district in which the rate was offered. It had 
thus given to borrowing banks a standard of comparison which 
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in the past they had never possessed. They now knew that 
by going to the federal reserve bank with a given, carefully 
described kind of paper, they could get 30-day accommodation 
at, say, 4 per cent. In the past they had usually learned from 
their financial journals that “‘prime’’ commercial paper could 
be disposed of at, say, 4 per cent, while “good to fair’’ was 
considerably higher; but they had too frequently found, when 
presenting their paper, that it was of the good-to-fair variety, 
and as such necessitated the payment of the higher rate. Dis- 
count rates throughout the country had undoubtedly been ab- 
normally low since the autumn of 1914. The Federal Reserve 
Board had recognized this fact, and had constantly endeavored 
to avoid making them lower than they should have been. It 
was therefore impossible to say as yet whether the effect of the: 
federal reserve system had been the much desired lowering 
of rates of interest. What is certain is that the banks had 
their discounts at a very low rate, and that they had obtained 
these discounts under standard conditions that they probably 
could not have hoped to obtain without the new system. 

All this, however, had had to do merely with the rate of 
interest paid by one bank to another. What the public was 
prone to inquire was whether the new system had succeeded 
in reducing the rates to the customers of the banks. To this 
it might be answered that anything that resulted in reducing 
the rate of interest a bank had to pay, tended in due time to 
reduce the rate of interest it could charge. Further, the fact 
that individuals knew that their bank was able to rediscount 
a given note at, say, 4 per cent, necessarily made them unwilling 
to pay an excessive advance over that rate. Business men 
who understood that their paper fell within the requirements 
of the Federal Reserve Act, were able to demand, and did in 
practice exact, a rate on such paper corresponding roughly 
to the rate fixed by the federal reserve bank plus a moderate 
commission. Some of them had been able to discount their 
paper below that rate because their own banks were holding 
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high reserves and were eager to get business. Had the condi- 
tions been reversed, and had severe stringency been prevalent, 
they would have been able to demand accommodation from 
their banks based upon the rate charged by the federal reserve 
bank of the district. The effects of the federal reserve system 
_upon the large business man, or the business man irrespective 
of size, who knew how and was able to make his paper coincide 
with the requirements of the Federal Reserve Act, had been 
already perceptible and important. The effect of the act upon 
other borrowers whose paper was not eligible to rediscount 
had probably been very much less. In time it was to be ex- 
pected that every borrower would get the indirect benefits to 
which he was entitled under the law; but this was a matter 
involving banking competition, and requiring a relatively long 
period for its application. 


Open Market Provision 

The Federal Reserve Act, however, had made provision for 
a system whereby the benefits of the law could be definitely 
conveyed to the public at large whenever circumstances per- 
mitted. This was found in the open market section (Section 
14) of the law. As originally drafted, Section 14 provided 
that federal reserve banks might buy in the open market notes, 
drafts, and bills of exchange of the kind which had been made 
eligible for rediscount. The provision was subsequently emas- 
culated so as to apply only to bills of exchange and cable 
transfers; but the bills of exchange provision alone would have 
been sufficient to insure a very large circle of transactions 
between federal reserve banks and the people at large, based 
upon the actual sale of goods, and without the intervention 
of any member bank. This provision was necessary from a 
strict banking standpoint for the purpose of enabling the 
reserve banks to make their rates of discount effective—that 
is to say, to insure the extension of rates similar to those 
which they themselves were charging. The reserve banks had 
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been advised by official circular under what conditions they 
might proceed with such transactions but few had acted on 
the suggestion. The open-market provision therefore (except 
as it related to municipal warrants, acceptances and bonds) 
remained largely inoperative. It was undoubtedly one of the 
most important provisions in the act and forms the means 
whereby the benefits of the federal reserve system might, if 
desired and permitted, be carried immediately beyond the 
limited circle of banking customers without waiting for the 
slow effect of indirect competition. 

One aspect of the question as to how far the so-called 
“small man’’ had obtained benefits from the reserve system, 
might be better understood from an analysis of the paper dis- 
counted by federal reserve banks, according to the size of the 
note. Such an analysis is presented in the table on page 1040, 
and from this it is clear that loans of the smaller class had 
greatly predominated. A reason why this had been the case 
was that theretofore the business of federal reserve banks had 
been almost wholly with the smaller institutions among their 
members. In those districts where the rank and file of the 
members weré banks of small or moderate capitalization, the 
business of the reserve banks had been much more active than 
in those where the bulk of the capital was in the hands of a few 
very large banks. As 1s suggested by the table, the large banks 
had, to a considerable extent, stood aloot; partly, no doubt, 
because their reserves were high and they did not need to seek 
accommodation outside of their own vaults. 


Attitude of Members 


It was, however, both an interesting and a regrettable factor 
in the present situation, that a certain number of the city 
banks had been inclined to regard the federal reserve banks 
as competitors of their own, likely to draw the country banking 
trade away from them, and consequently to be more or less 
quietly opposed in their operations. Coupled with this had# 
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been the fact that few well-managed city banks had been in 
position to require any assistance themselves. The consequence 
had been that the business of several of the reserve banks 
during the first year of their existence had been, to an extent 
that would probably never again be duplicated, confined to deal- 
ings with country banks in more or less difficult circumstances. 
There were exceptions to this statement. Some prosperous 
and able bankers, including-a few who did not need any accom- 
modation, had deemed it wise to become customers of federal 
reserve banks for the purpose of keeping the machinery in 
working order; or of showing good-will; or of, incidentally, 
clearing a neat profit for themselves, as in the case of one 
large bank which retired its interest-bearing clearing-house 
certificates by discounting at a lower rate with a federal reserve 
bank. These cases, although more or less numerous, were, 
however, as already stated, the exception. The efforts of the 
federal reserve system in the aggregate had therefore been 
devoted largely to the relief of the small country institutions. 

This had been in many ways a service of exceptional merit. 
During the year after the opening of the new system, there 
had been remarkably few bank failures, as against the heavy 
crop of failures which had usually succeeded past periods of 
stringency and difficulty. Undoubtedly the federal reserve 
system had done well in preventing bank failures—how well 
would be only a matter of opinion even on the part of those 
intimately conversant with the situation in each district. While 
recognizing this situation, the student of banking would, how- 
ever, naturally inquire whether in fact the federal reserve 
system in its future operations was likely to confine itself 
largely to dealing with hard-pressed members. In answering 
this question a great deal had to depend upon the extent to 
which the banks entered the open-market field, and the extent 
to which individual business men consented to sell their paper 
in the form of bills of exchange available for purchase by 
reserve banks under the open-market section of the law. It 
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would probably be some time before large city banks, hereto- 
fore in the habit of doing a substantial part of their business 
with country bank customers, would consent to abandon this 
trade, even in part; and a still longer time before they would 
habitually resort to the federal reserve banks themselves. It 
must be a matter of education and also of development to 
induce them to do so. Meanwhile the federal reserve banks 
could look to open-market operations as a means of enlarging 
their business beyond the confines of mere assistance to mem- 
bers who found themselves obliged to seek aid. 

However, the tendency of the reserve banks, under the 
existing conditions, to deal largely in paper of small face value, 
was illustrated by the comparison already furnished which 
shows that nearly one-third of all paper discounted was in 
notes varying from $2,500 to $5,000; and nearly one-fourth 
was in notes between $1,000 and $2,500; less than 9 per cent 
of the notes (taking August as a representative month) were 
over $10,000 each, while a substantial percentage of all was 
under $500. The comparison, moreover, undoubtedly afforded 
a conclusive reply to those who had alleged that the resources 
of federal reserve banks were being used simply for the promo- 
tion of the interests of city banks. 


Massing the Reserves’ 

The first and foremost function of the federal reserve 
system was, in fact, that of massing the reserves of the country 
in a small number of places. This is a process which had not 
been fully accomplished, but which was approaching comple- 
tion. The federal reserve banks were, by June 30, 1916, the 
holders of $404,206,000 in money, while the reserve and 
central reserve cities of the country were the holders of 
$524,147,000. Prior to the organization of the federal reserve 


i i i ken from a survey made 
2 The following pages of this chapter are in large part ta 
by the author in 6 for the Governor of the Federal Reserve Board, 


1042 FEDERAL RESERVE SYSTEM IN OPERATION 


system there were $633,861,000 in the banks of the reserve 
and central reserve cities. No reasonable comparison between 
the figures existing before the organization of the reserve banks 
and those that were applicable two years later was possible, for 
the reason that industrial and financial changes had been so 
great during the period in question, while bank deposits had 
been so long subjected to the influence of external changes of 
various kinds, that to attempt to isolate the effect of the reserve 
system upon these holdings of cash would have been out of the 
question. What we can say with certainty is that in 1916 
there was a centralized and efficient system of reserves avail- 
able for the purpose of meeting the necessities of member 
banks in case of need. 

In the beginning there was great fear on the part of many 
bankers that the transfer of reserves would be accompanied 
with serious suffering and loss to them. The figures already 
given (page 1040) show that no such suffering or sacrifice 
had occurred, but that on the contrary the prosperity of the 
member banks had advanced step by step with the progress 
and development of the federal reserve system. - Provision 
‘Toe w) great system of reserves, amounting to $404,206,000, 
and of whose efficacy there could be no doubt in any mind, 
had taken place without involving any loss whatever to the 
member banks, by the use of whose resources this reserve had 
been built up. The provision of this reserve, with all that 
it meant in the way of safety and in the elimination of un- 
necessary and expensive methods of doing business, was the 
first and fundamental achievement of the new system. It was 
the point at which the new system touched the experience of 
other countries by attaining the object which had universally 
been found necessary by advanced modern nations—the estab- 
lishment of an effective central system of credit accommodation 
available for the conversion of bank assets into immediate 
means of payment. 


THE FIRST PERIOD OF DEVELOPMENT 1043 


Elastic Note Issue 

Closely in conjunction with the foregoing advance is to be 
reckoned the provision oi an elastic note currency. The fed- 
eral reserve system had beyond any question provided an ade- 
quate method for supplying a circulating medium of exchange 
based upon business and depending for its volume, in theory, on 
the quantity of business transactions undertaken in the country 
ata given time. By the middle of 1916, there was outstanding 
in circulation about $220,490,000 of federal reserve notes, and 
behind ‘them there were held by federal reserve agents 
$204,476,000 in gold coin, and $16,220,000 in commercial 
paper. The federal reserve banks themselves had, however, 
the sum of $101,094,000 in commercial paper, while their 
resources were such as to enable them to discount for member 
banks an almost unlimited quantity of commercial paper held 
by these banks in their vaults. The notes that had been issued, 
therefore, merely indicated the method by which currency 
might -be obtained from federal reserve banks when desired, 
and furnished no indication whatever of the relief that might 
be expected through this means when the machinery of the 
system was fully called into play. Limited as it had been, 
the experience so far had shown that the machinery for the 
issue of notes furnished by the Federal Reserve Act was, so 
far as rules allowed, adequate; and that there could be no 
reasonable doubt that at any time of stress or difficulty when 
the system might be called upon to render such service, it would 
be able almost instantaneously to meet the requirements of 
those who might call upon it for assistance through the medium 
of note issue. 


Effect on Commercial Paper 

In spite of the errors already sketched in former chapters, 
the federal reserve system had done much to standardize the 
commercial paper of the country. The circulars and regula- 
tions of the Board, whatever criticisms might be passed upon 
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them, supplied the only authoritative and general definition of 
commercial paper of the various kinds that had been available 
in this country theretofore; while the efforts of the federal 
reserve banks to secure the co-operation of member banks and 
their borrowers in putting their paper into a form likely to cor- 
respond with the rules of the Board, had been the first organized 
attempt to bring about uniformity of practice and unanimity 
of action in the direction desired. That the action thus taken 
was already having an important influence in bringing about 
the standardization of accounting and uniformity in the defini- 
tion of various commercial terms, could not be questioned. 
The system, therefore, must be credited with having taken 
the first really practical step in a direction long desired by 
theoretical reformers and practical business men—that of 
unifying the business practices and commercial paper of the 
country, and of providing a basis for the extension of credit 
on a recognized and established foundation. 


The Discount Market 


Likewise growing out of the centralization of reserves and 
the standardization of commercial paper, was the work done 
by the reserve system in bringing about what is called a ‘‘dis- 
count market.’”” This discount market was the product partly 
of the standardization of paper and partly of the creation of 
new forms of paper, such as the bankers’ acceptance, available 
for the financing of international transactions. It was partly 
also the outcome of the actual operations of the reserve banks 
themselves with their established and publicly posted discount 
rates. 

The federal reserve system had also operated very strongly 
to the reduction of the rates of interest upon commercial 
paper of known value. It was estimated by some that this 
reduction amounted to perhaps 1 per cent; but whether more 
or less than this, it was undoubtedly true that such a tendency 
to reduction had occurred, and that it would continue to 
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operate as time went on and as circumstances warranted its 
further evolution. This did not mean a loss of profit to any 
member of the community. As is well known, the rate of 
interest is made up of three distinct elements—the one provid- 
ing a return for the labor and investigation required for the 
analyzing and carrying through of any particular operation; 
the second providing the remuneration necessary to induce 
owners of capital to part with it; while the third provides a 
fund to be used as an insurance against risk. The reduction 
of the rate of interest by federal reserve banks was in part a 
reduction in the latter element of cost; that is to say, a lowering 
of the risk element in it merely meant that the federal reserve 
system had provided a method for recognizing and guarantee- 
ing unquestionably good paper, and for adjusting the rate of 
interest on such paper so that it more nearly corresponded with 
the actual sacrifice involved in advancing money on it. It 
formed, in other words, a method whereby the legitimate and 
conservative borrower could obtain accommodation at a rate 
corresponding to what he had to offer, and was relieved of 
the necessity of paying more, as shown, in view of his own 
responsibility and solvency. The advantage of this reduc- 
tion had been distinctly recognized by those small business 
men who, in the past, had been unable to obtain the low rate 
of interest to which their business uprightness and efficiency 
entitled them, notwithstanding that they were conducting their 
operations upon such a basis as to warrant the extension to 
them of the best and cheapest credit the community could 
afford. 


Growth of Business 

While thus meeting the needs of the general public and: of 
the financial community at large in many and important ways, 
the federal reserve system had also rendered a direct and 
important service to the banks themselves in enlarging their 
opportunities for profit. In this connection the system had 
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opened to the national banks three distinct avenues of business 
previously closed. It provided for the making of acceptances 
by bankers, and had thereby enabled them to profit greatly 
through the use of their credit, particularly in transactions 
involving international operations. Second, it had, through 
its provisions for the extension of fiduciary powers, enabled 
many banks, particularly those of the smaller capitalization, 
to undertake functions previously forbidden to them, but which 
in many communities they could conduct to the great advantage 
of their customers as well as of themselves. Finally the act 
had enabled a large proportion of the member banks to make 
direct loans under safe and conservative conditions based upon 
real estate, thereby permitting the extension of accommodation 
to farmers in a degree and under conditions that were pre- 
viously not available. This had undoubtedly been to the bene- 
fit of the agriculture of the country; but it was also greatly 
beneficial to the bankers themselves from the mere standpoint 
of profit and of security. 


Special Services 


In a variety of special ways the reserve system had been 
of very large and immediate service. The assistance rendered 
by it in connection with the distressing conditions surrounding 
the cotton-growers of the South shortly after the opening of 
the European war, has been earlier reviewed. By the applica- 
tion of various appropriate methods, the Federal Reserve Board 
and the banks located in the southern states had succeeded in 
allaying the alarm felt in those states, and in materially im- 
proving the general business conditions there, ultimately there- 
by aiding in the restoration of normal prices for cotton. Like 
service had been rendered in connection with other businesses 
and in other portions of the country, for the work of the Board 
had at no time been sectional, private, or exclusive. It had 
stood ready to relieve to the utmost of its ability difficult con- 
ditions wherever they might be developed, and in this duty 
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it had succeeded in a very marked degree, not merely in the 
cotton states, but at a number of other points. It had never 
been necessary for one federal reserve bank to call upon another 
for assistance through the placing of rediscounted paper with 
that other; but the Board had always been ready to facilitate 
such transactions and to throw the strength of the entire system 
forward to the support of any particular section of the com- 
munity that might find itself attacked. The fact that no such 
action had been needful was a strong testimony to the sound 
working and beneficial influences of the system itself; but it 
is worth while to note that the machinery for this kind of 
relief had always been available and in working order. 


Support of Foreign Trade 


The federal reserve system had also played a limited part 
in connection with the new development of foreign trade. In 
all, 44 banks had been authorized to accept up to 100 per cent 
of their capital and surplus, and it was estimated that the 
volume of drafts in the foreign trade accepted by American 
banks and bankers was about 175 millions. This, however, 
was but one element in the business. As is well known, many 
state institutions hastened to follow the example of the federal 
government by according their own institutions authority to 
undertake the business. In consequence an acceptance market 
of some scope had been developed outside, as well as inside the 
reserve system. 

The service rendered to foreign trade, moreover, had been 
larger through indirect than through direct channels, although 
both were equally the outcome of the new system. Shippers 
in foreign countries, desirous of continuing or expanding their 
business with the United States, had secured the aid of Amer- 
ican banks, and had opened accounts with the latter. In some 
cases, American banks had agreed to meet drafts drawn upon 
them, such drafts being protected in case of necessity by 
American securities held in trust, and simply hypothecated 
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whenever conditions required it, in order to restore the balance 
of the foreign drawers. In other cases, a credit had been 
established and maintained against warehouse receipts rep- 
resenting commodities stored in foreign countries, and ready 
for, or in process of, shipment to the United States, as circum- 
stances demanded. Still other classes of accommodation had 
been arranged according to the convenience of foreign dealers 
and the facilities of American banking houses. The outcome 
had been that of transferring to the United States a consider- 
_able part of the actual work of ‘‘carrying’’ commodities in 
transit to and from this country—a burden formerly borne 
by banks in London and other European markets. A circum- 
stance which had greatly aided in this process had been the 
increasing inability of foreign banks to continue to furnish 
the accommodation which exporters had been in the habit 
of receiving from them. 


Work Still Remaining 


Several of the provisions of the Federal Reserve Act were 
still incompletely applied, or had not yet been called into play 
at all. The federal reserve system was only a beginning of 
something which, if properly carried out, would transform the 
banking system of the United States. Future lines of develop- 
ment of the system were evidently three in number: 

1. The completion and strengthening of the activities already 
undertaken. 

2. The full and detailed application of all the essential pro- 
visions of the Federal Reserve Act. 

3. The creation and development of an influential part in the 
banking life of the country. 


The original and basic idea of the act was that of the 
transfer of reserves from the reserve-holding banks of the 
cities to the federal reserve banks. This process had not been 
completed, and could not be for a year to come. Congress 
had, by amendment to the Federal Reserve Act, rendered the 
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process of transferring the reserves from the member banks 
to the reserve banks a very much easier and more natural 
process than it would otherwise have been; but there still 
remained the work of breaking off the older relations with 
the city reserve correspondents, and of definitely transferring 
. the reserve holdings to the reserve institutions. The impor- 
tance, not to say the necessity, of doing this promptly in order 
that the reserve banks might be strong and able to exert their 
full functions when the return movement of gold from the 
United States to Europe set in, had been amply recognized. 
Even when the complete legal transfer of reserves had been 
made in the way provided by law, the question still remained 
how far the member banks of the country would go in strength- 
ening and building up the gold holdings of the reserve banks 
by voluntarily transferring to them the excess reserves. 


Membership 

The history of the membership of the reserve system had 
passed through several periods. At first there was an appar- 
ently general disposition on the part of state banks and trust 
companies to accept membership. This was followed by a 
period of indifference. Later a new attitude seemingly set in, 
some strong state institutions having become members of the 
system, while others were carefully considering the steps to 
be taken with a view to membership. There had been no such 
general application for admission to the system as was neces- 
sary in order properly to round it out, and to make it an in- 
clusive organization comprising practically the bulk of the 
strong commercial banks of the country. 

Closely allied to this matter was the question of the clear- 
ing and collection of checks. The federal reserve banks had 
made a beginning in the installation of a complete clearing 
and collection system, and were doing good work along lines 
which were certainly conservative and legal. As yet they were, 
of course, collecting only a small fraction of the exchanges 
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of the country. Their service in this regard would have to 
be greatly enlarged if they were to perform their whole duty 
and render their best service to the business public. The fur- 
ther expansion and application of the clearing and collection 
system was, therefore, one of primary lines along which future 


development had to proceed. This development would inevi- _ 


tably result in enlarging the profit and improving the condition 
of all of the banks which became parties to it. It was not 
a plan for unfair reduction of earnings or for the crippling 
and curtailment of their various activities. It was designed 
to help and not to hurt them. But in this new and undeveloped 
field much remained to be done, and much experimentation was 
necessary before the best way of applying the new methods to 
the advantage of all and without injury to any could be found. 


Activity of Reserve Banks 

The question also remained whether the reserve banks 
would be able to naturalize themselves, so to speak, as practical, 
living members of the banking community, doing a regular 
banking business, day in and day out, of meeting a regular and 
sustained demand, and making a steady profit as a result of 
their work. Their earnings were not being made in the main 
through rediscounts or the purchase of commercial paper, and 
the question was one to be settled how soon the reserve banks 
would be able to derive their principal income from regular 
operations in business paper growing out of practical trade 
operations. They might have been greatly assisted in the 
attainment of this object had they entered the field of foreign 
exchange from which they had been debarred largely as the 
result of unsettled condition of exchange in Europe. But in 
the meantime there was a large domestic field to be covered 
by the banks in establishing their true place in the commercial 
paper market. The task of occupying this place was urgent, 
not merely because of the question of earnings and expenses 
of the banks, but because the true function of a reserve bank 


—— 
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to the rate of interest and the general discount market of the 
country could not be performed unless the bank was a live 
factor in the market of the country. How far the actual 
practice of rediscounting would be developed at an early date 
by the member banks was still to be seen. 

But while awaiting this development, and particularly in 
case it should be unexpectedly slow in arriving, the banks 
might still become factors of importance in the general open 
market for commercial paper. To take up this branch of 
business permitted by the regulations of the Board, but only 
engaged in to a limited extent, implied the working out of 
a comprehensive system of credit information, and the estab- 
lishment of relations with various agencies through which in- 
formation of the desired kind could be secured. This process 
would take time and involve a considerable amount of execu- 
tive and business skill. It was, however, a matter that could 
safely be entrusted to the individual reserve banks. This 
branch of the system’s development opened a large field of acti- 
vities. 


Exchange Operations 

In important particulars the Federal Reserve Act had not 
been applied at all. Of these, perhaps none was so important 
as the section which had to do with foreign exchange and 
foreign business in general. The Federal Reserve Act made 
full provision for the creation of branches of member banks 
abroad, and also for the establishment of agencies of federal 
reserve banks. Precisely what the functions of these agencies 
were to be, and the nature of their relationship with the 
branches of member banks as well as with other banks and 
banking institutions, had not been determined inasmuch as 
no branches of federal reserve banks had been undertaken. 
There was a large field of important work still to be covered 
by the federal reserve system in this connection before the 
federal reserve banks could be said to have even approximately 
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discharged the duties and responsibilities imposed upon them 
by the act. How great the importance of this phase of their 
activities might be, could be judged only by those who had 
formed an adequate conception of the probable part to be 
played by the United States in international trade after the 
war was over. 


Fiscal Business 


The development of the fiscal side of the business of the 
banks was likewise still in its infancy. Under the terms ot 
the law the reserve banks were the fiscal agents of the United 
States government, a duty which thus far they had discharged 
only upon a limited basis. It was to be expected that in the 
future financing of the United States the system would gradu- 
ally assume the duties of providing for such issues of bonds, 
retirement and refunding of existing indebtedness, and such 
other financial operations as might be necessary from time to 
time. It would extend its scope in the handling of the daily 
business of the Treasury and sub-treasuries as the banks be- 
came better and better able to render this service and as the 
other functions exercised by fiscal branches of the Treasury 
were gradually transferred to them. In other ways there still 
remained important fields to be covered before it could be 
asserted with any. reasonable assurance that the Federal Reserve 
Act was completely and fully in operation. 


CHAPTER. XLVI 
CLEARANCES AND TRANSFERS 


Origin of Problem 

One of the most difficult problems of the federal reserve 
mechanism that had been offered to the Board for treatment, 
was found in the provisions relating to clearances and transfers. 
At another point attention has been given to the general ques- 
tion of an interdistrict clearing system as embodied in what 
came to be called the “Gold Settlement Fund,” but nothing has 
been said of the local or district transfer question. In Book 
I, when tracing the evolution of the Federal Reserve Act, it 
was shown why the par collection and clearing house provisions 
were introduced into the measure at a comparatively advanced 
stage of its history. As was seen at that time, the reason for 
calling for par collection and for requiring each reserve bank 
to act as a clearing house for its members, was found in the 
fact that only in this way did it seem likely that the federal 
reserve system would ever attain its full stature or would suc- 
ceed in getting a regular flow of business to and from its 
member banks. 


History of Section of Law 

The provisions had not been incorporated into the first draft 
of the Federal Reserve Act, partly because at that time it was 
believed that extensive open market provisions could be 
embodied in the measure. As the struggle over the passage of 
the act proceeded the difficulty of keeping such provisions in 
the law made itself apparent and accordingly the elimination 
of any except a comparatively limited open-market section was 
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regarded as probable. With this in view, it was believed that 
success was not likely to come to the measure in ordinary opera- 
tion unless some means should be provided for keeping the 
reserve banks regularly and steadily engaged, even in time of 
slack discounting, and for insuring a regular flow of items into 
and out of their vaults, thereby making the reserve balances 
with them a tool of trade and not merely a dead or idle fund 
held in banks for possible emergencies. 

Nevertheless, it had not been supposed that the introduc- 
tion of the system in actual practice would prove easy. Even 
while the measure was on its way through Congress, it had 
received the general and severe opposition of country banks 
who had specified the par collection provision as particularly 
distasteful to them. They had demanded that this provision 
be eliminated, and they had so far succeeded that in the Senate 
they were able to secure a modification of the provision. Never- 
theless, in conference committee the par collection clause had 
been restored in approximately its original form, so that when 
the Federal Reserve Board took office it found itself subject 
to the necessity of putting into effect at some comparatively 
early date a system whereby actual clearing house work would 
be done by reserve banks, and whereby members would be 
encouraged to deposit with them regularly the checks and 
drafts drawn on other members which they received. 


Opposition to Provision 


The Board, however, had hardly organized when the oppo- 
sition to this provision, both within and without its member- 
ship, became very pronounced. Country bankers were against 
it because they saw that, notwithstanding there was nothing in 
the Federal Reserve Act to compel a bank to furnish exchange 
free of charge to its customers, the tendency of a par collection 
system which operated as between banks would eventually be 
to transfer the benefit of the service to the customer. Recog- 
nizing this fact and realizing that a large proportion of their 
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own earnings were derived from exchange, the country banks 
were, as a mere matter of self-interest, opposed to par collec- 
tion. On the other hand, the par collection idea was obnoxious 
to city banks, many of them believing that without this they 
would be able to offer a competing service to the country banks 
which would enable them to hold deposits from country cor- 
respondents; while they thought that if the reserve banks took 
over the par collection services as proposed, it would be almost 
out of the question for them to retain their own deposits 
untouched even during the three-year period which had been 
allowed for a complete transfer of reserves. They accordingly 
undertook to oppose the idea in toto and there was evident 
from the beginning a very strenuous disposition to discredit 
the whole notion and to contend that it was unsound or unwork- 
able. These ideas were strongly impressed upon the governors 
of reserve banks and took root in their minds to such an extent 
that in early conference with the Federal Reserve Board, dur- 
ing the autumn of 1914, some of them assumed a position 
which appeared to be almost equivalent to a refusal to introduce 
par collection." This conference, however, proved only an 
introductory step in the discussion. It was followed by many 
other conferences during the winter of 1914-1915, at which 
the difficulties of the case were urged, and at one time it was 
proposed that the whole subject be laid on the shelf or referred 
to Congress for clarifying legislation. Nevertheless the views 
expressed at the first session furnished the keynote of the 
entire debate. 


Nature of Objections to Par Collection 

The nature of the objections to par collection should be 
carefully noted, not only for their own interest but because the 
subject is still one which is before Congress for the purpose of 
readjustment. Perhaps the first and basic objection that was 


1 Attached as Appendix A to this chapter is a statement of the views expressed at 
the conference in question. These are given at some length because of the light they 
throw on the history of the collection system. 
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offered came from within the Board and was presented by way 
of an opinion of the Board’s counsel, who held that it was not 
possible for reserve banks to receive from their members checks 
and drafts drawn on other members, and to charge them off 
against the accounts of the latter until the latter had first seen 
and acknowledged such claims, at the same time authorizing 
them to pay. As to this question opinion differed widely not 
only among the practical bankers of the system but also among 
legal authorities. The opinion of the Board’s counsel has 
always been the subject of more or less controversy but was 
hesitatingly accepted as valid, the Board thereupon reconciling 
itself to the necessity of coping with the plan even under the 
handicap that had thus been imposed upon it from the legal 
standpoint.” It is interesting to note at this point that in some 
way this opinion of counsel almost immediately became semi- 
public, being distributed among the reserve banks and among 
others who were interested in the situation notwithstanding 
that the counsel himself had never issued it. 

A second objection to the plan was found not in any legal 
phase of it, but in the assertion that the collection system sought 
to be established by the Federal Reserve Act was uneconomic 
inasmuch as that system apparently called for immediate debit 
and credit—the check being credited to the depositing bank as 

-soon as received and charged off against the reserve account 
of the member on which drawn at the same time. This uneco- 
nomic character was said to be found in the fact that such 
immediate debiting and crediting necessarily resulted in the 
creation of demand obligations payable prior to the time that 
the funds had become “available.” Or, to put the case in 
another way, if Bank A deposited with Federal Reserve Bank 
No. 1 a check for $100 drawn on B, which was at once credited 
to A and debited to B, some time must elapse before the infor- 
mation of this debit entry could be conveyed to B. During that 


* Probably the first expression on this subject was given by the counsel in a letter 
of Jan. 4, 1915, reproduced in Appendix B to this chapter. 
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lapse of time B would suppose itself to be fully in possession 
of its unimpaired reserve balance and would continue making 
loans or drawing on account just as if the check had not been 
debited to it. Of course, this view entirely ignored the fact 
that practically as many checks would be drawn in favor of B 
as against B, and so on throughout the entire aggregate of 
banks, so that the effect of the immediate debit and credit 
would simply be to cause the transfer of ownership without 
creating any additional ‘‘float.”. The argument, however, of 
the uneconomic character of the proposal attained a wide 
acceptance and was nowhere stronger than within the Board 
itself. 

In addition to these arguments was the further, although 
less popular, contention that the effect of having reserve banks 
act as clearing houses through the par collection system. would 
practically amount to a destruction of the older clearing houses, 
which would wane in importance and eventually would be 
forced out of business by reason of the fact that there would 
be nothing for them to do. As is well known, the clearing 
house influence in many of the larger cities had always been 
very powerful and the local clearing house has frequently 
exerted an influence which had little or nothing to do with its 
actual professional operations, being primarily directed to the 
general oversight of the banking community; the establishment 
of standards of conduct among the banks, and the repression 
of methods or practices that were deemed undesirable. 


First Result of Controversy 

Although the Board never inclined in any open way to give 
much weight to the clearing house argument, so that it would 
be difficult to judge exactly what force was really acquired by 
that line of thought, it is unquestionably true that the other 
two phases of the argument strongly appealed to members, 
so much so that there was great hesitation about proceeding. 
A sharp rift developed among the members, one group. taking 
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the position that the clearing house and par collection section 
was desirable, not to say necessary, and that the reserve banks 
should be encouraged to put it into effect fully; the other group 
taking the view that the provision was one of the dangerous 
and radical notions which had found their way into the Reserve 
Act, and that it should so far as practicable be limited in opera- 
tion, all of the reserve banks being subjected to uniform rules 
and regulations to be laid down by the Board. This latter 
group undoubtedly overreached itself by putting its case too 
strongly. 

Very soon after the organization of the system had been 
tentatively completed, the reserve banks of St. Louis and 
Kansas City had expressed a wish to adopt a complete system 
of par collection, and were eventually permitted to do so by 
the Board. They had installed such a system in those two dis- 
tricts and considerable progress was being made in the applica- 
tion of the method, at the same time that report was being 
sent to the Board from the eastern districts that the notion was 
wholly impracticable and out of the question. Not only was 
this true but there were apparently members of the Board who 
would have preferred to see the St. Louis and Kansas City 
experiment unsuccessful and who from time to time reported 
unfavorably with regard to its progress or what they had 
heard with reference thereto. . 


History of System in the Southwest 


The St. Louis and Kansas City clearing systems continued 
in an isolated way but never attained full success, largely 
because of the fact that they never succeeded in becoming a 
part of any general whole. It was out of the question to expect 
the two banks at St. Louis and Kansas City to compete suc- 
cessfully with the collection system that could be offered by the 
larger banks of those places, coupled as it was with the services 
furnished by correspondents in the eastern sections and with 
a general network of correspondent relationships throughout 
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the two districts in question. Without going in detail into the 
history of this southwestern experiment, it may be noted, how- 
ever, that the work done by the two banks was well worth 
while, since it demonstrated the entire feasibility of par col- 
lection as well as of prompt debit and credit, and thus put to 
flight a good many of the arguments that were being urged by 
other reserve banks. On the whole great credit should be 
assigned, therefore, to the banks at Kansas City and St. Louis 
for their courage in first installing this portion of the reserve 
banking mechanism, and they should be recognized as having 
materially contributed to the full development of the system at 
an early date. Without this contribution the full development 
of the plan might have been deferred for a good while. 


Tentative Plan Established by Governors 

By the early spring of 1915 the issue regarding par col- 
lections had been so sharply drawn and the fact that it existed 
was giving rise to so much criticism—not only on the part of 
those within the system but also of member bankers and others 
who desired to see the experiment tried—that a committee rep- 
resenting the governors of reserve banks eventually evolved a 
plan which was tentatively put into operation. The Board 
determined to keep out of the controversy for a time, and to see 
what would happen. This plan was announced in the Federal 
Reserve Bulletin and took effect on May 1, 1915.° Its general 
purport was to establish at federal reserve banks lists of mem- 
ber and other banks who were voluntarily willing to assent to 
a plan of immediate debit and credit. Thus, if, say, 150 banks 
out of a total of 750 signified their willingness to join the 
voluntary system of collection, all checks and drafts and cash 
items that were received on any business morning would im- 
mediately be charged off and credited, as the case might be, 
among this total of member banks. On the other hand, items 


3 See Bulletin, May, 1915, pp. 6-8, reprinted as Appendix C to this chapter. 
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received from members, whether included in the 150 or not, 
and drawn upon other members who were not included in the 
voluntary list, would be put through the process of collection. 
The effect of the system, had it worked well, would have been 
that of establishing a par collection system for a limited element 
in the community, while leaving in another group all of those 
who preferred to postpone or defer the collection of checks. 
On the face of the thing, however, the system could not work 
well and it required only about a year of experience to demon- 
strate this fact to the satisfaction of all. By the spring of 1916 
the Board was already working upon a substitute proposal for 
the unsuccessful scheme introduced by the governors. 


Board’s Final Proposal 


There had been no lessening of the controversy and friction 
centering around the par collection question, but on the con- 
trary the irritation produced by the new plan had become more 
intense. The Board therefore did not think it well to install 
the system in its original form as contemplated by the act, 
but determined upon a so-called involuntary collection system 
in which debit and credit would be deferred—that is to say, 
if Bank A deposited a check or draft drawn on Bank B, 
another member, such check would be forwarded to B, and 
after the lapse of a sufficient period of time during which 
nothing was heard from B, the check would be charged off 
against the account of B. The time was carefully calculated 
in each case on the basis of railroad train schedules, so as to 
allow in every case a sufficient period within which the check 
could arrive at the counter of Bank B and be theoretically 
presented there for cash and a return of funds be made. This 
meant in the eastern districts a delay of only a day or two in 
nearly all cases, but it of course greatly impaired the general 
working of the plan. With this tentative proposal there was 
coupled, however, a full acceptance of par collection. Every 
check thus received and debited on the deferred plan was 
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handled without any charge appropriate to its amount. At the 
outset, the system undertook to make a small per item charge 
because of the fact that at the time revenues were so scanty ; 
but even this was later abolished. 

The new system went into effect on July 15, 1916, and 
almost immediately showed its superiority to the tentative plan 
which it had superseded. It now applied to ‘all member banks, 
and in order so far as possible to draw in outside banks, 
reserve banks were urged to say to such non-members that 
they would be welcome to join under proper conditions in 
the collection system. Thus for the first time intradistrict 
collection on a national scale became an established fact, and, 
taken in conjunction with the gold settlement fund, furnished 
a means of collecting and paying items in and between all parts 
of the country—a situation which had never before existed 
under the older system, wherein individual transfers and indivi- 
dual collections had been the order of the day. 


Small Banks Still Hostile 


The successful working of the collection system did not, 
however, appease the small banks. They succeeded in effecting 
an organization whose purpose it was to bring about a recog- 
nition by Congress of the right on the part of every bank to 
charge an exchange rate of not more than 1/10 of 1 per cent. 
Such a charge was, of course, very modest as compared with 
the rates which had been made by many of them in the past, 
but it was rightly felt that the adoption of any such proposal 
would constitute a very serious breach in principle and that it 
therefore could not be thought of for a moment. Notwith- 
standing that the small bankers succeeded in enlisting the 
support of a good many of their reserve city correspondents, 
and notwithstanding that between them they were successful 
in developing a fairly powerful organization at Washington, 
Congress continued indisposed to yield to them, more especially 
in view of the fact that Mr. Glass who was still at the head 
of the Committee on Banking and Currency, as well as of 
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course the Treasury authorities, showed no favor to the pro- 
posal of the exchange charging bankers. 


Effort at Legislation 


Eventually, however, the opposition element among the 
bankers gained ground sufficiently to secure the enactment by 
the Senate of a measure which, had it become operative, would 
have resulted in the establishment of a charge of 1/10 of I per 
cent flat upon all domestic exchange. True, it was not so 
phrased as to interfere with the existence of the so-called par 
points established by the clearing houses, and they would 
undoubtedly have continued to exist in the future just as in 
the past. The effect of the bill, however, would undoubtedly 
have been to eliminate reserve-bank par clearance and to 
establish a recognized charge of 1/10 of 1 per cent. In some 
ways this would have been a great advance over the condition 
which had existed prior to the adoption of the Federal Reserve 
Act, inasmuch as it would have forbidden the exorbitant rates 
of exchange which had come to prevail in a great many parts 
of the country. It would not, however, have been more than a 
partial relief from the exchange conditions which had _ pre- 
viously prevailed, and it would have tended largely to destroy 
the federal reserve clearing system itself. 

Asshas already been indicated, the reason for the existence 
of the federal reserve clearing system was far deeper and more 
important than any consideration of exchange charges. Par 
clearance was necessary in order to direct the stream of checks 
and drafts to the reserve banks and thus to keep the reserve 
balances there constantly living and changing, thus preventing 
them from becoming mere dead sums of cash held simply 
because required by law. It was the more important that this 
function should be maintained in view of the fact that the 
Federal Reserve Act contained so weak and ineffectual an 
open-market section. So, although there was every reason to 
favor par clearance from the standpoint of general utilization 
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of the check system, the real reason for its employment was 
much deeper. All this of course appealed strongly to Mr. 
Glass and to his colleagues in the House of Representatives ; 
yet they found it difficult to make headway against the influence 
of the smaller banks of the country which were strongly set 
upon the adoption of the proposed legislation. The committee 
of bankers which was supporting this legislation had taken into 
its service a former officer of one of the reserve banks who had 
himself been active and influential in the establishment of par 
clearance, but who had now turned against it. The passage 
of the act in some form was apparently unavoidable, so far had 
the measure been allowed to advance through various legisla- 
tive stages. How to make it innocuous and to prevent it from 
throwing the entire clearance system into disorder was a 
serious question, eventually solved by Chairman Glass through 
the introduction of an amendment which provided that no 
federal reserve bank should charge or pay exchange. This 
largely rendered the remainder of the measure useless, since 
the purpose of it was originally to authorize member banks to 
charge exchange at 1/10 of I per cent, not merely to one 
another but also to reserve banks. If the latter could not be 
called upon to pay exchange, the,provision of the act was not 
of much significance one way or the other. 

Thus, once more, the effort to destroy the clearance system, 
and with it a large part of the federal reserve system, by con- 
gressional action had come to nothing. Disappointed in get- 
ting assistance in their aims from Congress, the bankers now 
turned to the courts (after an interim due to the pressure of 
war conditions), and determined to devote themselves to attack 
upon the alleged unconstitutionality of the statute. With this, 
in some states, they combined a general propaganda intended to 
bring about state legislation which would render the working 
of the clearance system difficult or impossible within those 
jurisdictions. Of all this more must be said at a later point, 
the present chapter being intended only to review the funda- 
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mental problems that had to be met and solved in connection 
with the establishment of the clearance system and with its 
application in practice. Notwithstanding all attacks upon it, 
this plan has remained practically intact up to the present date 


(1923). 


Working of the Clearance System 

As distinguished from the unofficial voluntary system which 
had first been established under the direction of the governors 
of reserve banks, the Board’s plan of compulsory clearance on 
the deferred debit and credit basis was immensely successful. 
While the subject is one which involves a great amount of 
technicality, and if thoroughly considered would in itself call 
for detailed discussion, the main facts in its growth may be 
briefly sketched. The table opposite shows, in general, the 
statistical development of the system during its early years.* 

It needs only a review of these figures to recognize how 
extensively the development of this method of clearing had 
proceeded. Contrasted with the total clearances of the clearing 
houses of the country, which in 1922 amounted to $375,684,- 
000,000, the operations of the system assume great impor- 
tance, being fully $120,000,000,000. But, as already stated, 
the clearing aspects of this clearance system must be regarded 
as of relatively secondary significance. As a result of the 
operation of the clearance system, which fortunately came into 
effect a few months before our entry into the war, the success- 
ful working of the gold settlement fund plan was rendered 
possible. The gold settlement fund could never have func- 
tioned with great success had there not been underlying it a 
tolerably effective intradistrict clearing system, since without 
this much larger payments would have had to be effected in 
specie. The larger the basis of items cleared through reserve 
banks, the more effective and perfect the clearance, and hence 
the more successful the gold settlement fund in settling bal- 


*See Report of Federal Reserve Board, 1917, p. 224. 
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ances between different parts of the country and therefore in 
avoiding the shipment of specie. As elsewhere seen, it was 
through the working of the gold settlement fund that enormous 
payments growing out of subscriptions to Liberty bonds during 
the war could be successfully transferred from one part of the 
country to another, ‘without overthrowing the banking and 
monetary stability of either. 

So, in the large sense of the term, the successful working . 
of the clearance system must be regarded as the basis of the 
successful financing of our share in the war. More important 
than this is the fact that the unification of exchange and the 
direction of a large and steady flow of items through the 
reserve banks has formed the essential basis of success on 
the part of reserve banks in their other operations. As the 
federal reserve system has expanded and as its branches have 
become more numerous, the possibility of securing the aban- 
donment of clearing houses has become greater, and an increas- 
ing number of such clearing houses have either transferred 
their functions to reserve banks or have greatly limited them 
in favor of the latter. It is probably not too much to say that 
without the clearing system in effective operation, the federal 
reserve system would have been greatly handicapped and could 
not have succeeded in the fullest sense of the term. 


Banking and Business Interests 


And yet there has never been a time during the history of 
the federal reserve system when the welfare of the clearance 
system could be considered sure. The business interests which 
profited so greatly from par clearance have only slowly come 
to appreciate the help they received from this source, and 
while at the present time the majority of larger business estab- 
lishments are undoubtedly in favor of it, there are many of 
them which hesitate to take any positive point of view, knowing 
as they do that their bankers are not friends of the system. 
In Congress, notwithstanding the constant outcry against the 


CLEARANCES AND TRANSFERS 1007 


so-called money trust or banking interests, the small bankers 
have always been very powerful and may at any time secure 
affirmative action by Congress abolishing par clearance, should 
the vigilance of those who believe in it be at all relaxed. Lack- 
ing branch banks, it is safe to say that our banking system 
cannot successfully function at all without the aid of methods 
which will supply the same means of unification and harmoni- 
zation in currency movements that are obtained under the 
branch banking program. 

The fact that all this has not been clearly understood and 
accepted, and is today questioned by many, constitutes one of 
the most regrettable commentaries upon the banking situation 
in the United States. How long the condition thus represented 
will continue is a question whose interest is, of course, very 
great from the standpoint of the future of the federal reserve 
system, but which of recent years has tended to be pushed into 
the background because of the emergence of other and more 
pressing questions involving the very existence of the system 
itself. It was a remarkable tribute to the wisdom of that 
section of the Federal Reserve Act which provided for par 
clearance that it eventually succeeded in triumphing even over 
the doubts and fears expressed by the members of the Federal 
Reserve Board itself and of other officers of the system who 
in the beginning had been doubtful or hostile to its application. 

This change of front, although creditable to those who 
have accepted it, is by many of them explained on the ground 

-that the system of clearance originally proposed was based upon 
the idea of immediate debit and credit, whereas that which 
has been accepted is based upon deferred debit and credit. As 
to this it should be noted that the provision of the original act 
said nothing as to the time at which debit and credit should 
take place, although by using the terms “‘clearance”’ and “clear- 
ing house” it had evidently contemplated immediate charge-offs. 
The truth is that the failure to make the debit and credit imme- 
diate has been a considerable barrier to success. There is the 
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same reason for making an immediate credit in favor of a 
check drawn upon a bank, say, in Cincinnati or Chicago, as 
there is in giving to a depositor immediate credit for the notes 
of the same bank. The philosophy of the matter is apparently 
simple, although it has gradually become overlaid and obscured 
with technical discussion. Eventually it will vindicate itself 
as completely as the system of clearance itself has been vindi- 
cated, and the conclusion will be reached that it is a part of 
the public service of the banks to make their funds immediately 
available in all parts of the country through a satisfactory 
system of clearance which will permit conversion to cash 
without delay or cost. 


e 


APPENDIX A TO CHAPTER XLVI 


Following are notes on the @iscussion which took place at the 
conference of reserve bank governors with the Federal Reserve Board, 
held in November, 1914, on the subject of putting into effect the pro- 
visions of the Reserve Act relative to collections. The various gov- 
ernors are designated by letters of the alphabet. 


CONFERENCE ON CHECK COLLECTIONS IN NOVEMBER, I914. 


Governor A: Governor Hamlin, we have felt that the fundamental 
thing to be decided before we could arrive at a satisfactory basis of 
settlement, was, as Mr... . . suggests, the matter of what was 
meant by the word “par,’—whether or not par means without an 
exchange charge and for immediate credit on receipt. I am one of the 
conservatives of this body. It seems to me that the element of time is 
one that can’t be overlooked. We can’t devise any scheme that will 
eliminate it, which is one of the fundamental factors. The accep- 
tance of a check on the Federal Reserve Bank of San Francisco by the 
Federal Reserve Bank of Boston involves a transit term for which the 
depositing bank, in my judgment, should not be given allowance in 
crediting a balance against which he can draw, because the minute you 
give him immediate credit at par, you allow him to draw against that 
when his check to . . . . in New York is in clearing house funds the 
next morning against an item which is five days in transit, for his real 
money. This practice to my mind is a very dangerous one and I have 
felt pretty strongly that it would be a very hazardous thing for us to 
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permanently be sponsors for an opinion that asserted that time was not 
a factor, that a San Francisco check was as good as cash in New York 
or Boston. While I do not think the great State Banks that are run on 
sound banking lines would avail themselves of it, it opens a field to 
some of the banks in the more remote districts to keep floating a large 
amount of checks against one another. . 

One of the very fundamentals that this Board has to deal with, is 
to settle on an economic basis. The method of settlement is funda- 
mental in the matter of handling balances between the banks. 

GovERNoR HAMLIN: How would you define par? 

GOVERNOR A: That is what we came to find out! 

I should say that par was as cash, the equivalent of cash, but my 
‘idea is that par in the Federal Reserve Act cannot mean that. If a man 
said to me a check is good at par, I assume that he means to get 
‘through clearing house fund for next morning cash in settlement. 

GOVERNOR C: I believe that greater progress will be made in the 
solution of this problem by confining this discussion really to:a defini- 
tion or better understanding of what should be the definition of the 
statute in stating that certain checks shall be received on deposit at 
-par. My understanding of par—not as a dictionary may define it, but 
‘as it is accepted in banking practice, means making a check available 
at once for a draft against its proceeds without a charge for collection, 
without any deferred time for its collection, or without a discount or 
premium on account of the discount or premium of exchange of the 
state on which it is drawn, i.e., the check should be convertible into 
cash at once after it is placed in the account of the holder with the 
-bank. If that practice of making checks par in that sense is generally 
adopted, I fear that it will lead to unsound banking practice, and our 
problem is to find the means of handling these overchecks on Federal 
Reserve Banks which will restrain member banks from making use 
of funds which, in fact, do not exist when they deposit those checks 
with the Federal Reserve Bank of their own districts. Personally, 
I believe with Governor . . . ., that the greatest precaution that can 
be afforded against the development of unsound banking practice, will 
be to introduce time and other incidents, i.e., the holder of the check 
will not be able to get the proceeds of that check at command for a 
draft until the bank which handles the item has had at least sufficient 
time to get it to the place of payment, no matter how distant or how 
near that place may be. In adopting that principle, if we decide to do 
so in handling checks drawn on Federal Reserve Banks, we establish 
a very important principle in extending the system of handling checks 
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to checks drawn by member banks on other member banks and to 
checks drawn by customers of member banks on other banks. This, 
possibly, is the proper time for me to make a little explanation in 
regard to the attitude taken by the Federal Reserve Bank of New 
York on this matter. We read the statute, together with the recom- 
mendation of the meeting held on October 22nd in Washington 
together to mean that the Federal Reserve Banks were in fact expected 
to receive these checks drawn on other Federal Reserve Banks on 
deposit for immediate credit at par. That decision on our part was not 
arrived at as the result simply of the reading of the statute or of the 
proceedings at this conference, but after submitting the question first 
to a committee of men who had had great experience in transit matters 
in New York, who reported that those checks should be handled in 
that way. We also submitted the question to a committee appointed by 
the New York Clearing House Association that has had the whole 
subject of clearance under consideration for ten or twelve years past, 
and they made some recommendation and following the recommenda- 
tion of those two committees and the conference at Washington, we 
undertook to receive the checks on deposit for immediate credit at par, 
and so notified our member banks, and the result, I fear, has been to 
create a situation in the mind of some of the Governors of the other 
Federal Reserve Banks, that with the exchanges in the position they 
are now some will be entirely “pumped” out of their reserve by the 
remittance of checks drawn on other banks than New York, for the 
purpose of making New York exchange. If that question has arisen, 
it is a great misfortune, because that was never in the minds of anyone 
connected with the New York Bank, and, furthermore, we would be 
willing to meet the calls which might be made on us to ship currency 
to any extent that was necessary in order to test this plan, and to 
bear a considerable share of shipping it in order to test the plan if it 
were feit to be the fair thing for us to bear that expense, and my 
position is to urge that a sufficient period of time be allowed to question 
the experiment as to what is to result from the practice of an effort to 
make these checks par, and if it is found to be unsound, so far as we 
are concerned in our district, we have so carefully qualified our cir- 
cular and our application to the New York Clearing House Association 
that there will be no hesitancy on our part in changing that course at 
once if it is found to be unsound or burdensome on any bank. 

GOVERNOR HAMLIN: Is the word “par” in banking practice incon- 
sistent with collection charge? 

GOVERNOR C: The answer to that question I think is that there are 
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two possible constructions of the word par: One has relation entirely 
to the question of a premium or discount on exchange between any two 
sections of the country, the other, or more inclusive interpretation 
of the word, would cover both a possible premium or discount on the 
check and possible loss of interest by reason of deferred credit and 
possible charge of collection fee to cover the expense of collecting the 
check. 

GoveRNOR E: We may be making an economic mistake in attempt- 
ing to handle checks without recognizing the element of time and we 
might lose sight of the object of the Federal Reserve Act, which was to 
furnish legal reserves, by locking up too much of our resources in the 
collection of checks. 

GovERNOR G: Governor Hamlin, I think this matter of par is of 
very vital importance in establishing relations of the banks. As 
Governor .. . . has expressed it the term of par in banking prac- 
tices, is a matter of crediting a check on receipt. If that practice were 
followed out here, it would seem to me that we would have created 
a fictitious element of reserves of the banks items in transit from San 
Francisco, five or six days away. It seems to me that this matter of 
time must. be taken into consideration in some way. It is quite vital 
to know just how that is to be treated. What the word par means too, 
we can,work out, also a general system of settlement that will be 
satisfactory to all banks. 

GovERNorR H: We have considered today more particularly the 
relations between the Federal Reserve Banks, but we feel that the 
action taken by the banks between themselves will either lay down 
a principle or will be construed to lay down a principle which would 
be expected to govern the member banks in dealing with their own 
customers, etc. I feel, Sir, that the only principle that can justify 
the receipt by one Federal Reserve Bank at par of a check-on another 
distant Federal Reserve Bank, is possibly by regarding them all as 
branches of the same head. I do particularly feel that if we take checks 
on one reserve bank at par, be it San Francisco, Chicago or Cleveland, 
that our member banks in all probability will expect us to take at par 
the checks which they put with us on different points. I believe that 
we may estimate to be afloat in the mails somewhere in the neighbor- 
hood of two. hundred millions of dollars. If we were to adopt that 
practice the entire present resources of the banks might be absorbed, 
in the mail. 

We feel that the determination of the definition of the word “par” 
is a very important matter now. Whether or not there is to be a 
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difference in the meaning of the word when Federal Reserve Banks 
are dealing with each other and when they are dealing exclusively with 
their member banks, is an important question to be settled. We might 
be ready to accept the definition of the word par to mean immediate 
credit without charge in all dealings between each other. I feel that it 
would be adopting a dangerous principle in receiving from member 
banks promiscuous checks from different points they might deposit 
with us for immediate credit and subject to be drawn against at once. 

GoverNor J: Par is for an exchange purpose. It would be unwise 
banking to admit checks to be received at par placed subject to im- 
mediate checking account. As the gentlemen who have preceded me 
said, it would exhaust the reserves, throw them in the mail and would 
open a door to an inflation that I do not think was intended by the 
law. The question vi charges can be determined by your Board as 
to what i$ reasonable for the collection of these items not as a matter 
of exchange but as a matter of expense. 

GoveRNor L: In banking practice, it has always been my under- 
standing that the term “‘par’’ when applied to a bank draft, meant that 
the bearer of that draft or the holder of it was entitled to cash on 
presentation. I have hoped that the Federal Reserve Board might 
find some other definition in applying the term, in so far as the Act is 
concerned, for the reason that has been stated by several of the 
gentlemen that it seems hardly fair for the depositor to accept or to 
expect or take credit for a San Francisco or Dallas item in New 
York on the day it is presented, when that item will be out for from 
three to five or six or ten days before returns are available. That is 
about all I have to say on the subject. I hope that banks in dealing 
between Federal Reserve Banks will be permitted to make allowance 
for the time consumed in collecting the items. 

Governor P: Every State Bank has what they call a par list, 
checks upon which they will accept a credit upon receipt. No charge 
is made against items appearing upon the par list. There is a feeling 
prevalent in our part of the country that this exchange on Minneapolis 
and on Dallas, Atlanta, Chicago and New York all have been put upon 
a level. This is the impression which prevails—the impression or feel- ' 
ing we have got to meet. In view of that it seems to me that the 
method which has been started by the New York bank is a good one 
and we shall endeavor to give it a fair trial and see if the pendulum 
will not swing as far in one direction as the other. There might be 
times when it might prove burdensome to one bank, and if it did, 
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adjustment could be called for, but it does seem to me that, in view 
of the fact that the public have the opinion that par means that checks 
are going to be par, they ought to give it a fair trial. 

GoveRNoR R: Governor Hamlin, Governor . . . . has expressed 
the sentiment that exists among member banks generally. They feel 
that these checks are going to be parred, i.e, they are going to get 
credit for them upon receipt. In our district our committee has con- 
cluded to put in a clearing system between member banks of our dis- 
trict. I have a telegram today that they had sent out circulars advising 
banks that they had done this. We propose to try to get the flood of 
items to the bank in sufficient time to cover the charging of outgoing 
items to member banks’ account. I do not know how this experiment 
will work out, but Governor .. . . received a telegram this after- 
noon from the Vice-Governor saying that it was working very nicely 
down there. It is hard to tell what the result will be. My own 
judgment is that we will have to put a time limit on those credits. In 
our particular district we probably have to have two or three days 
deferred credits. 

GoveRNor T: Mr. Governor, we are rather seeking to place a 
definition upon the term par that will fit a practical operation of law on 
the definition at which we may arrive. Even though we should deter- 
mine here tonight just what the term par contemplates under the Act, 
we would still be contending with the problem of putting in operation 
in the face of existing conditions and existing practices. I think we 
all agree that the Act in handling items or in providing for the handling 
of items for the Banks, intends to handle them in some such way as 
will give to trade and commerce a more efficient service than under 
the old way. Therefore, we are confronted with the necessity of meet- 
ing upon some ground which will offer sufficient inducement to the 
member banks to employ the service upon which we may determine 
and not to create an imposition upon the banks in employing them. 
That is necessary in order to reach the degree of efficiency defined by 
Mr. . . . . under the term of service. If we should adopt the inter- 
pretation of the law given by Mr. Warburg it will be plausible and 
-defensible. We would then be confronted with the necessity of what 
is actual cost and the manner in which we can arrive at it; also the 
necessity of determining that actual cost upon some basis which will 
overcome too great an investment on the part of the Federal Reserve 
Bank of its own gold certificates and yet meet existing conditions by 
which the average member bank sends his items to his present cor- 
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respondent, counting them as reserve from the moment it is entered 
upon his books. If we can evolve some sort of a plan from the stand- 
point of the member bank that is workable, the system will not be 
employed and the purpose for which it was intended will be defeated. 
If we were able to eliminate the necessity of the transition period of 
three years of putting the transfers from the vaults of the banks into 
the Federal Reserve Bank, then we could look into the matter in a 
different manner. But if we undertake to accept those items for 
credit after sufficient time has elapsed to be converted into something 
available, we are asking for more time for them than is now allotted. 

After all, we are confronted with a practical problem should we 
arrive at the definition of par. The question of par, in the Act is 
primarily concerned with the manner of handling items from member 
hanks. We bring it to you at this time under the head of the relation- 
ship that shall exist among the twelve banks, because we believe that 
it is a vital matter to be settled that we may establish a precedent for 
the purpose of establishing the definition when we come to the question 
of the clearance on the part of the banks. I am very frank to say 
that so far as my district is concerned, we are subject to foreign 
fluctuations in the matter of movement of currency in exchange. We 
do not have that opportunity of “washing out” which is the term 
frequently used around the Board room. It is either going one way 
or the other in vast sums relatively. At this time of the year normal 
eastern exchange would be at a discount with us. That season has 
been deferred for the lack of the movement of the commodity which 
we produce. For the last several months the banks have been shipping 
whatever form of currency they can get hold of to sustain balances 
against which they can draw in the settlement between each other out 
of the clearance of checks. They have been reduced to the necessity 
of shipping gold and gold certificates in such sums as conditions 
warrant their holding. Under the practice which we seem to be under 
necessity of imposing there is no question but what we would be a 
shipping bank to the eastern banks. If the movement of cotton should 
open up readily we can obtain sufficient New York exchange to carry 
on the liquidation at eastern points, but, unless it does open up, we 
will be under the necessity of shipping the currency which we have 
down there representing a reserve against deposits carried to eastern 
points to take care of whatever liquidation we may be able to carry 
on. If, after the commodity has moved, we will be on the other side, 
and the reserve cities whose place we take in.a large measure have 
been under the necessity in the summer time and early fall of shipping 
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large quantities of currency to meet the needs of our district. When 
the need for it has passed away we ship it back. If our drafts drawn 
on the Federal Reserve Bank of . . . . are to be accepted currently 
over the country, the Federal Reserve Bank will take its place in that 
shipping portion because of the device of settling weekly or monthly 
the one we may agree upon, because we will get rid of some duplica- 
tion, but we will be a shipping bank at certain seasons of the year. 

Mr. Governor, I think that covers the situation at .....I1 
think Mr. Warburg’s definition on interpretation of that paragraph of 
the law dealing with the term par is very plausible and very defensible, 
but it still does not assist us in the problem of how to apply the law 
to the practical operation of the twelve Federal Reserve Bariks. 

Mr. U. (CASHIER): . . . . We have discussed the thing more or 
less and have agreed that we would try out whatever is offered, sub- 
ject to analysis, and later on make reports. I think he (Governor ) 
agrees with me on my view of it. He did make a statement to me one 
time that the handling of this clearing business was a side issue which 
did not belong under the Act. We have gone into the Comptroller’s 
reports and the figures due from banks other than reserve agents is 
forty million dollars approximately. The report shows forty million 
dollars due from other reserve agents. . : 

GovERNoR C: This is the first meeting of the Governors of the 
Federal Reserve Banks, when they have met together alone, to discuss 
these problems, and I may say, quite frankly, that when I came to 
Washington most of them were strangers to me, and while we have 
been debating these matters we have all been forming our own con- 
clusions as to the personnel and management of the banks. I can 
assure this Board with the utmost confidence and conviction, that this 
and the other problems that we have got to solve, are in safe hands. 
During the two days and two nights that we have devoted to this 
matter one thing that has stood out as a distinct characteristic of the 
discussion, is the desire of each one of these gentlemen to give the 
matter fair, earnest consideration in order to develop the sound prac- 
tice for the banks, and whether you decide to make regulations or not, 
I am going home with an entire confidence that this matter is in 
perfectly safe hands. There may be a lot of mistakes made, but 
they will be corrected and whether you tell us what par means or 
not, or whether we take six weeks for experiments, or six months, we 
are going to find out what par means and what the safe solution of 
the problem is, and really, for the first time, I am beginning to feel 
a sense of comfort for this whole situation. We all mean business and 
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are going to help you and each other to work it out in a conservative 
way. The deliberations of these last two days have been of the 
greatest value. The discussion has established the fact that not only 
do the Governors of the Federal Reserve Banks want to avoid mis- 
takes, but they want to avoid the more serious thing of starting some- 
thing that can’t be stopped until it reaches a very unsound situation. 
I do not want to have this meeting with the members of the Board 
adjourned without giving that assurance, and I hope every one of the 
Governors cherish that feeling which I have most strongly. 

GovERNoR HAMLIN: I think we can say it has been of the greatest 
value to us to hear you gentlemen. You have thrown much light on 
certain poifits in my mind. I think at this time it would be very desir- 
able for the Governor of each district to say exactly what they are 
doing today. Let us begin with Number and go backwards. 

Mr. U. (CASHIER): The Federal Reserve Bank of .. . . is 
accepting all deposits at par for immediate credit and immediate deposit 
in their bank, all drafts of member banks on member banks in Federal 
Reserve Cities at District No. . . . . and all drafts of member 
banks on Federal Reserve Bank of . . . . . Ido not think we have 
been offered any check on any other Federal Reserve Bank. We have 
received four deposits from Atlanta, a very small check on ourselves 
drawn by one of our member banks and credited to Philadelphia. 

GovERNoR T: We are accepting checks drawn on Federal Reserve 
Bank of Dallas and drawn on member banks in the six reserve cities 
of our district from member banks items drawn by member banks on 
the member banks in those six cities. In that operation we have 
invested some three or four hundred thousand dollars. We have given 
credit to the Federal Reserve Bank of New York of the checks which 
they have sent us on a form provided for collection. 

GoveRNor R: We are accepting drafts drawn by member banks 
on member banks in the district and upon the Federal Reserve Bank. 
We are receiving one or two items from Federal Reserve Banks in 
other districts. 

Governor P: Minneapolis is taking drafts drawn by member banks 
in reserve cities. Also drafts drawn by any Federal Reserve bank. 
Our district is fortunate, possibly, and the Dallas district is unfor- 
tunately situated with respect to the number of reserve cities. We 
have only two, St. Paul and Minneapolis. We have not met with 
those difficulties that some of the members have come across. I fully 


appreciate that it makes a difficult problem for them and am glad we 
do not experience it. 
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Governor L: We are receiving at . . . . checks drawn on the 
member banks within the reserve cities in our district, including 
. , and seven reserve cities in addition to . . . . . Our items 


are now running at about thirty-five hundred dollars per day. 

GovERNOR J: We are taking checks of member banks on member 
banks in reserve cities, four in number. In accepting these checks 
we charge them and give credit on the date of receipt and charge to 
the bank in the reserve cities on whom drawn, and in two instances 
it has developed their reserves and left small overdrafts. They reim- 
burse by giving us exchange on New York, largely caused by the 
movement of cotton. Have telegraphed Governor . . . . and got 
his consent to accept for credit for our account items drawn on 
member banks in the City of New York and we are receiving checks 
on the Federal Reserve Banks and receiving in reimburstment checks 
drawn on member banks where there are Federal Reserve Banks when 
I can get that arrangement made. We will probably not have any to 
accept on New York, and probably on Philadelphia and Richmond. 
Nashville, in reimbursing, sends us items drawn by Louisville on mem- 
ber banks in St. Louis, I believe, and we have created a balance in St. 
Louis because of that. That is the extent of our handling of items 
up to the present time. 

GoveRNor H: Up to a few days ago we confined our operations to 
the agreement reached at the conference with your Honorable Body and 
received from member banks their checks on member banks in the 
reserve cities of our district only. Within the last few days, due to 
the fact that some reserve banks were receiving for credit items on 
other reserve banks there have been sent to us from other reserve 
banks items on ourselves. We have received those drafts for credit 
and we are debtor to those banks to the extent of some three hundred 
thousand dollars. Would state that in our relations with our member 
banks in receiving items only upon the reserve cities, that we found 
perhaps one or two illustrations of what I mentioned earlier. One 
bank that I have in mind would use us to draw unavailable balances 
from a very close neighboring city to send us, and at the same time 
would draw upon us for the same amount, his check reaching us at 
identically the same time as his remittance of those drafts on his 
neighboring city. That is the situation with us. 

Governor G: Weare receiving from our member banks for credit 
their drafts on the reserve cities in the district, four in number, includ- 
ing Cincinnati, Columbus and Cleveland; also receiving their drafts on 
Federal Reserve Banks for excess balances. 
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Governor E: We are receiving checks drawn by member banks 
on member banks in reserve cities in our district. But there is only 
one Federal Reserve City and as we are associated with the Clearing 
House we get immediate payment for those checks. We are also 
receiving checks drawn on any other Federal Reserve Bank, with the 
result that we are more or less creditor of some other reserve banks. 

GoverRNor C: There are only two reserve cities in our district 
outside of the . . . . , one of them being . . . . , and the other 
: We followed the recommendation of the meeting in Octo- 
ber held in Washington and advise the banks in our district that we 
would receive checks drawn by member banks of the district on 
another bank in any reserve city. The question of receiving on deposit 
at par for immediate credit checks drawn on other Federal Reserve 
Banks was in a measure forced upon us by the operation of exchanges. 

GoveRNorR A: We have but one reserve city in our district, 
pee We accept checks drawn by member banks on member 
banks in that city, and checks on all Federal reserve banks, and give 
them credit at par. 


APPENDIX B TO CHAPTER XLVI, 


Following is letter of counsel to Federal Reserve Board, dated 
January 4, 1915, giving his opinion on the subject of check clearings: 


CLEARANCE OPINION OF COUNSEL To BoARD 
My dear Governor :— 

By direction of the Board, the Secretary has referred to this office 
for an opinion that portion of the report of the Advisory Council sub- 
mitted by Mr. J. B. Forgan, President, which deals with the subject of 
check clearings. The part of the report referred to reads as follows: 


“Check Clearings. 

“The Federal Advisory Council is unable at present to make 
definite suggestions on this subject. 

“As a preliminary the Federal Reserve Board or its counsel 
should determine whether under Sections 13 and 16 of the Federal 
Reserve Act, Federal reserve banks are either permitted or re- 
quired to receive on deposit from their depositors checks drawn 
upon member banks or Federal reserve banks of other districts. 
As the Council reads these sections such checks can only be re- 
ceived on deposit by a Federal reserve bank ‘when remitted by’ 
another Federal reserve bank and then solely for exchange pur- 
poses. In the opinion of the Council it is unsound in principle and 
wrong 1n practice that a check drawn on a member bank should be 
charged to its reserve account with a Federal reserve bank without 
its authority and without its having had an opportunity to pass 
upon it. The Council fears that the attempt being made by some 
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of the Federal reserve banks to disregard the elements of time and 
distance in connection with the clearing of bank checks may so 
involve and absorb the funds of the Federal reserve banks as to 
seriously impair their usefulness as banks of issue and discount.” 


It will be observed that two questions are presented for con- 
sideration— 

The Act says 

First. Can a Federal reserve bank, under the terms of the Act, be 
permitted or required to accept on deposit checks and drafts drawn 
against banks which are members of other Federal reserve banks? 

Second. Can a Federal reserve bank, receiving on deposit or by 
remittance from another Federal reserve bank checks or drafts drawn 
against one of its member banks, charge up such checks or drafts 
against the reserve or deposit account of a member bank without 
instructions or authority from such member bank? » 

While these two questions may be said to be related, or at least 
that both are to be considered as part of the general subject of clear- 
ances, the legal questions involved are distinct and they should be 
considered separately. 

The first question involves an interpretation 3 the language of 
Sections 13 and 16, to which Mr. Forgan calls attention, and which 
relates to specific powers of Federal reserve banks, and also an inter- 
pretation of Section 4, Sub-section 7th, of the Federal Reserve Act 
which deals with the general corporate powers of Federal. reserve 
banks. That part of Section 13 which relates to this subject reads as 
follows: 


“Any Federal reserve bank may receive from any of its mem- 
ber banks, and from the United States, deposits of current funds 
in lawful money, national bank notes, Federal reserve notes, or 
checks and drafts upon solvent member banks, payable upon pres- 
entation; or, solely for exchange purposes, may receive from other 

Federal reserve banks deposits of current funds in lawful money, 
national bank notes, or checks and drafts upon solvent member or 
other Federal reserve banks, payable upon presentation,” 


That part of Section 16 which relates to this subject matter reads 
as follows: 


“Every Federal reserve bank shall receive on deposit at par 
from member banks or from Federal reserve banks checks. and 
drafts drawn upon any of its depositors, and when remitted by a 
Federal reserve bank, checks and drafts drawn by any depositor 
in any other Federal reserve bank or member bank upon funds to 
the credit of said depositor in said reserve bank or member bank. 
Nothing herein contained shall be construed as prohibiting a mem- 
ber bank from charging its actual expense incurred in collecting 
and remitting funds, or for exchange sold to its patrons. The Fed- 
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eral Reserve Board shall, by rule, fix the charges to be collected 
by the member banks from its patrons whose checks are cleared 
through the Federal reserve bank and the charge which may be 
imposed for the service of clearing or collection rendered by the 
Federal reserve bank. 

“The Federal Reserve Board shall make and promulgate from 
time to time regulations governing the transfer of funds and 
charges therefor among Federal reserve banks and their branches, 
and may at its discretion exercise the functions of a clearing house 
for such Federal reserve banks, or may designate a Federal reserve 
bank to exercise such functions, and may also require each such 
bank to exercise the functions of a clearing house for its member 
banks.” 

Section 4, Sub-section 7th, in dealing with the general corporate 


powers of banks reads as follows: 

“To exercise by its board of directors, or duly authorized offi- 
cers or agents, all powers specifically granted by the provisions of 
this Act and such incidental powers as shall be necessary to carry 
on the business of banking within the limitations prescribed by 
this Act.” 

In passing upon the questions under consideration it is necessary 
to consider together the foregoing provisions of the Federal Reserve 
Act in determining (a) whether the power to receive such items on 
deposit is a power specifically granted by the Act, or (b) if not 
specificially granted, is the exercise of this power necessarily incident 
to any power which is specifically granted. 

It needs no citation of authority to sustain the proposition that 
although not specifically granted, a power may be exercised which is 
necessarily incident to a power which is granted. This is not only 
the well recognized American rule relating to corporate powers but 
such rule is specifically recognized by Section 4, Sub-section 7th, 
above quoted. 

Considering the question from the first standpoint, Section 13 pro- 
vides that “any Federal reserve bank may receive from-any of its 


member banks deposits of . . . . checks and drafts upon solvent 
member banks . . . . or, solely for exchange purposes, may receive 
from other Federal reserve banks deposits of . . . . checks and 


drafts upon solvent member or other Federal reserve banks. 

Section 16 provides that “Every Federal reserve bank shall receive 
on deposit . . . . when remitted by a Federal reserve bank, checks 
and drafts drawn by any depositor in any other Federal reserve bank 
or member bank upon funds to the credit of said depositor in said 
reserve bank or member bank.” 

It will be observed from the foregoing that under Section 13 
Federal reserve banks may receive from their own members checks and 
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drafts upon solvent member banks. It is necessary, therefore, to 
determine the meaning of the language checks and drafts upon solvent 
member banks. Does this mean banks which are members of the same 
Federal reserve bank as the depositing bank, or may a bank deposit in 
the Federal reserve bank of which it is a member checks or drafts 
drawn against banks which are solvent member banks of other Federal 
reserve banks? 

The term “member bank” is defined by Section 1 as “any national 
bank, State bank, or bank or trust company which has become a 
member of one of the reserve banks created by this Act.’ 

Attention is called to the fact that the bank which is authorized to 
make the deposit in a Federal reserve bank is designated as “any of 
its member banks” while in designating the bank against which items 
may be drawn this possessive pronoun is omitted and the language 
used is “checks and drafts upon solvent member banks.” The omission 
of this qualification is doubly significant in the next clause where the 
statute provides that “solely for exchange purposes may receive from 
other Federal reserve banks . . . . checks and drafts upon solvent 
member or other Federal reserve banks.” 

In this latter case the statute not only fails to qualify which mem- 
ber bank such checks and drafts must be drawn against to be received 
but the context clearly shows that Federal reserve banks are expected 
to receive checks and drafts on banks which are members of other 
Federal reserve banks. For example, let us assume that the checks 
sent to the Federal reserve bank solely for exchange purposes by 
another Federal reserve bank are checks and drafts drawn against 
the receiving bank. It necessarily follows that the forwarding Federal 
reserve bank must have previously received such items from some 
source, that is to say, from one of its member banks, from the United 
States Government or from some other Federal reserve bank. 

It would seem clear, therefore, that the language “checks and 
drafts upon solvent member banks” must be construed to mean checks 
and drafts drawn against banks which are members of any Federal 
reserve bank. 

‘The same conclusion seems inevitable in Section 16 since a Federal 
reserve bank could not remit items drawn against depositors of other 
Federal reserve banks without first receiving such items from some 
source. If there should be any doubt as to this interpretation of the 
language “solvent member banks” and the conclusion should be reached 
that the power to receive checks and drafts on banks which are mem- 
bers 
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statute, such a power must nevertheless be construed as a power 
incidental to those powers which are specifically granted for the 
reasons: above stated. 

The second question raised in the report referred to relates, as 
stated, to the right of a Federal Reserve bank to charge items sent 
it for collection against the account of a member bank without authority 
from such member bank. Mr. Forgan states that 

“In the opinion of the Council it is unsound in principle and 
wrong in practice that a check drawn on a member bank should 
be charged to its reserve account with a Federal reserve bank 
without its authority and without its having had an opportunity to 
pass upon it.” 

I am not entirely clear upon just what theory a Federal reserve 
bank undertakes to charge up items drawn against other banks without 
authority from such bank. When a member bank makes a deposit 
in a Federal reserve bank to its reserve account, or to any other account, 
the relation of debtor and creditor is immediately established as 
between the Federal reserve bank and such member bank, and the 
credit balance thus created can legally be drawn against only by the 
depositing bank. 

When any bank receives on deposit checks or drafts drawn against 
other banks, such items are accepted for collection as agent for the de- 
positor and this agency continues until the items are actually collected. 

It is true that in many instances the bank receiving such items on_ 
deposit immediately credits these items to the account of the depositor 
but where this is done it is credit extended upon the responsibility of 
the depositor and the bank reserves the right to charge back such | 
items to the depositor’s account if they are returned unpaid. Where 
the items are forwarded to correspondent banks for collection such 
banks in turn accept them as agents and the relation of debtor and 
creditor is not finally established until the check or draft is actually 
paid by the bank against which it is drawn. The decisions of our 
courts are uniform on this subject. Accordingly, where a Federal 
reserve bank in due course of business receives checks or drafts from 
any source for deposit or collection it acts merely as the agent for the 
depositor until such items are collected, and as such agent it has no 
right to appropriate funds held by it belonging to the bank against . 
which such items are drawn for the payment of such items. without 
specific authority from the bank in question. The depositing bank and. 
not the bank against which such items are drawn is liable to the Federal 
reserve bank for any credit given to such depositing bank on the 
strength of such items, and the question of whether or not the deposit- 
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ing bank should be given credit immediately, or after the items are 
collected, is one for consideration by the Board. 

Respectfully, 
Hon. Charles G. Hamlin, (Signed) ™M. C. Exxiort, 


Governor. Counsel. 


APPENDIX C TO CHAPTER XLVI 


The following announcement regarding the putting of the check 
clearance plan into operation was published in the May, 1915, number 
of the Federal Reserve Bulletin: 


PLAN For CLEARING CHECKS 


The Federal Reserve Board announced on March 4, 1915, that it 
had determined to direct the introduction of a voluntary reciprocal 
plan for immediate clearance at all Federal reserve banks where a 
clearing plan was not already in operation. This clearing plan is to 
be put into effect with as little delay as possible. Letters were sent 
to Federal reserve agents directing that they take up this matter with 
their boards of directors at once. 

The Board did not attempt to prescribe details, since it had been 
found that in districts where general clearing was in practice the best 
results were. obtained by leaving the control with the bank officers. 
In general, the plan contemplates, however, as a beginning; a reciprocal 


-arrangement by which. banks assenting to the plan will be given 


the privilege of immediate clearance at par on all other banks ‘similarly 
assenting. 

Circulars have been issued by Federal reserve banks to their mem- 
ber banks outlining the clearing system. These ‘are similar, and that 
issued by the Federal Reserve Bank of Chicago is given below as an 
illustration of the manner in which the work has been undertaken. 
Special conditions in the twelfth district (San Francisco) may 
necessitate some modifications intended to adapt the plan to the local 
situation. . It is desired to put the plan into operation generally about 
May 15, \1915. 


Federal Reserve Bank of Chicago, 
79 West Monroe Street, 
Chicago, April 7, 1915. 
To the member banks of district No. 7: 

The Federal Reserve Bank of Chicago, in accordance with the 
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terms of the Federal reserve act and the rulings of the Federal Reserve 
Board, is prepared to inaugurate, for the benefit of its members, a 
system of intradistrict collection; that is, a system of collection 
of checks and drafts received from and drawn on member banks 
in district No. 7. Membership in the system will be voluntary and 
items will be received only from and upon those banks which join it. 
Such items will be immediately credited and debited to the accounts 
of the sending and paying banks, respectively, subject to final payment. 

For the present the system will not embrace the interdistrict collec- 
tion of checks and drafts; that is, the collection of checks and drafts 
drawn on banks outside of district No. 7. Such broader service can 
only be developed for the member banks’ of the various districts after 
experience shall have been gained in operating the intradistrict service 
now offered. 

This system is not intended to supersede the exchange of checks 
through local clearing houses or otherwise in or between near-by 
cities or towns. And wherever, in the case of a section far distant 
from its reserve bank or overlapping two reserve districts, or for any 
other reason, the collection of checks is being made more quickly or 
economically by direct interchange between the banks of the section 
than would be possible under the proposed plan, such relations, for 
the present at least, will doubtless continue. 

The collection system outlined herein is offered by the Federal 
Reserve Bank of Chicago as the first step in the improvement of 
present methods of collecting checks within its district. ‘It is the 
result of much consideration on the part of the directors and officers 
of this bank and of many conferences of the governors of the various 
Federal reserve banks. This plan has been authorized by the Federal 
Reserve Board, and’it is understood that substantially similar systems 
of intradistrict collection will be introduced by all other Federal 
reserve banks. The system will be subject to such modifications or 
extensions as experience may show from time to time to be necessary 
or advisable. 

The directors of each member bank which joins the collection 
system will be required to adopt and file with the Federal Reserve 
Bank of Chicago resolutions agreeing to the rules and requirements of 
the system. The resolutions and the rules and requirements are 
attached hereto. There is also inclosed a copy of the resolutions, with 
the rules and requirements attached, to be executed and returned to 
this bank when the resolutions have been adopted by your board of 
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directors. Action thereon by your board is requested before May 15, 
1915. 

A further circular will be issued containing a list of banks which 
have joined the collection system, announcing the date upon which 
it will begin operations, and giving such further information as may 
be necessary. 

The collection system herein proposed in based upon the experience 
of other countries where similar systems have been in operation for 
many years and have been developed to a high point of efficiency. 

It is believed that the establishment of the collection system in the 
12 Federal reserve banks will provide a safe and economical method 
for the collection of country checks and will go far toward correcting 
the recognized evils resulting from the indirect routing of such items. 

We earnestly solicit your careful consideration of the plan, also 
your cooperation in its development, believing that it will result in 
substantial benefits to all concerned. With the system established, we 
will do all in our power to render our member banks the most efficient 
service in its operation. 

Very respectfully, 
James B. McDoucat, 
Governor. 


Bulletin No. 29. 


RuLES AND REQUIREMENTS GOVERNING THE OPERATION OF THE 
COLLECTION SYSTEM OF FEDERAL RESERVE 
BANK OF CHICAGO 

1. Each member bank joining the system authorizes the Federai 
Reserve Bank of Chicago to charge immediately on receipt against its 
account, subject to payment by such member bank at its banking house, 
checks and drafts payable upon presentation drawn upon it, deposited 
by other member banks which have joined the collection system. 

2. The member bank undertakes to provide sufficient funds to off- 
set the items charged against its account under the collection system, 
without impairing the reserve required to be kept in the Federal 
Reserve Bank of Chicago, as shown by the books of the reserve bank, 
the amount of such funds to be determined by experience gained from 
actual operation. 

3. Checks and drafts payable on presentation drawn on any member 
bank in district No. 7, which has joined the collection system, will be 
received for immediate credit, subject to final payment, but only from 
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such member banks as have joined the collection system. Items marked 
“Payable if desired” at either a member bank or a nonmember bank, 
will not be received unless drawn on a member bank which has joined 
the collection system, in which case they will be charged to the member: 
bank upon which they are drawn and not to the bank at which they 
are made ‘‘Payable if desired.” 

4. Items sent for credit should be divided in two classes: 

(a) Items on member banks which are members of the Chicago 
Clearing House Association. 

(b) Items on other member banks in this district. 

The items under each of these divisions should be listed on a 
separate sheet stating the name or the American Bankers Association 
transit number of the bank on which each item is drawn, and the 
amount. Each sheet should be separately footed, and where more than 
one sheet is used in listing items under either of the divisions, the 
totals of such sheets should be listed and footed on a separate sheet. 

5. All items received before 2 o'clock p. m. (except on Saturday, 
when the hour will be 12 o'clock noon) will be credited on the day of 
receipt. Items received after these hours will not be credited until the 
following business day. All items, except those payable through the 
Chicago Clearing House, will be mailed at the close of each day 
to the member banks on which they are drawn. Member banks shall 
advise the Federal Reserve Bank of Chicago on the day of receipt 
that such items have been received and credited. Unpaid items not 
subject to protest shall be returned on the day of receipt; protested 
items shall be returned not later than the day after receipt. Re- 
turned items will be credited to the account of banks on which they 
are drawn and charged to the account of and returned to the banks 
from which received. Unpaid items shall not be held for any purpose 
whatsoever except for immediate protest. 

6. In receiving the checks and drafts herein referred to, the Federal 
Reserve Bank of Chicago will act only as collecting agent of the send- 
ing bank, and will assume no responsibility other than due diligence 
until the funds are actually in its hands, and said reserve bank is 
authorized to send them for payment direct to the bank on which they 
are drawn, or for collection to another agent at its discretion. Banks 
receiving items from the Federal Reserve Bank of Chicago for collec- 
tion shall be deemed the agent of the bank depositing such items with 
the Federal Reserve Bank of Chicago for credit. 

7. Checks and drafts drawn on member banks which have joined 
the system may be stamped or printed across the face: “Collectible at 
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par through the Federal Reserve Bank of Chicago,” but such indorse- 
ment shall never be held to import that the Federal Reserve Bank of 
Chicago, in accepting such checks or drafts for collection, has become 
the owner thereof or is acting otherwise than as the agent of the 
sending bank. 

8. Member banks which do not join the collection system at the 
time of its inauguration, may do so at any subsequent time. Member 
banks will be permitted, on 30 days’ notice to the Federal Reserve 
Bank of Chicago, to withdraw from the Collection system. The Federal 
Reserve Bank of Chicago may, at its discretion, withdraw the privileges 
of the collection system from any member bank which fails to observe 
these rules and requirements, or for other good and sufficient reasons. 

On the ist and 15th days of each month, all changes, if any, which 
have occurred in the list of members of the collection system since the 
preceding notice, will be published, and immediately thereafter the 
additions or withdrawals listed therein shall become effective. 

9g. No exchange charge will be made nor will any exchange charge 
be paid by the Federal Reserve Bank of Chicago in operating this 
collection system, which is a reciprocal arrangement for the mutual 
benefit of all member banks which join it. 

(Note.—The Federal reserve act provides that charges to be fixed by 
the Federal Reserve Board, may be imposed for the service of collection 
rendered by the Federal reserve banks. No charge will be made for the 
present, but if after experience in operating the collection system, a charge 
is found necessary, such charge will be imposed only after due notice and 
will not be retroactive.) 

10. The Federal Reserve Bank of Chicago reserves the right to 
add to, alter, or amend these rules and requirements. 

11. All items forwarded to the Federal Reserve Bank of Chicago 
shall be indorsed without restriction to the order of the Federal Reserve 
Bank of Chicago and show on each side of the indorsement the 
American Bankers Association transit number in prominent type. 


\ 
ReEsoLuTion To Be Apoprep By MremsBer BANKS 


Whereas the Federal Reserve Bank of Chicago has announced its 
readiness’ to undertake for its member banks the collection of checks 
and drafts drawn upon its member banks, and 

Whereas the said Federal Reserve Bank of Chicago has promulgated 
certain rules and requirements governing its conduct and the conduct 
of member banks in the operation of the collection system, which 
rules and requirements are as shown by copy thereo: hereto attached, 
and 
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Whereas this bank desires to avail itself of the privileges offered 
by the said Federal Reserve Bank of Chicago.and to join the collection 
system so to be established, 

Now, therefore, be it resolved, That this bank hereby joins the 
said collection system of the Federal Reserve Bank of Chicago under 
the plan submitted by that bank in its circular letter, dated April 7, 
1915, and hereby agrees with the said Federal Reserve Bank of 
Chicago and with such other member banks of the Federal Reserve 
Bank of Chicago as have joinéd or may hereafter join the said collec- 
tion system, to be bound according to the terms of the rules and 
requirements hereto attached, and by such other rules and requirements 
as may be hereafter promulgated. 

And be it further resolved, That the cashier of this bank (or the 
secretary of its board of directors) is hereby directed to forward to the 
Federal Reserve Bank of Chicago a certified copy of these resolutions. 

I, the undersigned, do hereby certify that the foregoing is a true 


and correct copy of resolutions of the ————— duly adopted at a 
regular meeting of the board of directors of the said bank at 
on the ————— day of —————., 1915, and that the said resolutions 


have not been rescinded or modified. 
In witness whereof, | have hereunto subscribed my name and affixed 


the corporate seal of the said bank, at ————— this ————— day 
of ————, 1915. 

~ ° cg 
[seaL] Cashier or Secretary of 


Board of Directors. 
APPENDIX D TO CHAPTER XLVI 


Following is Regulation J; Series of 1916, of the Federal Reserve 
Board on check clearing and collection, which superseded circular 
No. 1 of 1916. 


FEDERAL RESERVE BOARD’ REGULATIONS ON CHECK CLEARANCES 


The Federal Reserve Board is empowered, under section:16 of the 
Federal Reserve Act, to require each Federal Reserve Bank to— 

“Exercise the function of a clearing house for its member banks.” 

In pursuance of the authority vested in it under the provisions of 
this section, the Federal Reserve Board, desiring to afford to both the 
public and the various member banks a direct, expeditious, and 
economical system of check collection and settlement of balances, 
hereby requires all Federal Reserve Banks to exercise the functions of 
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a clearing house for their respective member banks under the following 
general terms and conditions: 

Each Federal Reserve Bank will receive at par from its member 
banks checks* drawn on all member Banks, whether in its own district 
or other districts, and checks drawn upon nonmember banks when 
such checks can be collected by the Federal Reserve Banks at par. 

Each Federal Reserve Bank will receive at par from other Federal 
Reserve Banks checks drawn upon all member banks of its district 
and upon all nonmember banks whose checks can be collected at par 
by the Federal Reserve Bank. The Federal Reserve Banks will pre- 
pare a par list of all nonmember banks, to be revised from time to 
time, which will be furnished to member banks. 

Immediate credit entry upon receipt subject to final payment will 
be made for all such items upon the books of the Federal Reserve 
Bank at full face value, but the proceeds will not be counted as part 
of the minimum reserve nor become available to meet checks drawn 
until actually collected in accordance with the best practice now 
prevailing. 

(2) Checks received by a Federal Reserve Bank on its member 
banks will be forwarded direct to such member banks and will not be 
charged to their accounts until advice of payment has been received 
or until sufficient time has elapsed within which to receive advice of 
payment. 

(3) In the selection of collecting agents for handling checks on 
nonmember banks member banks will be given the preference. 

(4) Under this plan Federal Reserve Banks will receive at par 
from their member banks checks on all member banks and on non- 
member banks whose checks can be collected at par by any Federal 
Reserve Bank. Member banks will be required by the Federal Reserve 
Board to provide funds to cover at par all checks received from or 
for the account of their Federal Reserve Banks: Provided, however, 
That a member bank may ship lawful money or Federal reserve notes 
from its own vaults at the expense of its Federal Reserve Bank to 
cover any deficiency which may arise because of and only in the case 
of inability to provide items to offset checks received from or for the 
account of its Federal Reserve Bank. 

(5) Section 19 of the Federal Reserve Act provides that— 


* A check is generally defined as a draft or order upon a bank or banking house, 
purporting to be drawn upon a deposit of funds, for the payment at all events of a 
certain sum of money to a certain person therein named, or to him or his order, or to 
bearer, and payable instantly on demand. 3 
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The reserve carried by a member bank with a Federal Reserve 
Bank may, under the regulations, and subject to such penalties as 
may be prescribed by the Federal Reserve Board, be checked 
against and withdrawn by such member bank for the purpose of 
meeting existing liabilities: Provided, however, That no bank 
shall at any time make new loans or shall pay any dividends unless 
and until the total reserve required by law is fully restored. 

It is manifest that items in process of collection can not lawfully 
be counted as part of the minimum reserve to be carried by a member 
bank with its Federal Reserve Bank. Therefore, should a member 
bank draw against such items the draft would be charged against its 
reserve if such reserve were sufficient in amount to pay it; but any 
resulting impairment of reserves would be subject to all the penalties 
provided by the act. 

Inasmuch as it is essential that the law in respect to the mainten- 
ance by member banks of the required minimum reserve shall be strictly 
complied with, the Federal Reserve Board, under authority vested in 
it by section 19 of the act, hereby prescribes as the penalty for any 
deficiency in reserves a sum equivalent to an interest charge on the 
amount of the deficiency of 2 per cent per annum above the ninety- 
day discount rate of the Federal Reserve Bank of the district in which 
the member bank is located. The Board reserves the right to increase 
this penalty whenever conditions require it. 

Member banks can at all times arrange to keep their reserves intact 
by rediscounting with their. Federal Reserve Bank. 

(6) Each Federal Reserve Bank will determine by analysis the 
amounts of uncollected funds appearing on its books to the credit of 
each member bank. Such analysis will show the true status of the 
reserve held by the Federal Reserve Bank for each member bank and 
will enable it to apply the penalty for impairment of reserve. 

A schedule of the time required within which to colleet checks will 
be furnished to each member bank to enable it to determine the time 
at which any item sent to its Federal Reserve Bank will be countered 
as reserve and become available to meet any checks drawn. 

(7) In handling items for member banks a Federal Reserve Bank 
will act as agent only. The Board will require that each member bank 
authorize its Federal Reserve Bank to send checks for collection to 
banks on which checks are drawn, and, except for negligence, such 
Federal Reserve Bank will assume no liability. Any further require- 
ments that the Board may deem necessary will be set forth by the 
Federal Reserve Banks in their letters of instruction to their member 
banks. 


(8) The cost of collecting and clearing checks must necessarily be 
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borne by the banks receiving the benefit and in proportion to the service 
rendered. An accurate account will be kept by each reserve bank of 
the cost of performing this service and the Federal Reserve Board will, 
by rule, fix the charge, at so much per item, which may be imposed for 
the service of clearing or collection rendered by the reserve banks as 
provided in section 16 of the Federal Reserve Act. 


CHAPTER XLVII 
PREPARING FOR WAR 


Looking Forward 

From the very inauguration of the- federal reserve system, 
the question had been present to all minds whether it was not 
probable that the United States would be drawn into the war. 
This question, of course, was the universal national preoccupa- 
tion, but it was a source of anxiety to none more than to those 
who were in charge of the financial responsibilities of the 
government. They were keenly aware from past experience 
that the effect of war would be to enhance manifold the cost 
of conducting the government. It might also lead to almost 
indefinite liability for the expenses of European nations who 
were already carrying on hostilities. Thus from the beginning 
of the federal reserve system there was probably never a month 
in which the effect of the European war and its ulterior 
influences upon the American banking system, its possibilities 
for the future, and the best way for providing for contingent 
necessities, was not discussed more or less seriously by the 
members of the Federal Reserve Board. The strong attitude 
taken by President Wilson, however, on the subject of neu- 
trality, the stern injunction that all members of the government 
should be scrupulously neutral even in thought, the apparent 
disposition of the President and of his Secretary of the Treas- 
ury to avoid anything that might be regarded as siding with 
one party to the controversy rather than with the other, at first 
prevented the formal consideration even of protective measures 
from and after the time when the first difficulties consequent 
upon the opening of the struggle had been met. When the 
system had been fully organized, when the banks of the country 
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had resumed payment, and when goods were at last freely 
moving to other countries, it seemed as if further consideration 
of financial organization for war might be deferred to the 
future. 


First Financial Approaches 


But this quiescent condition could not last long. Various 
approaches had been made to the government, and indirectly 
of course to the federal reserve system, by those confessedly 
or otherwise interested in European affairs. On the other hand, 
great anxiety had been shown by organizations nominally inter- 
ested in peace, but perhaps more concerned to promote the 
interest of one side or the other through subtle propaganda. 
Among the latter was a body known as Labor’s National Peace 
Council, which met in Washington in the summer of 1915 and 
issued various warnings to the Federal Reserve Board con- 
cerning its prospective attitude toward belligerents and their 
loans. Labor’s Peace Council was easily enough seen through 
and received no particular attention. But it soon appeared that 
the banks of the country had plunged deeply into European 
financing without waiting for the Board to say “yes” or “no.” 
From time to time questions of eligibility of drafts had arisen 
but they had easily enough been “side-tracked”’ or evaded. 

As the commitment of the banks to European transactions 
became more and more evident, the question of our attitude 
toward the financing of the war became more and more urgent. 
As seen at an earlier point, the first definite issue was reached 
in connection with the so-called French acceptance credit, but 
from that time onward the problem was presented in.a recur- 
rent form that made it practically constant. Acceptance credit 
after acceptance credit was arranged in New York, brought 
before the Board for approval, and freely allowed to go tacitly 
into effect. Only on a few occasions was it discussed and 
modifications suggested and introduced. The banks during the 
latter part of the year 1915 were obviously becoming burdened 
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with obligations which had been made for the purpose of facili- 
tating the movement of war necessities, including actual muni- 
tions, to various countries. Yet the Board did not feel called 
upon to inquire into the destination of the goods or otherwise 
to interfere. The Department of State which had at first been 
inclined to hold that no war loans should be issued or placed 
in the United States, had practically reversed itself and had 
taken strong ground in favor of the right of neutrals to supply 
belligerents with materials which they chose to buy. This had 
been vigorously asserted and our views in the matter had been 
communicated to countries which had been disposed to com- 
plain of the trade in munitions. There was no reason why the 
federal reserve system should adopt a policy different from 
that of the government—indeed, it could not do so even had it 
chosen. Yet, from about the middle of 1915 onward, it was 
plainly seen that the time would come when there would no 
longer be any means of avoiding the question as to what the 
banking system of the country would do if a still heavier 
draft should be brought to bear upon it by the contending 
parties or if the United States itself should be drawn into the 
struggle. 


First Decisive Action 


The first decisive action on either of these questions was 
taken toward the close of the year 1916. From about. the 
middle of that year, there had been a growing opinion that it 
would not be long before some positive step would have to be 
taken on the whole question of foreign financing. What this 
would mean no one was prepared to forecast, yet it was cer- 
tain that the issue could not be much longer deferred. Presi- 
dent Wilson’s claim to having kept the country out of war 
had been approved by the country in a technical sense; yet 
perhaps there were few who believed in the actual or practical 
sincerity of the declaration. During the autumn of 1916, 
therefore, discussion as to the probable steps to be taken in 
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the event of war became a frequent, not to say a daily subject 
of debate, although without very positive action, and without 
definitely contemplating the putting of the financial system on 
a war basis. 

The first test of the position of the Board, and of the 
system in general, came in an unexpected way. Toward the 
close of the year 1916, European countries had been reaching 
what appeared to be the limit of their financial power. Their 
resources of taxation and their ability to float bonds would not 
be able much longer to withstand the terrible strain to which 
they were being subjected. They had already floated in the 
United States the Anglo-French loan of $750,000,000. Further 
obligations on long-term bond or note account were not re- 
garded as likely to succeed in this market. The investor was 
shy and wary, disposed to hesitate seriously before embarking 
his savings in European securities at any price. Yet among the 
banks there was a rather different attitude. Some of them 
were already greatly committed to European financing through 
holdings of acceptances, short-term notes, and obligations of 
various kinds. It was believed by the British government that 
it might succeed in placing in the United States, largely with 
the banks and more important investors, an issue of short-term 
Treasury bills which should be taken up periodically and 
redeemed out of the proceeds of new issues. Eventually the 
British government decided to place an indefinitely large issue 
of these bills upon the American market and arrangements to 
that effect were made with their fiscal agents in this country. 
It was obvious, however, that the success in floating these bills 
would not be great unless they were clearly recognized by the 
banks of the federal reserve system and, if possible, were made 
eligible for purchase by federal reserve banks themselves. It 
had been undoubtedly thought on this question that the Board 
would observe the same neutrality that it had adopted on other 
questions. But this hope was now to be disappointed. Wholly 
without warning and to the great disappointment of British 
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financiers, the Federal Reserve Board suddenly issued on 
November 28 a clear-cut warning to the financial community 
against the investment of its fluid funds in the new notes or 
bills. 


The Presidential Decision 

It happened that at this particular juncture Secretary of 
the Treasury McAdoo was away from Washington on some 
official business and that President Wilson was taking an 
exceptionally active part in the direction of our diplomatic 
relations with other countries growing out of the war. Late 
in December a representative of a New York banking firm 
visited Washington, and having obtained by telephone an 
appointment with the Federal Reserve Board, engaged in gen- 
eral casual discussion of pending financial problems, finally clos- 
ing, as he was about to leave the office, with the remark that 
the British Treasury had decided to offer its short-term bills 
on the New York market in the hope that they would be taken 
up by banks. When asked how large the issue of bills would 
be, the visitor responded that that would depend purely upon 
the absorptive power of the market. It was intended to issue 
them in any quantities that the market would absorb, and to 
take them up by reissuing more from time to time. No opinion 
was asked from the Board as to the desirability or legality of 
such action, or as to the eligibility of such bills at the reserve 
banks. The statement was merely made as a matter of infor- 
mation and with an evident degree of finality that such an issue 
of bills would be put out. This news was of a nature which 
unavoidably engaged the attention of the Board immediately 
and it was resolved to take the matter up directly with the 
President since the Secretary of the Treasury was out of reach. 

A Board member visited the White House and explained 
the situation to President Wilson, who immediately directed the 
issuance of a strong statement, urging the banks not to pur- 
chase these bills on the ground that they represented an 
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unknown character of security which could not be counted as 
a liquid war asset. The President explained that the relations 
of the United States and Great Britain were at that time quite 
as delicate as were our relations with Germany, and that it was 
not desirable that our relationship with either should be com- 
plicated by unnecessary financial transactions if these could be 
avoided. The Board, upon hearing this definite message from 
the White House, immediately set about the preparation of a 
statement and in due time it was issued as follows: 


In view of contradictory reports which have appeared in the press 
regarding its attitude toward the purchase by banks in this country 
of Treasury bills of foreign Governments, the Board deems it a duty 
to define its position clearly. In making this statement the Board 
desires to disclaim any intention of discussing the finances or of 
reflecting upon the financial stability of any nation, but wishes it 
understood that it seeks to deal only with general principles which 
affect all alike. 

The Board does not share the view frequently expressed of late, 
that further importations of large amounts of gold must of necessity 
prove a source of danger or disturbance to this country. That danger, 
the Board believes, will arise only in case the inflowing gold should 
remain uncontrolled and be permitted to become the basis of undesir- 
able loan expansions and of inflation. There are means, however, of 
controlling accessions of gold by proper and voluntary cooperation of 
the banks or, if need be, by the legislative enactment. An important» 
step in this direction would be the anticipation of the final transfer 
of reserves required by the Federal Reserve Act to become effective 
on November 16, 1917. This date could be advanced to February or 
March, 1917. Member banks would then be placed on the permanent 
‘basis of their reserve requirements and fictitious reserves would be 
eliminated. The banks would thus have a clearer conception of actual 
reserve and financial conditions. It will then appear that while a large 
‘ncrease in the country’s gold holdings has taken place, the expansion 
of loans and deposits has been such that there will not remain any 
excess of reserves, apart from the important reserve loaning power 
of.the Federal Reserve Banks. 

In these circumstances the Board feels that member banks should 
pursue a policy of keeping themselves liquid; of not loaning down to 
the legal limit, but of maintaining an excess of reserves—not with 
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reserve agents, where their balances are loaned out and constitute no 
actual reserve, but in their own vaults or preferably with their Federal 
Reserve Banks. The Board believes that at this time banks should 
proceed with much caution in locking up their funds in long-term 
obligations or in investments, which are short term in form or name 
but which, either by contract or through force of circumstances, may 
in the aggregate have to be renewed until normal conditions return. 
The Board does not undertake to forecast probabilities or to specify 
circumstances which may become important factors in determining 
future conditions. Its concern and responsibility lies primarily with 
the banking situation. If, however, our banking institutions have to 
intervene because foreign securities are offered faster than they can 
be absorbed by investors—that is, their depositors—an element would 
be introduced into the situation which, if not kept under control, would 
tend toward instability, and ultimate injury to the economic develop- 
ment of this country. The natural absorbing power of the investment 
market supplies an important regulator of the volume of our sales to 
foreign countries in excess of the goods that they send us. The form 
which the most recent borrowing is taking, apart from reference to its 
intrinsic merits, makes it appear particularly attractive as a banking 
investment. The Board, as a matter of fact, understands that it is 
expected to place the issues primarily with banks. These would appear 
so attractive that unless a broader and national point of view be 
adopted, individual banks might easily be tempted to invest to such 
an extent that the banking resources of this country employed in this 
manner might run into many hundreds of millions of dollars. While 
‘the loans may be short in form, and severally may be collected at 
maturity, the object of the borrower must be to attempt to renew them 
collectively, with the result that the aggregate amount placed here will 
remain until such time as it may be advantageously converted into a 
long-term obligation. It would, therefore, seem, as a consequence, 
that liquid funds of our banks, which should be available for short 
credit facilities to our merchants, manufacturers, and farmers, would 
be exposed to the danger of being absorbed for other purposes to a 
disproportionate degree, especially in view of the fact that many of” 
our banks and trust companies are already carrying substantial amounts 
of foreign obligations, and of acceptances which they are under 
agreement to renew. The Board deems it, therefore, its duty .to 
caution member banks that it does not regard it in the interest of 
the country at this time that they invest in foreign Treasury bills 
of this character. 
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The Board does not consider that it is called upon to advise private 
investors, but as the United States is fast becoming the banker of 
foreign countries in all parts of the world it takes occasion to suggest 
that the investor should receive full and authoritative data—particularly 
in the case of unsecured loans—in order that he may judge the future 
intelligently in the light of present conditions.and in conjunction with 
the economic development of the past. 

The United States has now attained a position of wealth and of 
international financial power which in the natural course of events 
it could not have reached for a generation. We must be careful not 
to impair this position of strength and independence. While it is 
true that a slowing down in the process of credit extension may mean 
some curtailment of our abnormally stimulated export trade to certain 
countries, we need not fear that our business will fall off precipitately 
should we become more conservative in the matter of investing in 
loans, because there are still hundreds of millions of our own and 
foreign securities held abroad which our investors would be glad to 
take over, and, moreover, trade can be stimulated in other directions. 

In the opinion of the Board it is the duty of banks to remain 
liquid in order that they may be able to continue to respond to our 
home requirements. The nature and scope of these requirements none 
can foresee. Such a course is moreover necessary in order that our 
present economic and financial strength may be maintained when, 
at the end of the war, we shall wish to do our full share in the work 
of international reconstruction and development which will then lie 
ahead of us. At that time there will be a clearer understanding of 
economic conditions as they will then exist and this will enable the 
country more safely and intelligently to do its proper part in the 
financial rehabilitation of the world. 


This statement, it need hardly be said, was first submitted 
to the President and received his approval, his only comment 
being that it might well have been somewhat stronger. 


Effect of Statement 

The effect of the statement thus issued was electrical. it 
was tantamount to a warning to Great Britain not to use 
further. the resources of our banks, and a notice to the whole 
world that the United States had by no means committed 
itself definitely to any specific position in regard to the war. 
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The news of the statement was telegraphed throughout the 
world almost immediately and gave rise to not a few interviews 
with the Ambassador of Great Britain, who bitterly regretted 
the action that had been taken and did not hesitate to express 
his opinion that the Administration had been induced to com- 
mit itself to the side of Germany. The decision was undoubt- 
edly distasteful to the larger banks of the country which were 
already deeply engaged in war financing, and were the holders 
of considerable quantities of foreign paper. Both criticism and 
praise naturally were poured forth in great abundance with 
reference to the statement, and not a few of the President’s 
officers were inclined to question the wisdom of the action 
taken. Among these was probably Secretary of the Treasury 
McAdoo, who returned to Washington shortly after the state- 
ment had been made public and was immediately concerned to 
learn the full details of it; although Mr. McAdoo made no 
known public or authentic comment on the subject. 


The Countervailing Action 

The doubt and hesitation which thus characterized our 
financial afterthought tended to crystallize into action of a 
countervailing kind. For some time past, there had been cor- 
respondence between the Federal Reserve Bank of New York 
and the Bank of England as to the advisability of establishing 
an agency relationship between the two. This correspondence 
had been undertaken largely at the instance of the Federal 
Reserve Board, which for some reason did not care to enter 
the negotiations itself. The outcome had been the expression 
of a willingness on the part of the Bank of England to act 
as agent of the federal reserve system and to transact such 
necessary business as that system might require. Correspond- 
ing service was to be rendered by the federal reserve system to 
the Bank of England, but in a tentative agreement it had been 
expressly specified that neither should enter the market of the 
other as a purchaser or seller of bills until after the war. 
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The agency arrangement was thus little more than what the 
term would imply in the strictest sense—a matter of conve- 
nience in handling routine business, such as the holding of gold. 
Even as to the wisdom of this there had been doubt in some 
minds, but the English Treasury bill episode probably tended 
to crystallize the determination to ratify this plan. Accord- 
ingly, just at the close of December, 1916, the Federal Reserve 
Board gave its approval to the tentative arrangement, and the 
Federal Reserve Bank of New York was directed to close the 
agreement with the Bank of England; it being understood that 
the Reserve Bank of New York would act on behalf of the 
other reserve banks, and that whatever transactions or serv- 
ices were needed on their behalf would be performed by and 
through the Federal Reserve Bank of New York. With this 
understanding, cable dispatches ratifying the agreement were 
exchanged and the plan was complete. Secretary McAdoo now 
thought that an announcement of this relationship would be 
desirable. This was for a variety of reasons, but among them, 
or perhaps the leading one, was the idea which prevailed in 
sundry quarters that Washington had “broken” with Great 
Britain and that our action on the Treasury bill issue had been 
designed to conserve our resources and to maintain a more 
perfect attitude of neutrality. He accordingly determined to 
have announcement made of the statement and gave directions 
to that effect. 


Controversy with New York Bank 

Notice therefore was conveyed in the usual official way to 
the federal reserve agent at New York, but that official hap- 
pening to be out of the city, did not receive the notice until 
after it had been given to the public. It therefore seemed for 
a moment that the authorities at Washington had published the 
agreement which had been regarded as of a confidential charac- 
ter, without obtaining the consent of the Federal Reserve Bank 
of New York, or even of notifying it. The outcome was a 
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visit of a committee representing the directors of the Reserve 
Bank which came to Washington and secured an interview 
with the Secretary of the Treasury and the Federal Reserve 
Board. 

At this interview the committee protested against the action 
which had been taken, and when its protests met with no par- 
ticular response it threatened the resignation of the directors. 
This attitude called forth a sharp rebuke from Secretary 
McAdoo, who indicated the serious state of our relationships 
with Great Britain which had in a measure dictated the an- 
nouncement of the agency arrangements with the Bank of 
England. The committee finally left Washington and nothing 
further about the threatened resignation was heard, but the 
incident and the facts that were made public both by the 
Secretary of the Treasury and by others in connection with it, 
convinced the Board that our international position was far 
more threatening than had been supposed and that it would act 
wisely were it to make some definite preparations for possible 
war. | 


Putting the Banks into a War Condition 


The actual problem of putting the banks into war condition 
was not one which could, as things stood, involve, for the time 
being, any elaborate or extensive action. Had it been definitely 
known that the banks were to be obliged to assume war func- 
tions great preparatory changes might have been made in their 
staff and other facilities; but of course the character of our 
participation, the nature of our financing, and practically all of 
the essential details involved in the operation could not. be, and 
were not, known. About all that the federal reserve system 
could foresee was that our participation in the war would be 
practically unavoidable, and that with the Treasury in the 
weak condition in which it then was, the system would un- 
doubtedly have to undertake very early financing. 

‘Vhat this would involve an immediate resort to reserve 
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banks was probable, but in view of the attitude of Secretary 
McAdoo as elsewhere described, in accordance with which he 
appeared to be disinclined to rely upon reserve banks any more 
than he could help, there was abundant grounds for the ques- 
tion just what part the reserve banks would play in the early 
financing of the war. This was a subject as to which no light 
could be obtained from the Secretary of the Treasury, and on 
which probably none was sought. The remaining field of work 
for the Board, therefore, was not large, and consisted primarily 
in making sure that there was an ample provision of federal 
notes designed to meet any emergency. In ordinary circum- 
stances, it might have been thought well to accumulate gold or 
to put the portfolios of the banks upon a war footing. No such 
action was called for in this case because the banks were already 
upon an exceedingly narrow basis of operations. They could 
not well have been further curtailed in their volume of business 
and there was little to be asked with respect to the liquidity of 
their assets. Their reserves had been duly paid in so far 
as the law required, and while the Board had for some time 
recognized that it would be well if the period of reserve trans- 
fer could be promptly brought to a close, the entire funds being 
actually paid over, there was no direct warrant for asking any 
such thing at the time. 

The resources of the banks were ample for any emergency 
that could reasonably be foreseen and the gold in their vaults 
was substantial and was being steadily augmented. A stiffen- 
ing of examinations and the application of more rigid super- 
visory authority were perhaps advisable, and this policy was 
undertaken early in 1917 through the adoption of new examina- 
tion and regulation requirements and through the slight expan- 
sion of the staff of examination. The printing of a reserve 
stock of about a billion dollars in federal notes was ordered 
and these notes were distributed early in 1917 to mints and 
sub-treasuries, where they could promptly be obtained in quan- 
tity as desired. The Comptroller of the Currency, who had 
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been steadily disposed to delay and interfere with the rapid 
distribution of notes, was induced to forego some of his ob- 
structive tactics and to allow the custodianship of the notes to 
be changed as has been indicated, retaining of course all of the 
usual safeguards relating to the actual authorization of notes 
issued. Reserve banks were cautioned and encouraged in 
holding their staffs at a fairly full operating measure of effi- 
ciency, although this precaution promptly turned out, after our 
entry into the war, to have been of only minor significance since 
an enormous expansion of personnel was almost immediately 
necessary and had to be drawn from other banks without 
awaiting the slow process of absorption and training in the 
reserve banks themselves. 


War Basis for Member Banks 

_ It was far more important that the member banks should 
be placed upon a war basis than that the reserve banks should 
be, since the latter, as just seen, were in a fairly effective con- 
dition in any event. On the other hand, the difficulty of putting 
member banks into a war position was much greater. It was 
not possible to caution them in advance of the threat of war 
that could now fairly distinctly be seen, while it was known 
that many of them had assumed a rather extended position in 
the belief that it was their duty to finance the enormous export 
trade that had grown up. Indeed, a good many banks, both 
national and state, were unquestionably unsound as judged 
by strict standards, and, had we refrained from entering the 
war or had the Allies been seriously defeated prior to or per- 
haps after, our entry, the paper held in large quantities by not 
a few institutions might have turned out to be worthless or 
at least uncollectible for the time being. Exactly how much 
British and French paper there was in American banks in one 
form or another, perhaps could not be ascertained. It had 
assumed many subtle forms, partly through the acceptance 
methods referred to elsewhere, and partly as a result of direct 
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buying by agents in this country who gave their own obliga- 
tions to banks, sometimes secured by foreign government bonds 
and sometimes otherwise protected ; while in multifarious ways 
foreign bills of exchange, the obligations of foreign banks, 
bills drawn on foreign merchants, and short-term obligations 
of various descriptions issued by foreign governments, had 
been absorbed by investors, bankers, and private concerns in 
what afterwards appeared to be a very large degree. 

Not knowing how or in what relationship the United 
States would enter the war, it would have been almost out of 
the question for our banking authorities to have taken any very 
positive steps designed to reduce the amount of this paper or 
to rectify the conditions relating to the holding of it which had 
sprung up. Effort to do so would have precipitated a condi- 
tion of serious anxiety, which in the circumstances the banking 
authorities were in no position to relieve. They could not have 
been expected to act merely upon conjecture, and there was at 
no time any indication from the administrative authorities at 
the head of the government which afforded any definite clue to 
probable future policies. Indeed, it could be questioned 
whether, up to a much later date than the opening of 1917, the 
administrative authorities themselves had made up their minds 
as to their proper course of action. Thus from the standpoint 
of the member banks definite financial action designed to cure 
or limit operations that might prove unsound, or whose omis- 
sion might result in the strengthening of our banking system, 
was out of the question. In fact, with public opinion running 
as strongly as it then was on the side of the Allies, it might 
very reasonably have been assumed that our first financial 
policy after entering the war would prove to be exactly what 
in fact it turned out to be—the encouraging of exports of every 
kind of product and the financing of them through practically 
every banking institution that was willing to engage in the 


business. 
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The Arrival of War 

In this condition of uncertainty the federal reserve system 
continued during the winter and spring months of 1917, the 
eventual dismissal of the German Ambassador making still 
more certain what had come to be the general expectation— 
until, finally, as the result of presidential recommendation, 
Congress definitely declared war upon Germany on April 6, 
1917. The fact that we had now definitely embarked upon the 
great conflict led immediately to a very thorough review of the 
financial situation at the hands of the Treasury Department and 
of the administration in general, and in this the Federal Reserve 
Board and banks were occasionally permitted or requested to 
join for the purpose of supplying technical information. The 
precise situation, as it was then revealed, must be studied in 
some detail if the subsequent necessities and policies of the 
federal reserve system are to be at all thoroughly understood. 
Such a survey may now be undertaken. 


CHAPTER XLVIII 


THE FEDERAL RESERVE SYSTEM AT THE OPEN- 
ING OF THE WAR 


Statistical Position 

It is now necessary to attempt a brief survey of the position 
of the federal reserve system at the time of our entry into:the 
European. war. What has already been said has sketched the 
history of the system during the first two and one-half years 
of its service and has shown how the different strands of its 
policy were gradually drawn out and developed. Little or 
nothing has been said as to the actual condition that had been 
arrived at, nor has any reference been made, except casually, 
to relationships with the Treasury Department. It is therefore 
necessary, before proceeding further, to undertake a careful 
survey of the position which had actually been attained at the 
time, and to see how far this position indicated a preparedness 
for the struggle into which the organization was shortly to 
be plunged. In this analysis a beginning may be made to 
advantage by sketching the condition of the system at approxi- 
mately the close of the> toe 1916 and the beginning of the 
following year. 

It is worth while, as a beginning of the discussion, to set 
forth the statistical position of the twelve federal reserve banks 
at the beginning of the war. This was as follows: 


RESOURCES AND LIABILITIES OF EacH FEDERAL RESERVE BANK AND 
OF THE FEDERAL RESERVE SYSTEM AT CLOSE OF 
Business APRIL 5-6 
RESOURCES 


Gold coin and certificates i ANIGVA UE eyes ae ere cacekeceret ne $362 , 472,000 
Goldtsettlement funid fact cancer ciara tke sins ict meee the ost 200, 125,000 
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Gold redemption fundip eee eee a ee eee 2,505,000 
Legal-tender notes, silvetn ebCemmerrscracet aa ieeiteue ste tener 19,110,000 


Total TeESELVEstiras cote e ecco eteu ows te en cies aanatcoeks 584,212,000 


Five per cent redemption fund against federal reserve bank 


Notes... Ms Ve as een SEC Gat aPa Sot Slane retere iD ere NeMePet so 400 , 000 
Bills: discounted—-mem bers sy te ee ee eae el ee te 17,928,000 
Bills |boughtunjopen market? (07 .¢ o -Gh J. 4 ot oe ee ete 82,735,000 
United Statesibonds :2 i Beers petits dtu es eee 36,629,000 
One-year United States Treasury notes...................-. 23,042,000 
United States certificates of indebtedness.................. 50,000 ,000 
Municipaliwarrants Jeane ieenr an aetocls cians eae ae 15,207,000 
Federal ‘reserve notes—nets «aire si fini tleaesoucie e sidieces ee ee 16,235,000 
Due from other federal reserve banks—net................. 3,412,000 
Wncollected atemSereer aan Gk. seer Prete seme Bee 146,422,000 
All.other resouncesi,.; diqchcel Wete > fieeiecue ee dae: = 4,909 ,000 

Total resoutces! ie. SORRENTO, TT FE. . ok 981,131,000 
LIABILITIES 
Capital paid int oyu tecate- ete dems Sees ae eee sera $56, 100,000 
Government (depositss. scraciroeiaes tecnnia sie tet nie crane = ue 46,461,000 
Due to members—reserve account! .../....0.02.20 20.0022. 758,219,000 
Collectionvitems >.) #98 Con rerio tana het. Sh) th cnr Sa ee PA 105,436,000 
Federalreservemiotes—-tletre masini ce eas «ct ota ee eae 14,295,000 
All-other- habilities “erajyatremeid oh cet e mant b oacde cf Steno re 620,000 
Total liabilitiestiit. 43%... 7osten f . SUIS o.. SAE 981,131,000 


The Position of the Treasury ‘ 

Quite as. important as the position of the federal reserve 
system was the position of the Treasury Department. This 
would ordinarily not have been the case, and in normal cir- 
cumstances a study of the federal reserve system would neces- 
sitate nothing in the way of outline or analysis of fiscal condi- 
tions. The fact, however, that within a few months the nation 
was to be plunged into war makes the condition of the Treasury 
of fundamental importance. Had the Treasury been in a 
strong position at the time of our declaration of war, the whole 
course of its financing might have been rather different, cer- 
tainly during the initial stages. Its actual position, therefore, 
is worthy to be very carefully examined. 

The following statement shows the status of the Treasury 
soon after the opening of 1917: 
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From a careful scrutiny of this statement two facts stand 
out—the first, that the Department was in a technically very 
weak condition; and the second, that its reliance upon banks 
was likely to be almost immediate because of the non-liquid 
character of most of its assets. Its general funds, which 
looked imposing on the surface, were to no inconsiderable 
extent made up of minor accounts, notes in process of redemp- 
tion, and other items which could not be counted upon as an 
actual element in its spending power. Its banking balances 
were small; indeed, in the months immediately preceding they 
had often been drawn down to a point of practical exhaustion, 
and so non-profitable had they become to the depositaries that 
some of them had either requested the removal of deposits or 
had made plain their desire to be no longer troubled with them. 

The Treasury Department had allowed itself to get into 
this position for a number of reasons, but perhaps the most 
important lay in the fact that in years past the Democratic 
Party had always been charged with extravagance or financial 
mismanagement resulting in bond issues. Bond issue in time 
of peace had come to be almost a conventional object of fear 
and was invested with a political tabu. So also, as concerned 
taxation, the party had no wish to be put in the position of 
materially adding to public burdens during peaceful times. 
Accordingly it had been a maxim of the Treasury Department 
during the early years of the Wilson administration to get 
along as best it could and not to contemplate the necessity of 
borrowing in any form unless such a course might be forced 
upon it as a result of the sternest necessity. Undoubtedly 
many members of the administration had hoped against hope 
to the very last that we might continue the policy of keeping out 
of war, while even those who neither hoped nor expected that 
we should thus remain free could not permit themselves by 
any act or sign to show to the public that they were making 
preparations for war. These factors combine to explain the 
peculiarly weak position in which the Treasury Department 
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found itself during the opening months of 1917. The current 
of exports from Europe to the United States had gradually 
dwindled as the manufacturing power of Europeans became 
less; and our tariff revenues had suffered correspondingly. 
Thus, even had we not entered the war, some kind of legisla- 
tion, or some action looking to the borrowing of money, would 
have been necessary. 


The Reserve System and,the Treasury 

It is now necessary to go back a few months, in order to 
trace the history of what was to become perhaps the most 
important element in the relationship between the federal 
reserve system and the Treasury Department. This was the 
provision of the Federal Reserve Act in connection with public 
deposits. Before the Reserve Act had been drafted, it had 
been one of the commonest complaints against the older bank- 
ing system that it so inadequately provided for the fiscal opera- 
tions of the government. The practice of insisting upon 
payment largely in cash, and of disbursing cash principally, 
had long been obsolete and injurious. It is not necessary to 
comment further upon the details of the older system, espe- 
cially as they have been outlined in some detail in an earlier 
chapter.’ 

It should, however, be recalled at this point that, when the 
Federal Reserve Act was under advisement, all of the criti- 
cisms which had in former years been formulated with respect 
to Treasury relationships were given a very careful survey, the 
result being that the act contained in its original form a com- 
plete provision for transferring government funds entirely to 
the reserve system and for constituting the reserve banks 
fiscal agents. This provision had early provoked the dislike 
of the Secretary of the Treasury, who had secured its modifi- 
cation in such a way as to make his use of the reserve system 


1See Book I, Chapter II. 
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permissive rather than compulsory. After the organization 
of the reserve system, it was found that the Treasury financial 
hierarchy, always jealous of its own prerogatives and powers, 
was especially fearful of the loss of functions. Such fear was 
manifested on various occasions by the officials of the Treas- 
urer’s office, while among the sub-treasuries themselves the 
Reserve Act had caused a feeling of apprehension. Out of this 
grew the general effort to impress upon politicians the unde- 
sirability of any early transfer of funds to reserve banks, or 
any early action which would place upon such banks very 
serious responsibilities in the handling and transfer of public 
funds. 

Needless to say, it was not deemed expedient to base such 
argument upon any theoretical or abstract grounds, but it was 
usually founded upon the assertion that the reserve banks were 
still in an elementary stage of organization and that they had 
not yet developed the necessary machinery which would enable 
them to deal effectively with the government’s deposits and 
transfer needs, still less to act as fiscal agent in the full sense 
of the term. There was a small measure of truth in this asser- 
tion, although it was also true that nearly all of those who 
were likely to require the services of reserve banks adopted a 
like point of view, so that, had it been granted full vent, there 
would have been no reason to think that the banks would ever 
have obtained any opportunity to perform their chief functions. 


Treasury and the War 


Indeed, a farsighted administration of the Treasury, recog- 
nizing our possible advent into the war, ought to have devel- 
oped the fiscal machinery of the reserve banks at as early a 
date as possible. This, however, was not done.? Secretary 
McAdoo listened undoubtedly to the fears of the subordinate 
officials of the Treasury Department and of the sub-treasury 


2 The whole question was forcefully expressed to Mr. McAdoo in a thorough 


peDOtts dated July 15, 1915, transmitted to him by the Board. See Appendix B to this 
chapter. 
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system, and the result was to crystallize in his mind the deter- 
mination to postpone as long as possible the shift from the old 
sub-treasury system to the reserve banking system. Congress, 
however, had formed a very distinct opinion that the transfer 
was to become effective at an early date. This had been stated 
in the course of the discussion of the Reserve Act, and it had 
then been argued that such transfer would result in a large 
saving to the government. The situation offered some possi- 
bility of political annoyance, for the Republicans were not 
averse to seeing the Democratic administration deprived of 
the valuable “plums” which were afforded by the sub-treasury 
system. It was not long, therefore, before questions began to 
arise in Congress as to the reasons why the Treasury Depart- 
ment made no motion to comply with the provisions of the 
Reserve Act in connection with fiscal agency duties. When 
appropriation bills came up, the question was raised as to 
whether it avould not soon be true that Congress could cease 
to appropriate money for sub-treasuries. 

These questions at first were not pressing, since it was 
recognized that time must be granted for the full working out 
of so great and complex a system as that provided in the 
Federal Reserve Act. But the queries eventually became more 
insistent, and in order to meet them, Secretary McAdoo, at 
the close of the year 1915, advised the reserve banks that he 
had resolved to shift to them all funds then held by national 
banks in those cities in which reserve banks were situated. 
This left the great body of “‘pet banks,” numbering about 1,500 
throughout the country, which were the principal sources of 
political patronage in the use of Treasury funds, undisturbed, 
for their inactive deposits were not touched and the Treasury 
announced that there would be no change in their status. The 
Department would continue to use the active balances in the 
principal cities but would use them. through the reserve banks 
instead of through the national bank depositaries. As the 
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funds of the Treasury were at that time in low condition, this 
announcement bade fair to place upon the reserve banks a con- 
siderable amount of more or less expensive work without the 
acquirement of any net deposit balances that would be of value. 
Accordingly, some members of the federal reserve system were 
inclined to protest in a quiet way at the action of the Depart- 
ment, largely because of its incomplete and partial nature. 
Better counsels prevailed, however, and general preparations 
were promptly made; the funds of the government in the 
cities named, amounting to about $8,436,000, being turned 
over to the various institutions on or about January 1.* 


An Incomplete Reform 

It will be observed that this action not only failed to trans- ° 
fer the principal volume of the government funds, but it 
entirely ignored the fiscal agency function of the banks, leaving 
that to be worked out later as circumstances might demand. 
The action taken was undoubtedly little more than 4 concession 
to criticism in order that it might be possible to reply to such 
critics that the Department had already taken the necessary 
steps toward constituting the reserve banks’ active depositaries. 
It apparently had no direct bearing upon the war situation at 
all. This state of affairs was shortly perceived in Congress, 
and when the appropriation bill of 1917 was under advisement, 
the demand for the abolition of the sub-treasuries became a 
good deal more insistent than had ever been true on former 
occasions. As a result a committee was eventually appointed 
to consider the question whether the sub-treasuries should or 
should not be transferred, and application was made to the 
Secretary of the Treasury for his opinion on the subject. The 
result was to call forth from Mr. McAdoo a very pointed 
answer which was transmitted to Congress and which dis- 
tinctly requested the maintenance cf the sub-treasuries with 


il ickeeee é 
* The Federal Reserve Bulletin for December, 1915, published Secretary McAdoo’s 
order, as given in Appendix A to this chapter. 
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their existing staffs and declared against any more extensive 
employment of reserve banks in performing these functions.‘ 
The Treasury, in short, up to the time of our entry into 
the war had shown itself in every way disinclined to accept in 
full faith and to act upon the extensive provisions for the man- 
agement of its deposit and fiscal agency functions. Not only 
was this true, but it had refrained from employing the gold 
settlement fund in its extensive transfers throughout the coun- 
try, using the fund only very sporadically or occasionally, 
notwithstanding that the fund itself from the beginning relied 
in a measure upon the sub-treasuries to facilitate its work, 
since the gold representing the fund was stored in the vaults 
of these sub-treasuries. The gold settlement fund, indeed, so 
far as the physical custody and transfer of money was con- 
cerned, had from the start been more largely under the control 
and direction of the Treasury Department and had more exten- 
sively depended upon the facilities of the Department than it 
had upon the reserve banks. Yet it was regarded as an unde- 
sirable innovation, one which might readily work destruction 
to the number of places and employees, or which might shift 
the control of an important piece of financial machinery to the 
reserve banks and out of the hands of government officers. 


First Financial War Measures 

When war was definitely determined upon, therefore, and 
the announcement made known to the public, it was apparent 
that an extensive program of Treasury financing would be 
unavoidable. The federal reserve system looked with anxiety 
to the Secretary of the Treasury for light as to his probable 
intent, but no information was furnished and no outline of any 
plan supplied until on March 31 information was suddenly 
given to the system that the Secretary desired to float an issue 
of $50,000,000 of certificates of indebtedness at 2 per cent. 


4See Appendix C to this chapter. This letter was originally printed as a House 
Document, and was then reprinted in the Federal Reserve Bulletin for February, 1917. 
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The figure thus offered appeared extraordinarily low and the 
evident intention that this issue of certificates should be 
promptly taken up by the reserve banks themselves through 
direct purchase, was naturally regarded as a reminiscence of 
the bad measures of financing employed by Secretary Chase 
at the opening of the Civil War. True, the reserve banks were 
amply able to take up the $50,000,000, and they were more 
than able to finance them without loss to their reserves, since 
the nation now had the inestimable advantage of using bank 
credit facilities instead of exacting the payment of such loans 
into the Treasury. Nevertheless, the two features of unfair- 
ness or unwisdom—abnormally low rate of interest offered 
and the flat proposal to put the certificates into reserve banks, 
since no others would evidently be willing to buy at that rate 
of interest—elicited more or less direct criticism, and accord- 
ingly the rate was raised to 2% per cent, at which figure the 
reserve banks took and carried practically the entire issue 
throughout its life of six months. 


A Danger Averted 


A great danger was apparent in this first financial under- 
taking set on foot by the Treasury. It was seen in the belief 
that the federal reserve banks should and could take govern- 
ment securities at a very low rate of interest and practically 
for cash, placing their funds at the disposal of the Secretary 
of the Treasury for his immediate uses. This danger was 
really twofold, since both phases of the plan were erroneous 
and dangerous. Such loans at reserve banks were absolutely 
without warrant, save perhaps as a last resort after all other 
means of getting funds had failed. To place them with the 
reserve banks at a purely nominal rate of interest’ could not be 
defended from any standpoint and was bad for the public, bad 
for the banks, and only technically beneficial to the Treasury. 

There was some apparent indication that Secretary Me- 
Adoo, at the time, contemplated an extensive plan of short- 
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term bank financing in which he would—as Secretary Chase 
did during the Civil War—obtain his funds directly from 
financial institutions, leaving them to take care of themselves 
as best they could. Whatever leanings he may have had in 
this direction, it is fair to say, were soon overcome, at least 
in part. The economists and financiers of the country took a 
very strong position in favor of heavy taxation by Congress, 
believing that only through such taxation could the situation 
be really met and inflation kept within check. The bankers 
of the country were theoretically inclined to favor this same 
view in favor of taxation, with borrowing only as a secondary 
resource, and yet there was a weak-kneed disposition among 
them to lean toward inflation and large government loans as a 
means of providing for necessities. This disposition appeared 
more clearly as the weeks went by, and in various conferences 
which the Treasury held with bankers from time to time there 
was a tendency to impress the opinion that popular loans and 
taxation were a resource which was very strictly limited by 
conditions, and that the easiest and perhaps most favorable 
plan within reach was that of depending more and more upon 
inflationary measures. 


Acceptance of Inflation 

It was not for some months, however, that the definite 
acceptance of inflation as a means of war financing became 
general. During the first few weeks after the declaration of 
war, members of the Federal Reserve Board still had a certain 
amount of influence with the Secretary of the Treasury, and 
exerted themselves as far as they were able to the neutralizing 
of the drift toward an inflation policy bottomed upon the use 
of reserve banks as a means of supplying funds in the form 
of bank credit. Secretary McAdoo, in fact, undertook not 
to “unload” anything further upon the reserve banks, certainly 
not without notice, and in consideration of his attitude in the 
matter it was agreed that every effort should be made to bring 
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about a satisfactory organization for shifting Treasury require- 
ments to member banks and through them to the public. 

It was not long before an announcement from the Treasury 
pretty definitely outlined the methods which were to be pursued, 
and while there was still some talk of low rates of 2% and 3 
per cent, it was apparent to all that this was merely a means 
of transition from the early effort to get money out of the 
banks to a more satisfactory plan of management. The fact 
that a working entente had been established between the Board 
and the Treasury was made apparent in the announcement of 
April 21, 1917, when the Board made public the fact that it 
had asked reserve banks to do their utmost to facilitate the sale 
of certificates and “to impress upon the banks’’ of the several 
districts ‘‘the importance of this offer,” and endeavored fur- 
thermore “‘to enlist their hearty co-operation.’’”® It was under- 
stood that so soon as practicable arrangements would be made 
to fund this issue of certificates which had been authorized by 
the War Bond Act, signed by the President on April 24, into 
an issue of bonds authorized by the same act on which the rate 
of interest was fixed at 3% per cent, while an aggregate of 
$7,000,000,000 was permitted to issue. This, therefore, con- 
stituted the germ of the war financing system, and it was 
through later expansion of the ideas presented in this first 
circular and the documents which accompanied it that the 
highly complex system of Treasury offerings eventually 
assumed its ultimate form. 


A Change of Treasury Opinion 


The recognition on the part of officers of the Treasury that 
they were now definitely working with the federal reserve 
system under a general basis of understanding which implied 
the effort on the part of reserve banks to get funds from 
members and to sustain members through advances to them 
in taking up certificates, the latter eventually to be funded into 


®See Appendix D to this chapter. 
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bonds, gave members of the Treasury Department a new view 
of some things which had formerly been looked upon by them 
in a rather reactionary way. The most important of these 
things for the immediate purpose was the gold settlement fund. 
As elsewhere noted, the tendency in the Department had been 
to view this fund as an interloper, which, working in conjunc- . 
tion with the public deposit plan, might eventually operate to 
destroy the sub-treasury system and to render the transfer of 
funds from one part of the country to another both easy and 
“unsafe.” No sooner, however, had some conception been 
formed of the magnitude of war financing than it became 
apparent that to attempt to obtain subscriptions from banks 
in Iowa, North Dakota, or California, and to have these sub- 
scriptions remitted either to Washington or to New York, or 
even to designated depositaries in the immediate neighborhood, 
would bring about transfers of bank funds in a volume which 
would simply be out of the question, and which, if attempted, 
would completely upset the whole financial structure of the 
nation. Gradually, therefore, there was evolved in the minds 
of the Treasury officials the idea of leaving Treasury funds 
on deposit with the banks which subscribed for bonds or which 
obtained subscriptions from their customers, transferring these 
funds, when they were needed, to reserve banks from which 
they would be promptly checked out in settlement of interest 
and other obligations. 

Thus by a certain stretching of the terms of existing law 
the entire body of banks in the United States were to be used 
as depositary banks, while the reserve banks were to act as 
local collecting and disbursing agencies, thus for the first time 
truly fulfilling their functions as fiscal agents. Remembering 
that many banks when hard pressed would necessarily have to 
resort to reserve banks for rediscount accommodation in order 
to meet their subscriptions, it is obvious that what the Treasury 
now planned was to recognize the reserve institutions in the 
fullest sense as fiscal agents. Such operation on the part of 
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the reserve banks, of course, would be out of the question were 
there not some means of clearing and offsetting the enormous 
payments and subscriptions coming from all parts of the coun- 
try, and this obviously was entirely within the power of the 
gold settlement fund. Neither shipments of coin nor of notes, 
nor even remittances to some central point would be necessary, 
but the government, by using the reserve banks as collecting 
and disbursing agents, would simply gather in the proceeds of 
subscriptions in all parts of the country, which in turn it would 
gradually pay out there in settlement for the grain, the horses 
and cattle, the manufactures, the cotton, and the other products 
which must be obtained in order to satisfy the war needs of the 
United States and its allies. So, under the compulsion of 
events, the gold settlement method of transfer and the adoption 
of credit methods of payment as against specie made their way 
into actual use. Had there been no such compelling necessity, 
it may well be questioned whether we should not today still 
be working, nationally speaking, upon the old sub-treasury 
system with but little modification. 


APPENDIX A TO CHAPTER XLVIII 
FEDERAL RESERVE BANKS AS FiscAL AGENTS 
(Federal Reserve Bulletin, December, 1915.) 


The Secretary of the Treasury has sent the following letter to the 
Federal Reserve Board, as result of which Federal Reserve Banks will 
become fiscal agents on January 1, 1916: 

November 23, 1915. 
The Federal Reserve Board, 

Washington, D. C. 

Gentlemen: In accordance with the provisions of section 15 of the 
Federal Reserve Act, which provides that— 

“The moneys held in the general fund of the Treasury .... 
may, upon the direction of the Treasury, be deposited in Federal 


Reserve Banks, which banks, when required by the Secretary of the 
Treasury, shall act as fiscal agents of the United States... . ,” 


I have determined to appoint the Federal Reserve Banks depositaries 
and fiscal agents in the manner thus indicated by the Act. In order that 
the reserve banks may not be embarrassed by the addition of an 
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unduly large volume of business upon undertaking their functions in 
this connection, I have decided to make a beginning by transferring to 
each of the Federal Reserve Banks the funds of the Government now 
on deposit with the national banks in each of the cities in which a bank 
is located, thus giving to each of the reserve banks the funds held by 
the national banks in its own city. Each Federal Reserve Bank will 
be required to perform on behalf of the Government the services 
which are now rendered by the national-bank depositaries located in 
said cities, as well as any other services incident.to or growing out of 
the duties and responsibilities of fiscal agents. 

May I ask you to cooperate in carrying out the provisions of the 
Federal Reserve Act in this regard, and to take any and all steps 
that may be desirable to perfect such arrangements by the Federal 
Reserve Banks as will enable them to fully and satisfactorily perform 
these functions from and after January 1, 1916, the date on which it 
is my purpose to make the proposed arrangements effective? I have 
designated Hon. William P. Malburn, Assistant Secretary of the 
Treasury, in charge of the fiscal bureau, to act for the Treasury 
Department in carrying out the details so far as this department is 
concerned. I have deferred action until this time, in order that the 
organization of the Federal Reserve Banks might be completed and 
gotten into good working order through experience and practice, and 
with the hope that a satisfactory clearing and collection system would, 
by this time, have been evolved. I feel convinced, however, that I 
should not longer delay giving these banks the opportunity of per- 
forming these services for the Government and enlarging their field 
of usefulness. 

Very truly yours, 
; W. G. McApboo, Secretary. 


It is estimated that the following amounts may be transferred to 
the several Federal Reserve Banks: 
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APPENDIX B TO CHAPTER XLVIII 


Report oN Use or RESERVE BANKS BY THE TREASURY 
July 15, 1915. 
To The Federal Reserve Board, 
Washington. 
Gentlemen: 

Your Committee was appointed to formulate a report stating 
briefly the reasons which make it desirable for the Secretary of the 
Treasury at an early date to designate the Federal Reserve Banks to 
act as fiscal agents of the United States, as authorized in Section 15, 
of the Federal Reserve Act. 

The first paragraph of Section 15 reads as follows: 

“Sec. 15. The moneys held in the general fund of the Treasury, 
except the five per centum fund for the redemption of outstanding 
national-bank notes and the fund provided in this Act for the re- 
demption of Federal reserve notes may, upon the direction of the 
Secretary of the Treasury, be deposited in Federal reserve banks, 
which banks, when required by the Secretary of the Treasury, shall 
act as fiscal agents of the United States; and the revenues of the 
Government or any part thereof may be deposited in such banks, 
and disbursements may be made by checks drawn against such 
deposits.” 

Pursuant to the request aforesaid your Committee offers sy 
following memorandum: i 

First: There is nothing which the Secretary of the Treasury could 
do which would contribute so much to the prestige of the Federal 
Reserve System as to designate the Federal Reserve Banks to act as 
fiscal agents. While it is recognized that Mr. McAdoo, as an ‘in-' 
dividual and officer of the Government, has taken a very prominent 
part and has shown an active personal interest in the passage of the 
Federal Reserve Act, he has not, as yet, in his official capacity, done 
the one thing which, above all others, would show to the world the 
confidence the United States Government has in the system. 

Second: The practice of locking up in the Treasury large amounts 
of money is a clumsy and unscientific method, long since abandoned 
by other nations. Like sums in the Federal Banking System would 
be of much greater potency. 

Third: While the Federal Reserve Act does not abolish the Sub- 
treasury System, yet it was clearly the intent of Congress that the 
chief functions of the Sub-treasuries would be gradually taken over 
by the Federal Reserve System. If, therefore, the Secretary of the 
Treasury should require the Federal Reserve Banks to act as fiscal 
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agents, such action would not necessarily’ imply that he contemplated 
the abolition of the Sub-treasuries, for the reason that, as has been 
pointed out at various times, the Sub-treasuries rust’ still perform 
certain important functions, to wit: (1)) The custody of gold and sil- 
ver coin on account of various reserve and trust funds of the United 
States and; (2) the redemption and exchange of gold and silver 
certificates. 

Fourth: The creation of a central clearing fund in Washington 
by the twelve Federal Reserve Banks, through which all transactions 
between the Federal Reserve Banks’ may be cleared once a week, 
offers a most advantageous plan for the easy ahd prompt handling 
of Government fiscal ‘transactions. A very simple modus operandi 
might be developed if the Treasurer of the United States were to 
become a special participant in thé operations of this clearing fund. 
All fiscal transactions of the Government could then be readily cleared 
on’ the books of the fund. Under this plan, all receiving and dis- 
bursing officers of the Government would keep accounts, either with 
a Federal Reserve Bank or a Reserve Branch Bank and whenever it 
was desirable to’ keep an account at a point where there was no 
Reserve Bank’ or with any member National bank. These accounts 
would «be. cleared through their ~ Federal Reserve Banks and the 
Central Gold Clearing Fund. 

Fifth: The employment’ of the Federal Reserve Banks as fiscal 
agents, by discontinuing the use of National'bank depositaries, would 
greatly simplify Government records and Treasury accounts. At most, 
the Treasurer would be required to keep’ twelve accounts in the 
Continental United States instead of some 1,500 deposit’ accounts, of 
which 850 are:active. It is conceivable that, with the Central Clearing 
Fund, these twelve might be still further reduced to a ade account, 
operating through the Central fund. 

Sixth: While the Federal Reserve Banks are admirably constituted 
to act as fiscal agents of the Government, it is decidedly undesirable 
from the standpoint of the Federal Reserve Board that they should be 
required to act in this capacity unless the Secretary of the Treasury 
feels reasonably certain that this is a wise; permanent policy. The 
fact that it means the deposit of 250 to 300 millions of dollars with 
the Federal Reserve Banks means that the Secretary’s action will add 
greatly to the power of the Federal Reserve Banking System, for 
the reason that every dollar deposited with the Federal Reserve Bank 
is, after allowing 35, per cent reserve against deposits and 40 per 
cent reserve against note issue, potentially capable of an additional 
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expansion of $162.50 for every $100 deposited. It is for ‘the Secretary 
of the Treasury, therefore, to determine whether the funds in his 
charge shall be deposited in National banks as at present, or in Federal 
Reserve Banks where their potentiality for the good of the general 
public is very greatly enhanced. 

The service which the Federal Reserve Banks can render to the 
Treasury is an important one and should be effective in reducing 
expenses in all sub-treasuries as well as in the Treasury Department 
itself. It will, of course, add very largely to the expense of the 
Federal Reserve Banks and for that reason as well as for others 
should not be entered into unadvisedly. 

Seventh: Under the Acts creating the First and Second. Banks 
of the United States, these banks acted as fiscal agents and depositaries 
of all government funds. This is true of the great banks of all nations 
and constitutes the chief functional relation between the banks and 
the government. Under the National Banking Act of 1863 the neces- 
sities of the Federal Government growing out of the Civil War 
were the chief subjects of concern and therefore the National Banking 
System, then established, was created to make a market for Govern- 
ment bonds and to base an issue of National Bank currency on those 
bonds, at the same time taking away from State banks by taxation 
the right to issue bank notes. The Federal Reserve Act has created 
a new form of currency, based on commercial paper and a method 
which will gradually absorb United States Government bonds having 
the circulating privilege and replace National bank notes with the 
Federal Reserve notes, and Federal reserve bank notes. The reason 
for the existence of the National banks under the law can in future 
no longer be predicated upon the need of supporting Government 
credit, but must depend for constitutional basis upon the necessities 
of commerce between the States and the fiscal requirements of the 
Government. 

If, as your Committee believes, it is of very great importance to 
preserve the integrity of the National Banking System per se and 
not to rely upon the Federal Reserve System with a membership 
consisting solely or chiefly of State banks and Trust companies, it 
is clearly most desirable that the Federal Reserve Banks shall be 
named fiscal agents of the United States as soon as possible. 

In conclusion, it is proper to say that your Committee does not 
suggest that this change be effected, except with careful thought and 
preparation. It is apparent from the study given the subject that, 
although the Federal Reserve Banks can undoubtedly take over many 
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of the important functions of the Treasurer’s office and of the Sub- 
treasuries, the work must be undertaken gradually and only after 
careful and thorough study of just what is to be done and finally 
accomplished. It would probably take fully a year and perhaps 
nearly two years to carry this out in an orderly way and your Com- 
mittee does not believe that the Board would be justified in under- 
taking the working out of these details unless the Secretary of the 
Treasury had considered the problem in its general aspects and 
decided whether he was favorable in a general way to the proposal. 

Your Committee has been glad to avail itself of the services of 
Mr. Herbert S. Woods, Acting Chief, Division of Efficiency, United 
States Civil Service Commission, which, under the direction of 
Assistant Secretary Malburn, has been making special study of 
Treasury Bureaus, and we append for the information of the Board 
three separate memoranda, prepared by Mr. Woods, as exhibits. Your 
Committee has gone through these memoranda in some detail with 
Assistant Secretary Malburn and, while it is not prepared to endorse 
all the recommendations as made, and ventures to disagree with some 
of these suggestions, still these memoranda will be very useful to 
the Board or to any future Committee in working out the details. 

Respectfully submitted, 
(Signed) F. A. DELANO, 
W. P. G. Harpine. 


Exursit “A” 

In response to your recent oral request for suggestions regarding 
the designation of Federal Reserve Banks as fiscal agents of the 
United States there is submitted herewith an outline of the functions 
of the Treasurer of the United States and the Government deposi- 
taries, with a discussion of the feasibility of the Federal Reserve 
System’s taking over these functions, and of the possible ways of 
doing it. As a result of these considerations we venture the sugges- 
tion that the Board content itself for the present with requesting 
that the Reserve Banks be designated as Government depositaries 
and that at least a majority of the National bank depositaries be 
discontinued. We believe that the Board can then develop a system 
that will make inevitable the discontinuance of the remaining deposi- 
taries and even of the sub-treasuries, and the transfer to the Board 
of a large part of the work now done in the Treasurer’s office at 
Washington. 
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TREASURY ORGANIZATION AND FUNCTIONS 


The fiscal business of the Government is now carried on by (1) 
the Treasurer of the United States and (2) Government depositaries 
of three classes—(a) 11 mints and assay offices, (b) 9 sub-treasuries 
and (c) nearly 1,500 depositary banks, of which 850 have active 
Government accounts and the remainder inactive accounts. 

The Treasurer is the banker of the Government. He is the cus- 
todian of deposits made for (1) the Secretary of the Treasury as 
chief fiscal officer of the United States, (2) Government disbursing 
officers, who maintain about twenty-one hundred active accounts, (3) 
the Post Office Department and the Board of Trustees’ of the Postal 
Savings System, (4) the Comptroller of the Currency as agent for 
creditors of failed National banks, (5) Federal Reserve Banks and 
National banks, who deposit funds with the Treasurer under the laws 
that make him agent for the redemption of the notes of these banks, 
(6) postmasters, who deposit postal funds to their own credit, and 
(7) clerks and other officers of courts who deposit to their own credit 
funds in the custody of the courts. Of these accounts those of post- 
masters (6) and court officers (7), with balances aggregating about 
$15,000,000, are kept on the books of the sub-treasuries and depositary 
banks. The accounts of other depositors are kept on the books of 
the Treasurer of the United States in Washington. Deposits for 
credit in these accounts are received at sub-treasuries and depositary 
banks, credited to the account of the Treasurer and reported daily 
to Washington where they are charged to the depositaries and credited 
as directed by the depositors. Similarly, warrants and checks against 
these accounts are cashed at sub-treasuries and depositary banks, 
charged to the account of the Treasurer and remitted daily to Wash- 
ington, where they are credited to the depositaries and charged to 
the drawers. 

In addition to the accounting officer there are attached to the 
Treasurer’s office at Washington the Cash Room, the Redemption 
Division (for gold and silver certificates and United States notes) and 
the Redemption Agency (for Federal reserve notes and National bank 
notes, ) 

The Cash Room and the Redemption Division form together the 
equivalent of a sub-treasury, but in addition the Cash Room has 
charge of the reserve stock of gold and silver certificates and United 
States notes, and furnishes the various sub-treasuries with the cer- 
tificates and notes needed to effect exchanges. 

The mints and assay offices are the depositaries for the greater 


THE SYSTEM’ AT THE OPENING OF THE WAR 1127 


part of the coin and bullion held to redeem gold and silver certificates, 
United States notes and: Treasury notes (the remainder being in the 
sub-treasuries ). This coin and bullion is transferred to othet deposi- 
taries on order of the Secretary or is paid out to persons depositing 
at the ‘sub-treasuries currency and coin for redemption or exchange. 

Besides being agents of the Treasurer for the receipt of deposits 
and the cashing of checks, the sub-treasuries act as agents for the 
redemption and exchange of gold and silver certificates, United States 
notes, Treasury notes, and minor coin. Deposits of currency and 
coin for redemption and exchange are usually received subject to 
count and are paid for by the most convenient Treasury office as soon 
as the amount of the deposit is verified. In the meantime the deposits 
are carried on the books of the several Treasury offices as liabilities. 

Only a small part of these transactions are redemptions of paper 
currency in coin or bullion. By far the larger part of the redemption 
and exchange business consists in exchanging one denomination of 
paper currency for another and issuing new SESSA to replace that 
which has become unfit for circulation. 

It will thus be seen that the offices under the Treasurer’s super- 
vision perform a number of distinct functions: 

(1) Keeping accounts of moneys deposited for the United States, 
the disbursing officers of the Government, the Post Office Department, 
etc., and of the distribution of these moneys among the various deposi- 
taries. 

(2) Receiving and keeping deposits to be credited to the accounts 
mentioned above, and cashing warrants and checks to be charged 
thereto. 

(3) Keeping reserve stocks of the United States Paper currency, 
and exchanging one kind of denomination: of such currency for 
another, and “fit” for “unfit” currency. 

(4) Holding coin and bullion for the redemption of United States 
paper currency, and making such redemptions on demand. 

(5) Holding the five per cent redemption funds and redeeming 
Federal Reserve notes in gold and National bank notes in lawful money. 


FUNCTIONS THAT FEDERAL RESERVE SYSTEM CAN ASSUME 


The Federal Reserve System can legally take over all of these 
functions except the last two which must be retained by the Treasurer 
since the law does not permit the various redemption funds to be 
deposited in the reserve banks. About the assumption of the strictly 
banking functions of receiving deposits, paying checks, and keeping 
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depositor’s accounts there can be no question. The Reserve Banks 
can also, if they so desire, provide themselves with adequate stocks 
of United States paper currency and make exchanges for their member 
banks, as each National bank does to a limited extent for its customers. 
Moreover, there seems to be no legal reason why the Secretary of 
the Treasury should not designate the Federal Reserve Agents as 
custodians of reserve stocks of gold certificates, silver certificates and 
United States notes just as they are now custodians of the reserve 
stocks of Federal Reserve notes. If this were done the Federal 
Reserve Agents might make exchanges of currency to an unlimited 
extent for the reserve bank to which they are attached. If they 
received their currency supplies directly from the Bureau of Engrav- 
ing and Printing, the Treasurer would be practically eliminated from 
exchange transactions. 

The Reserve Banks can also reduce to a minimum the work of 
the Treasurer in connection with the redemption of Federal Reserve 
notes and National bank notes by redeeming in gold, on demand, not 
merely their own notes but also those issued by other reserve banks, 
and by redeeming National bank notes in lawful money for their 
member banks. They can sort redeemed bank notes into those fit for 
circulation and those unfit, treat the fit like paid checks of the issuing 
banks and make at least a partial sort of the unfit before remitting 
them to Washington. On their receipt in Washington the Treasurer 
might instead of paying for them, authorize the Reserve Bank to make 
the proper charges against the banks whose notes had been redeemed, 
or, if such banks belonged to other Reserve districts, against their 
Federal Reserve Banks. The 5 per cent redemption fund would then 
remain in the Treasurer’s custody practically intact, since most banks 
would find it more convenient to send notes to their Federal Reserve 
Bank for redemption than to the Treasurer. 

When this condition has been brought about it would seem that 
Congress might easily be persuaded to repeal the law directing banks 
to make their 5 per cent deposits with the Treasurer, and require 
these deposits to be made instead with the Federal Reserve Banks. 
If, also, the Treasurer did not have Federal Reserve notes presented 
to him for redemption it would soon become apparent that the deposits 
with the Treasurer for the redemption of Federal Reserve notes were 
unnecessary. 

The Reserve Banks can also assist, if they wish to, in the redemp- 


tion of United States paper currency in coin and bullion. They can 
do this in two ways: 
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(1) By receiving deposits of paper currency for redemption, cer- 
tifying the amount to the nearest Treasury office having a supply 
of the coin or bullion desired, and then remitting the currency to 
Washington for cancellation if unfit for circulation or for return 
to reserve stock if fit. 

(2) By providing themselves with adequate stocks of coin and 
bullion and making redemptions themselves for accommodation of 
their member banks. Under this plan they might be compelled at 
times to present the redeemed certificates to Treasury offices in ex- 
change for coin or bullion, but it seems probable that this would 
not be generally necessary, as the gold taken in would probably in the 
long run almost equal the gold paid out. 

There would of course be no advantage to the Reserve Banks in 
assuming these redemptions and exchange functions, except as it 
would strengthen their position and give them good grounds for 
claiming the largest possible amount of Government deposits. It 
might also facilitate the substitution of Federal reserve notes for 
United States paper currency, since the banks would sometimes be 
able to pay out Federal reserve notes in exchange for gold certificates, 
silver certificates and United States notes. They might also prevent 
the issue of additional gold certificates to replace those which are 
redeemed in order to obtain gold for export and for use in manu- 
factures. The supply of gold in the Treasury is replenished largely 
by the purchase of bullion by the mints and assay offices. This bullion 
is paid for by checks, and gold certificates are issued against it only as 
needed to make disbursements. If Government disbursements were 
made wholly by checks on the Federal reserve banks it would not 
be necessary to issue gold certificates to replace those redeemed in 
coin and bullion. The coin and bullion could instead be deposited 
in the Reserve Banks, which could issue their notes against it. The 
ends, however, might be obtained if the United States continued to 
hold the coin and bullion and issued order gold certificates to the 
Reserve Banks instead; but under these circumstances the banks 
would not establish themselves so firmly as a necessary part of the 
United States fiscal system, nor relieve the United States of the 


same expense. 


THE GoQVERNMENT’S PROBABLE REQUIREMENTS AND METHODS OF 
MEETING THEM 


The Federal Reserve Banks can hardly expect the Secretary to 
designate them as fiscal agents and to deposit with them the entire 
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hundred and fifty to two hundred million dollars available for that 
purpose unless they can perform efficiently and economically (from 
the Government’s standpoint) the functions now performed by the 
Treasurer and the Government depositaries. - As a part of the expense 
of transferring the deposits to the Federal Reserve Banks must be 
reckoned the loss of more than a million dollars a year now collected 
as interest from depositary banks. Against this loss the promise of 
excess profits from the operation of Federal Reserve Banks will be 
a doubtful offset. The offset must be sought instead in the reduction 
of the expenses of the Treasurer’s office and the sub-treasuries. The 
total cost of operating the Treasurer’s office is about $450,000 a year, 
excluding the amount reimbursed by National banks. The cost of 
operating the sub-treasuries is over $650,000 a year. It is possible 
that the Federal Reserve Banks could save enough of this to nearly 
compensate the Government for the loss of the interest now collected 
on Government deposits. At the same time, however, the Reserve 
Banks must demonstrate their ability to perform the work as satis- 
factorily as it is now performed. To accomplish this it is believed that 
the following requirements must be met: 

(1) The accounts must be centralized at Washington. This was 
done by the Treasury Department about two years ago and since 
the new plan has gotten into smooth operation it has: proved so 
satisfactory that in our judgment it would not be wise to return to 
a decentralized system. 

(2) Arrangements must be made that will insure the cashing 
of Government checks at par in all parts of the United States and 
the prompt transmission of such checks to Washington to be charged 
to the drawer’s account. 

(3) Arrangements must be made to accept Government deposits 
at every point in the United States where it is convenient for collect- 
ing officers to make them, and to report the receipts promptly to 
Washington for credit in the Government’s account. 

It is obvious that the Federal Reserve Banks can not themselves 
meet these requirements. They must. utilize their member banks 
for the purpose and before the Board requests the Secretary to 
designate the Reserve Banks as fiscal Agents we suggest that it would 
be advisable to work out in detail a plan for accomplishing this. In 
this connection, the following suggestions are made: , 

(1) Deposits by Government officers in a member bank ‘can be 
credited to the Federal Reserve Bank, or transmitted to the Federal 
Reserve Bank by draft or in cash. In any case it would be necessary 
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for the member bank or the Federal Reserve Bank to bear the oes 
of such transactions. 

Duplicates of the receipts issued to the depositors must be trans- 
mitted promptly to Washington by the receiving member bank for 
credit in the Government’s account. To permit such credits to be 
delayed by coming through a Federal Reserve Bank would, it is 
believed, be unsatisfactory to the Treasury Department. The Federal 
Reserve Banks could later confirm the report of such deposits ‘on 
receipt of advice from the bank accepting the deposit; or the Wash- 
ington office might certify the deposits to the proper Federal Reserve 
Bank. 

(2) Government checks paid by a member bank can best be 
charged to the proper Federal Reserve Bank to be credited by that 
bank to the member banks’ reserve account. 

The checks should be forwarded promptly to Washington to be 
charged to the drawer’s accounts, a duplicate of the transit letter 
only going to the Federal Reserve Bank. On receipt of this duplicate 
letter the Federal Reserve Bank would charge the Government account, 
but such charges would be subject to ‘verification from Washington. 
On proving ‘the checks against the transit letters the Washington office 
would credit the Federal Reserve Bank and report to it the total 
payments by each member bank. Any other plan that we can think 
of would not merely delay the charges in the depositor’s accounts but 
would add greatly to the aggregate amount of labor required for 
handling the Government’s checks (which number about 25,000 a day). 

In order to keep the depositors’ accounts centralized at Washington, 
such accounts must either’be left with the Treasurer and the Resérve 
Banks designated as depositaries to perform the same functions that 
National Bank depositaries now perform, or else the Reserve Banks 
must establish a central agency through which they can foes keep 
the accounts of the Government deposits. 

The adoption of the latter plan would take away from the Treasurer 
all of his work except that of redemption agent for paper currency. 
The office would then hardly deserve the title of Treasurer. It is 
unlikely, however, that Congress. will abolish the office or alter the 
designation. Unwillingness to do so might result in opposition to 
the plans of the Federal Reserve Board to take over the work. 

Two solutions of. this difficulty suggest themselves: 

(1) The Treasurer’s duties may be changed to correspond with 
those of the Treasurer of a private corporation; that is, instead of 
being, as at present, the officer who holds the deposits of the United 
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States he may be made the officer who controls the deposits of the 
United States with the Federal Reserve System. This position is now 
occupied by the Assistant Secretary of the Treasury in charge of finan- 
cial bureaus. He draws, or authorizes disbursing officers to draw, the 
checks by which substantially all government disbursements are made. 
This office might be combined with that of Treasurer. The incum- 
bent of the combined office would control the deposits of the United 
States with the Federal Reserve System, with the mints and assay 
offices, and with such sub-treasuries as prove to be necessary to 
carry on the business of redeeming paper currency. 

The second solution would be for the Treasurer to retain his 
present functions but to exercise them partly as Treasurer of the 
United States and partly as Treasurer of the Federal Reserve Board. 
In the latter capacity he might have charge of the Gold Settlement 
Fund, of the Government accounts, and of such other fiscal business 
of the Federal Reserve System as it proved desirable to transact 
through a central office. By this plan the organization and machinery 
in Washington need not be radically disturbed. The prime question 
would then become the proper division of the expenses of the 
Treasurer’s office between the Federal Reserve System and the United 
States. 

It is not clear that legal authority would be required to carry 
out either of these plans. The principal question that would arise 
in connection with the first plan is whether the Secretary can delegate 
to the Treasurer the duties imposed on him by law, which he now 
delegates to the Assistant Secretary in charge of finances. The 
principal question that would arise in connection with the second 
plan is whether the Treasurer of the United States can accept an 
appointment as Treasurer of the Federal Reserve Board and too, 
to some extent at least, the same clerks, the same vaults, etc., in his 
two capacities. The second plan would probably be the easier to 
carry out. 


SUGGESTIONS 


The changes discussed herein would be radical and far-reaching, 
and it would be difficult to have them made at one step. We believe 
that it would be wiser to request the Secretary of the Treasury, to 
designate the Reserve Banks as Government depositaries, at the same 
time discontinuing as many as possible of the present National bank 
depositaries. The Reserve Board can then develop a system whereby 
the Reserve Banks through their member banks will receive deposits 
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and pay checks at any point in the United States. If such a system 
works satisfactorily there will be no need for any other depositaries 
than the Federal Reserve Banks except such Government offices as 
may be necessary to redeem and exchange paper currency. 

If the Reserve Banks keep a joint account with the Treasurer 
through a central agency in Washington, it will be obvious that they 
might as well keep instead the accounts of the various depositors 
and relieve the United States of that expense. The accounting work 
in the Treasurer’s office would then become unnecessary. 

If it were desired_to go further, the next step would be to request 
the Secretary of the Treasury to supply the Federal Reserve Agents 
with reserve stocks of gold and silver certificates and United States 
notes, and take over the exchanges of United States paper currency 
as far as possible: The Federal Reserve Banks might also supply 
themselves with stocks of gold coin and bullion and redeem United 
States currency for member banks, and through them for exporters, 
jewelers, etc. Such action, if successfully carried out, would so 
reduce the work of the sub-treasuries that the question of discontinuing 
them would come up without any suggestion from the Board and the 
Reserve System would be left in practically the same relation to the 
United States Government that the National banks of the great 
European nations occupy to their Governments. 

Very respectfully, 
(Signed) HeErBert S. Woops, 
Acting Chief, Division of Efficiency. 


Exuisir “B” 


MEMORANDUM FoR Mr. DELANO, VICE GOVERNOR, FEDERAL RESERVE 
BoarpD: 


In reply to your request for suggestions regarding the settlement 
of accounts between Federal reserve banks and the Treasurer of the 
United States through the gold settlement fund, I beg to state that 
the following are the only plans that occur to us for making such 
settlements without daily cash payments: 

(1) For the Treasurer to contribute to the gold settlement fund; 
that is, to maintain a deposit in gold with the Federal Reserve Board. 

(2) For the Federal Reserve Board to deposit the whole or part 
of the gold settlement fund with the Treasurer. 

(3) For the Treasurer to be represented in the gold settlement 
fund by a United States depositary (either a Federal reserve bank 
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or a member bank acting through its Federal reserve bank; that is, 
for the Treasurer to clear through a depositary bank designated as 
his agent for the purpose. 

(4) For the Federal Reserve Board to deposit the whole or a 
part of the gold settlement fund with a United States depositary 
bank (either a Federal reserve bank or a member bank). 

Plan 1—For the Treasurer to make a deposit with the Federal 
Reserve Board. There is no specific authority of law for the 
Treasurer to deposit Government moneys with the Federal Reserve 
Board. However, since the law authorizes the deposit of Government 
moneys with Federal reserve banks, it is probable that they can legally 
accept such deposits jointly through an agent designated for the 
purpose. This agent might be the same officer of the Federal Reserve 
Board who is charged with the custody of the gold settlement fund. 

Plan 2—For the gold settlement fund to be deposited with the 
Treasurer. There is apparently no authority of law for the Treasurer 
to receive deposits from the Federal Reserve Board or the Federal 
reserve banks, except deposits of public moneys and deposits to redeem 
Federal reserve notes. It is suggested, however, that the Treasurer 
might legally be appointed as the Treasurer of the Federal Reserve 
Board, and as such custodian of the gold settlement fund. In this 
capacity he might properly receive from the Treasury Department 
the same facilities in the way of vault room, etc., that have in the 
past been extended by the Department to the Federal Reserve Board 
and to the Federal reserve banks. It would be necessary for the 
Treasurer to make separate statements of the funds he held as 
Treasurer of the Federal Reserve Board and the funds that he held 
as the Treasurer of the United States. It would not be necessary, 
however, to keep the cash physically separated since but one kind 
of cash-gold would be held for the Board. 

Plan 3—For the Treasurer to clear through a depositary bank. 
This plan would probably be unsatisfactory unless there was a branch 
Federal reserve bank in Washington that could represent the Treasurer 
directly in the gold’ settlement fund. Even then it would be less 
satisfactory than either the first or second plan. ? 

Plan 4—For the gold settlement fund to be deposited with a 
United States depositary. If the deposit were made with a Wash- 
ington bank (either a branch Federal reserve bank or a methber bank) 
transfers between the Treasurer’s account and the Board’s account 
could easily be made. It is assumed, however, that the Board would 


ee 
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be unwilling to deposit any part of the gold settlement fund either 
with a Federal reserve bank or with a member bank. 

Whether it would be better for the Treasurer to make a gold 
deposit with the Federal Reserve Board or for the Board to maintain 
a gold deposit with the Treasurer depends on the policy adopted with 
reference to the Government’s, fiscal business. This matter is dis- 
cussed in a separate memorandum. 


ExHisiz “C” 


MEMORANDUM For Mr. DELANO: 


The following is a brief statement of the principal points in the 
memorandum submitted to you this morning relative to the designa- 
tion of the Federal Reserve Banks as fiscal agents of the Government: 

The work of the Treasury that the Reserve banks might take 
over may be divided into three general classes: 

(1) Receiving and holding Government deposits and cashing Govern- 
ment checks; 
(2) Keeping depositors’ accounts ; 
(3) Redeeming and exchanging paper currency. 
(1) Receiving and holding Government deposits and cashing 
Government checks. 

The Secretary of the Treasury will doubtless be glad to designate 
the Federal Reserve Banks as United States depositaries to receive 
and hold Government deposits and cash Government checks, and he 
will probably be willing to discontinue other national-bank depositaries 
as soon as the Federal Reserve Banks demonstrate their ability to 
handle the business satisfactorily. To do this the Reserve Banks 
must make use of their member banks for receiving deposits and 
paying checks; and it would be well for them to accept the Govern- 
ment’s account jointly through a Washington agent. 


(2) Keeping Depositors Accounts. 

Taking over depositors’ accounts and receiving the Government's 
deposit through a Washington agent would result in transferring to 
the Federal Reserve System the greater part of the accounting work 
of the Treasurer’s office. The simplest way to do this seems to be to 
adopt the Treasurer’s office, as it were, by designating the Treasurer 
as treasurer of the Federal Reserve Board. 
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(3) Redeeming and Exchanging Paper Currency. 

Taking over the work of redeeming and exchanging United States 
currency, Federal Reserve notes, and national bank notes would 
result in the discontinuance of the sub-treasuries and the Treasurer’s 
office as it is now constituted. The change could be most easily 
effected by the voluntary assumption of redemption and exchange 
work by the Reserve Banks. 


APPENDIX C TO CHAPTER XLVIII 


SUB-TREASURIES AND FEDERAL RESERVE BANKS 
(From Federal Reserve Bulletin, February 1, 1917.) 


There is herewith reprinted the letter of the Secretary of the 
Treasury, dated December 16, 1916, transmitting a report relative 
to the United States sub-treasuries and their relation to the Federal 
Reserve Banks to the Speaker of the House of Representatives, as 
follows: 

Sir: In the legislative, executive, and judicial appropriation act 
approved May 10, 1916, it is provided that— 

“The Secretary of the Treasury is authorized and directed to 
report to Congress at the beginning of its next session which of the 
subtreasuries, if any, should be continued after the end of the fiscal 
year 1917, and if, in his opinion, any should be continued, the rea- 
sons in full for such continuance; also if any or all of said sub- 
treasuries may be discontinued what legislation will be necessary 


in order to transfer their duties and functions to some other branc.. 
of the public service or to the Federal Reserve Banks.” 


In accordance with the above authorization and direction, I have 
the honor to report as follows: 

There are nine sub-treasuries located, respectively, in the. cities 
of Boston, Mass.; New York City, N. Y., Philadelphia, Pa.; Baltimore, 
Md.; Cincinnati, Ohio; Chicago, Ill.; St. Louis, Mo.; New Orleans, 
La.; and San Francisco, Cal. The sub-treasury system was authorized 
by the act of August 6, 1846, and subsequent acts amendatory 
thereof. 

The duties and functions of the sub-treasuries may be stated 
generally as follows: 


Issue of gold order certificates on gold deposits. 
Acceptance of gold coins for exchange. 
Acceptance of standard silver dollars for exchange. 
Acceptance of fractional silver for redemption. 
Acceptance of minor coins for redemption. 
Acceptance of United States notes for redemption. 
Acceptance of Treasury notes for redemption. 
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Acceptance of gold and silver certificates for redemption. 

Cancellation (before shipment to Washington) of unfit currency. 

Laundering of unfit currency which permits of this process. 

Exchange of various kinds of money for other kinds that may be 
requested. 

Remittances from United States depositary banks of their surplus 
deposits of internal-revenue, customs, money-order, postal, and 
similar funds. 

Deposits of postal savings funds direct. 

Deposits of money-order funds direct and indirect. 

Deposits of post-office funds direct and indirect. 

Deposits on account of 5 per cent redemption fund. 

Deposits of interest on public deposits. 

Deposits of funds belonging to disbursing officers. 

Funds deposited for transfer to some other point through a payment 
by a sub-treasury located thereat. 

Encashment of checks, warrants, and drafts drawn against the 
_Treasurer of the United States and presented at a sub-treasury for 
payment. 

The payment of United States coupons and interest checks. 

In addition to the foregoing the sub-treasuries have the custody 
of a large part of the reserve and trust funds, consisting of the gold 
coin and bullion and silver dollars deposited to secure gold and silver 
certificates and greenbacks. 

The receiving of deposits and payment of checks has been assumed 
to a large extent since the establishment of the Federal reserve system 
by the designation of Federal Reserve Banks as Government deposi- 
taries in those sub-treasury cities where Federal Reserve Banks are 
located. Federal Reserve Banks are located in the sub-treasury cities 
of Boston, New York, Philadelphia, Chicago, St. Louis, and San 
Francisco. New Orleans has a branch of the Federal Reserve Bank 
of Atlanta, while neither Baltimore nor Cincinnati has a Federal 
Reserve Bank. 

It has always been deemed advisable to deposit the gold reserve 
and trust funds of the Government in several places rather than to 
concentrate them in one, for reasons of security as well as public 
convenience. 

The Federal Reserve Act does not expressly or by implication 
contemplate the stibstitution of the Federal Reserve Banks for the 
sub-treasuries, nor would it in my opinion be possible, or advisable if 
possible, to attempt such a substitution. While the general or current 
fund of the Treasury may, in the discretion of the Secretary, be de- 
posited in the Federal Reserve Banks, the reserve and trust funds of 
the Government, viz, gold coin and bullion and silver dollars held 
in trust by the Government against outstanding gold and _ silver 
certificates and greenbacks, are not included in this authorization. The 
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gold coin and bullion held against gold certificates, amounting at present 
to more than $2,000,000,000, a considerable part of which is deposited 
in the sub-treasuries, should not, in my opinion, be committed to 
the custody of any private corporations (and the Federal Reserve 
Banks are private corporations), but should be in the physical control 
of the Government itself. This applies with equal force to the 
$152,979,025 of gold reserve held against United States notes and 
Treasury notes of 1890 and the silver dollars held against silver 
certificates. If, however, it should be deemed advisable to transfer 
the custody of these trust funds to Federal Reserve Banks or to any 
other private corporation or corporations, it would be necessary to 
make a special deposit of such funds in vaults especially constructed 
for the purpose and to maintain a Federal guard or some form of 
adequate Government control over such vaults. ’ 

Since the Federal Reserve Banks are, as I have already stated, pri- 
vate corporations, just as are the national banks, the duty of providing 
the necessary storage vaults and of assuming the custody and control 
of these trust funds could not be imposed upon the Federal Reserve 
Banks by legislation. It could only be accomplished by negotiation 
and agreement, involving, necessarily, compensation for the service 
performed. Whether or not arrangements could be made with Fed- 
eral Reserve Banks or any private institutions for the custody of 
these trust funds upon terms and under conditions satisfactory to 
the Government and at a saving in cost over the sub-treasury methods, 
while, at the same time, providing all of the conveniences in handling 
these funds and the same measure of security as now afforded by the 
sub-treasury system, is a matter upon which I am unable to express 
an opinion. I desire to repeat, however, my earnest conviction that 
it would be unwise to commit the custody of these trust funds to any 
private institution or institutions. The custody of these trust funds, 
their maintenance, direction, control, and administration are distinctly 
a governmental function, and should be exercised only by the Gov- 
ernment. ' 

Aside from the custody of the trust funds of the Government, the 
sub-treasuries perform a highly useful service to the public in making 
exchanges of money, supplying money and coin where needed, and 
reducing the cost and expense of shipments of money and coin from 
a common center. It is necessary to maintain the facilities and con- 
veniences provided by the sub-treasuries in the large centers of busi- 
ness in the country, such as the cities in which the sub-treasuries are 
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now located. Even if these particular functions could be transferred 
to Federal Reserve Banks where they exist, the services rendered 
by the substituted agencies would have to be compensated for. This 
would involve expense to the Government while, at the same time, 
the facilities provided might not be as thorough and satisfactory as 
those supplied by the sub-treasuries themselves. 

It has been suggested that the sub-treasuries are merely con- 
veniences and not necessities and that their duties might be performed 
entirely by the Treasury in Washington. This is in a sense true, but 
the cost of handling all the business from a common center, in a 
country so extensive as the United States, might be greater than 
the expense of the sub-treasury system, whereas the delays and in- 
conveniences which the public would have to suffer might prove a 
very serious handicap upon business. It could with equal force be 
argued that internal revenue offices throughout the United States 
could be abolished and all of the work done at Washington, and, in 
like manner, that many of the customs offices throughout the country 
could be abolished and all of the work done from Washington. It 
is the duty of the Government to provide adequate facilities to meet 
the convenience and necessities of the public in all parts of the 
country, and the problem must be considered as a whole and not 
merely in detail. 

It may be possible to reduce the expense of administration of some, 
or all, of the sub-treasuries. It has been only one year since the 
Federal Reserve Banks were made Government depositaries and ‘fiscal 
. agencies, and the current or general funds of the Government in 
such cities transferred to Federal Reserve Banks. About that time 
I appointed an improvement committee (described in my annual report 
of 1915) to make a careful study of departmental methods in all direc- 
tions and to report upon the best means of improving the general 
administration of the Treasury service in its various important 
branches. The administration of the sub-treasuries is one of the sub- 
jects for investigation, and I sincerely hope that within another year 
it may be found possible to reduce the expense of operating these 
institutions in some, if not in all, of the cities where they are now 
located. 

The amount of the Government funds in each sub-treasury, the 
volume of the total transactions annually performed by them, and 
the cost of maintaining these institutions are set forth in the following 


table: 
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Expense 

Government Total transac- of main- 

Subtreasury funds held tions, fiscal tenance, 

June 30, 1916 year 1916 fiscal year 

1916 

Baltimore............ $ 12,573,371.07$ 108,215,675.59 | $ 33,749.53 
Bostong’ 5... Sates rs... 34,452,695.24 217,020,680. 17 52,051.29 
Chicago net. eer ere 120,537,589.79 597, 365,033.95 84,325.04 
Cincinnati Fae ee 31, 388,654.90 105, 703,081.30 28,819.14 
New; Orleans:.= pewseeate 31,917,751.13 73,990,519. 44 27,481.22 
Newsy orke- sane. ieee 329 , 402,485.45] 2,464,715,492. 12 187,587.75 
Philadelphiawen «1m ee 26,183,266.27| 473,623,903.18 57,792.76 
Sti Vous. iiss. 2 48 629,847.19 193,370,692. 54 37,385.63 
San Franciscos.. ..<che 99,088 ,O10.01 291,058 ,033.53 25,812.27 
Total¥iig. HAT $734,173,671.05'$4, 525,063, 111.82 | $535,004.63 


It will be seen that the cost of maintaining these institutions, 
treating the sub-treasury system as a whole, is only one one-hundredth 
of I per cent, approximately, on the total transactions involved—an 
insignificant sum compared with business done, the important service 
performed, and the conveniences afforded to the public. Aside from 
New York, the cost of maintaining the other eight sub-treasuries is 
$347,416.88, which is a comparatively small sum to pay for the service 
and convenience they provide. If these institutions were abolished, 
the total cost of operating them would not be saved, as a counter 
expenditure by the office of the Treasurer in Washington, resulting 
from the increased work that would be thrown upon that office, would 
be entailed. 

I am of the opinion that it would be inadvisable at this time to 
abolish all, or any, of the sub-treasuries. It is an important matter 
and should be considered deliberately. With the test of further ex- 
perience it may develop that the functions of the sub-treasuries, or 
some of them, may be transferred to Washington, or to some other 
agency, but action should not be taken hastily or inadvisedly. 

I regret exceedingly that my necessary absence from Washington, 
in connection with the establishment of the Federal farm loan banks 
and other public business, made it impossible for me to submit this 
report to the Congress at an earlier date. 

Respectfully, 
W. G. McApoo, Secretary. 
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The following on the early war financing of the United States 
Government was published in the May, 1917, number of the Federal 
Reserve Bulletin: 


War FINANCING 


War financing of record magnitude has been authorized for the 
United States during the latter part of April. Without a dissenting 
vote in either House of Congress authority has been given for the 
issue by the Secretary of the Treasury of $7,000,000,000 in war bonds 
and shorter term certificates of indebtedness. The figures of this 
initial authorization dwarf the early war financing of European 
countries. 

Anticipating an agreement by the two Houses of Congress over 
the details of the bill authorizing bonds and certificates of indebtedness 
to be issued, the Secretary of the Treasury on April 20 announced 
that as soon as the bill became law he would sell $200,000,000 of 
certificates of indebtedness to meet the requirements of the Treasury 
and the war situation, pending the sale of Government bonds. In 
this connection it was stated that the offering of bonds would probably 
require about 60 days. After testing the sentiment as to the interest 
rate at which the certificates should be issued, 3 per cent was deter- 
mined upon and the amount increased to $250,000,000. These cer- 
tificates are payable on June 30. Subscriptions for this $250,000,000 
were obtained in a remarkably short time through the agency of the 
12 Federal Reserve Banks. 


PosITION OF OUTSTANDING BoNDs 


Federal Reserve Banks are holders of a considerable amount of 
2 per cent United States consols and 3 per cent 30-year bonds and 
I-year certificates of indebtedness. Consideration was given by the 
Federal Reserve Board to the position of these bonds in view of the 
proposed new issue at an interest rate of 31% per cent. Upon the ques- 
tion whether authority for the conversion of the above-named securi- 
ties into 314 per cent bonds should be requested of Congress in an 
amendment to the war-bond legislation, the Federal Reserve Board 
sent out the following letter: 

Telegrams have been received from a majority of the gov- 


ernors of the Federal Reserve Banks calling attention to the fact 
that the bill which recently passed the House authorizing the 
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United States to issue and sell 314 per cent bonds, contains no 
provision for the conversion of the 3 per cent bonds held by the 
several Federal Reserve Banks. 

The Board has already given consideration to this matter, real- 
izing that the issuance of $5,000,000,000 worth of 3/2 per cent 
bonds would naturally have a tendency to depreciate the market 
value of the 3 per cent bonds held by the Federal Reserve Banks. 
The amount now held by such banks, namely, about $7,000,000, 1s, 
however, relatively small and the Board is undecided whether it 
would be justified at this time in asking for an amendment to sec- . 
tion 18 authorizing the conversion of the 3 per cent bonds now 
held and the 2 per cent bonds subsequently acquired by the Federal 
Reserve Banks into bonds paying a higher rate of interest. The 
Board no doubt will ultimately ask for such an amendment. 

From the best information obtainable it is unlikely that Con- 
gress will at this session pass any legislation except that coming 
within the classification of war measures. It is fully understood 
that unless such an amendment is obtained Federal Reserve Banks 
will not be disposed to purchase 2 per cent bonds and to offer them 
for conversion into 3 per cent bonds and notes, and the Board 
would not require such purchase if the 3 per cent bonds are below 
par and a conversion could not be made without a loss to the Fed- 
eral Reserve Banks. 

Before determining whether an effort should be made at this 
time to obtain the desired amendment, or whether this action should 
be deferred until Congress reconvenes in December, the Board will 
be glad to have the views of the governors on the following 
questions : 

(1) Will the probable demands for currency during the period 
of the war make it advisable to discourage curtailment of national- 
bank-note circulation by discontinuing all conversion of 2 per cent 
bonds having the circulating privilege for bonds or notes without 
the circulating privilege? In other words, is it probable that Fed- 
eral Reserve notes can be issued in sufficient volume to take care 
of current needs, or will it probably be necessary for Federal Re- 
serve Banks to use any 2 per cent bonds acquired as a basis of 
issue for Federal Reserve Bank notes in order to supplement cir- 
culation outstanding? 
™~ (2) Assuming that there will be no redundancy of circulation 
eS ee 
eee eee MM o obtain an amendment to section 

, 8 ave a tendency to encourage the conversion of 


bonds having the circulating privilege for bonds without. this 
privilege? 


The Secretary of the Treasury has made no announcement of his 
position in this matter. 


First OFFERING OF CERTIFICATES 


Below is given the announcement of the Secretary of the Treasury, 
given to the press on April 20, stating his purpose to make the first 
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offering of certificates of indebtedness under the war loan act of 
$200,000,000 : 


__ Secretary McAdoo stated to-day that as soon as the war loan 
bill becomes a law he intends to sell such amounts of Treasury 
certificates of indebtedness as may be necessary to meet the re- 
quirements of the Treasury and the war situation pending the sale 
of Government bonds. ; 

It will probably require about 60 days to make a public offering 
of bonds. Meanwhile certificates of indebtedness maturing June 
30, and receivable with accrued interest, in payment of subscrip- 
tions for bonds, will be sold. The Secretary appreciates the desir- 
ability of avoiding any derangement of the money market, and in 
the financial operations in which the Government is about to en- 
gage it will be his purpose to adjust receipts and disbursements in 
such a way that as far as possible money paid in will be promptly 
returned to the market. The contemplated sale of Treasury cer- 

: tificates is in line with this policy. Should the banks during the 
next few weeks absorb several hundred million dollars of these 
certificates, the proceeds being paid out in the course of business, 
the banks will possess ready means with which to meet withdrawals 
made later by depositors in paying for bond subscriptions. The 
result of this method will be a gradual anticipation of payment on 
account of bonds with a steady and continuous return to the banks 
of the moneys paid in. 

The Secretary sounded the market yesterday with respect to 
temporary borrowings and met with a very satisfactory response 
on the part of important banks and bankers in financial centers, 
especially in New York City. The Secretary was assured that 
reasonable immediate requirements could be met by a sale of cer- 
tificates bearing as low a rate as 2% per cent interest, but that 
there would be no doubt about the sale of the largest amount of 
such debt certificates and that a wide market for the same could 
be created if they were offered at 3 per cent interest. 

The Secretary feels that in order to carry out the policy above 
outlined, temporary borrowing ought to be done on a basis that will 
enable banks generally throughout the country—State’ banks and 
trust companies as well as member banks of the Federal Reserve 
System—to have a thoroughly liquid asset in their vaults and at 
the same time to be able to avail themselves of the opportunity of 
preparing for the large bond issue. Therefore, as soon as the war 
loan bill becomes a law, the Secretary purposes to authorize Fed- 
eral Reserve Banks to receive applications for Treasury certificates 
of indebtedness, payable June 30 next, and bearing interest at the 
rate of 3 per cent per annum. The first offering of such certifi- 
cates will probably be $200,000,000. 


Duty oF RESERVE BANKS 


On the day the above statement was issued Governor Harding 
sent to Federal Reserve Banks the following letter : 
Your attention is directed to a statement issued to the press 


this afternoon by the Secretary of the Treasury. In view of the 
large issues of United States bonds which will be offered in the 
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near future and which it is hoped will be subscribed for to a great 
extent by investors, large and small, whose funds are now on ae= 
posit in banks, the Board regards an investment by banks in United 
States Treasury certificates of indebtedness having a short matu- 
rity and which are receivable in payment of subscriptions to United 
States bonds, as a highly desirable investment for them. The 
Secretary of the Treasury has announced his intention, in the 
financial operations in which the Government is about to engage, 
to adjust receipts and disbursements in such way that as far as 
possible money paid in will be promptly returned to the market and 
the Federal Reserve Banks may be counted upon by offering liberal 
terms of rediscounting to do their utmost in counteracting any 
effect of temporary dislocation of banking funds. The banks of 
the country by absorbing these certificates in advance of the issue 
of the war loans, will possess themselves of ready means with 
which to meet withdrawals made by depositors for the purpose of 
paying for bond subscriptions and they will thereby assist in an 
effective manner in paving the way for the successful flotation of 
our war loans. 

The Board does not doubt that you will impress upon the banks 
of your district, both national and State, the importance of this 
offer, and that you will enlist their hearty cooperation in this plan 
of preparing the field and preparing themselves. 


This press statement was issued on April 21: 


The Federal Reserve Board to-day telegraphed all Federal Re- 
serve Banks that payments for the new issue of certificates of 
indebtedness under the war financing act, subscriptions for which 
have been taken by Federal Reserve Banks, will probably be called 
for by the Secretary of the Treasury April 25 or 26. Remittances 
will be made by subscribers to the Federal Reserve Banks of their 


Sued be and placed to the credit of the Treasurer of the United 
tates. ; 


EXIsTING INDEBTEDNESS 


The Treasury Statement of March 31, 1917, showed the interest- 
bearing debt of the United States to be $1,023,357,250. This included 
the $50,000,000 in certificates of indebtedness issued as of April 1, 
but does not include the $200,c00,000, announcement of the intention 
to issue which was made on April 20. 

There is authority under legislation existing prior to the passage 
of the war financing law for the issue of $495,569,000 in bonds and 
$320,000,000 in certificates of indebtedness. This does not include the 
authorization to issue bonds or notes to maintain the gold reserve or 
for the issue of postal savings bonds. 

Below is given a table showing the authorization, rate, and amounts 
of the bonds and certificates of indebtedness which make up the 
present interest-bearing debt of the United States: 
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There is presented below a list of the existing legislation, exclu- 
sive of the War Loan Act, under which the Government of the United 
States may issue bonds and certificates. 


Amount 


authorized Issued 


1. Panama Canal bonds, act Aug. 5, 1909. 3 |$295,569,000 |$50,000,000 
2. Panama Canal bonds, issue for nitrate 


Diaritw@actOlwyiin ers eLOl Owen e taser 3 *20,000, 000 None. 
3. Panama Canal bonds, issue for mer- : 
chant marine, act of Aug. 5, 1909...| 3 #50 ,000, 000 None. 


4. For extraordinary expenditures, rev- 
enue act Mar. 3, 1917 (Mexican ex- 


penditures, armor-plate plant, 

Alaskan railway, purchase of Dan- 

ishisWiest,lndies, etc)... mea ae a 100,000,000 None. 
5. Expediting naval construction, act of 

Mariah tory: c.. eee ee anaes 3 150,000,000 None. 
6. Certificates of indebtedness, act of 

Mari34 TOL] 2.202: temas oe 0 tate ees 3 300,000,000 | 50,000,000 
7. Certificates of indebtedness, act June 

QE TO LOM riches e siicsin wet ae rec oe ers 3 20,000,000. |5 5-6) see 


Piluciided it cas ‘ 
_ Legislation authorizing the issue of bonds or notes to maintain the gold reserve and 
parity, and for issue of postal savings bonds, is not included in the above list. 


SUBSCRIPTIONS IN 1808 


For subscriptions to the $200,000,000 war bond issue of 1898, 31 
days were allowed. In this period the Treasury Department received 
subscriptions numbering 320,226 for $1,500,000,000. It is interesting, 
in view of the authorized issue of war bonds, of which it is anticipated 
that individuals will take a good part, to note the number of sub- 
scribers for small amounts to the loan of 1898, as shown by the table 
given below: 


Subspace : $ 

Oriless than $100. . ete cc eee ocean ee ee 

$ILOO' CG: BI 802 5, Aetes Bart esis Meee od one bab eee Spee 
$200: tor $280 hen ete) ee SERS ets feria ae ae Le 9,902 
$300, LO-380 icrae ce Bake oe cee te Pome cate, Re eo 7,594 
$400 to $480. SRO BR SR diss craic cet Rien ee eS 7,698 
D500 OLY ib Swe aL meaad «is oy chai nae eee OE 180,573 
$520 to $80. We, tees ers ce tyes ee Ae ee eee 11,862 
$1,000 ‘to $1,980: aa arene. ome RL Ee eae it 25,152 
$2,000. to; $2 980.08 ees wen k ORT tonic «.0 on ieien eee 10, 349 


$3,000. to..$3,080,.cncotines mcneeuc cc cree et ete 5,165 


\ 
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$4,000 to $4400. Datveneneo. acai. an. 8a. alduaalidca 53223 

PA SOO AT CS ree on lk ee et cate 1,875 

WIGKC REM PA GOOG ee Cae tne sok aes ct cote. 28,376 ” 
Total eres See's. pate: oretcht sierstany aorta he ceed ee 320.220 


Individual purchases of the loan of 1898 were not confined to any 
section of the country. The subscriptions for $500 or less numbered 
232,224. These were accompanied by full payment, the total of sub- 
scriptions of $500 or less being $100,444,560. 

Every opportunity was given for subscription to this issue by 
individuals. Newspapers were supplied with information relative 
to the bonds, and with few exceptions their aid was given without 
charge. In addition, circulars and forms for subscription were sup- 
plied to the 22,000 money order post offices, to express offices, and to 
banks. 

Small “subscribers were given the preference, and those who had 
asked for as much as $4,500 received only a prorated award, on a 
basis of $1,300 each. The bonds were dated August 1, 1898, and 
delivery to smaller subscribers was completed about September 1. 
Delivery to the larger subscribers continued for some time ‘after 
that date, receipts of the proceeds for this loan extending to April 1, 
1899, although the bulk of- subscriptions was fully paid within the 
first four months. Of the total amount, nearly $125,000,000 was re- 
mitted by means of checks on banks in all parts of the country. Of 
the remainder, paid in cash into the offices of the Treasury more than 
one-third was in tenders of gold, although no preference for one 
kind of money over another was made. 

The bonds bore interest at 3 per cent and to the time of their 
issue the Government had never put out bonds payable by their terms, 
either principal or interest, in gold coin or in silver coin. None of 
the civil war bonds except certificates of temporary loan and the 
notes of 1864 and 1865, which were payable in lawful money, con- 
tained any statement as to the kind of money in which they should be 
paid. The bonds of 1898 are redeemable after August 1, pees and 
payable August 1, 1918. 

The first bonds payable specifically in United States gold coin 
were the 2 per cent consols of 1930, the act providing for which was 
approved by the President on March 14, 1900. The amount of this 
issue was $646,250,150. Of this issue there have been converted 
by Federal Reserve Banks $24,648,100 into 3 per cent 30-year con- 
version bonds, and $21,878,000 into 3 per cent one-year Treasury 
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notes. A considerable part of these converted bonds and notes has 
been sold. The bonds thus converted were purchased by Federal 
Reserve Banks either in the open market or through offerings made 
by member banks of the system through the Treasurer of the United 
States under section 18 of the act. The total of 2 per cent consols thus 
retired is $46,526,100. 


Bonp Ho.piInc oF FEDERAL RESERVE BANKS 


The United States bond holding of Federal Reserve Banks on 
March 31, 1917, was as follows: 


Amount of United States bonds, certificates of indebtedness 
and notes without circulation privilege: 


3ipercentioh Lo6has. tA ee eee. YehtG. -woprosel- See $ 

3 pericenticon version. Sate actrees. re ie io wine 3,634, 300 

3: per. cental-y ear NOLES wane = aes es «eh es an 20, 567 , Coo 

2° per’ cent: certificates oflindebtedness Mate 21. eS. *48 ,000 , 000 
Ota. ana: Sectrae «(cae nna Skee. CE er alii, Wa $ 72,202,200 

Amounts of United States bonds with circulation privilege: 

2) DET ICON 8 iss Sao ea SEE inde ees ce ee $ 20,049,910 

2 PELACON byske cigs vesys.aieliels tite SIE MOMERACHON EE earcerete sta z.a woe, 5 eee eer 7,491,740 

4 Per cent AINA CA AU Baked THEA. RAS, QE RO 5,168,450 
"LOtal em ron Whar iat nace connie Soe ae ee $ 32,710,100 
Grandatotal: 24. s94 daca Re otead is See oe $104,912, 300 


* $2,000,000 of United States certificates of indebtedness entered on books Apr. 2, 
1917. 


CHAPTER XLIX 


EARLY WAR POLICIES 


Financial Aspects of War 

Secretary McAdoo’s first effort to obtain funds from the 
reserve banks had thus been successful. There was a tempta- 
tion to continue the same easy method of getting money, but 
representations were immediately made to the head of the 
Treasury for the purpose of convincing him of the disastrous 
character of the existing plan. While probably not very much 
in sympathy with the academic or purely financial argument 
that was thus directed to him, Mr. McAdoo recognized at least 
the necessity of avoiding any direct break with the reserve 
banks or with the financial community. It had not taken him 
or the government long to realize that in entering the war they 
had committed themselves to an enormous financial program, 
the like of which they had hardly imagined. Within a few 
weeks after the declaration of war the United States was 
visited by a delegation of almost every belligerent country, 
whose members declared themselves absolutely without funds 
and insisted that their governments were at the end of their 
resources to extend war plans. Some of them, it was well 
understood, did not hesitate to go so far as to threaten to make 
peace with Germany unless they obtained the funds they wanted 
from the United States, thus leaving the latter to cope as best 
it might with a foreign foe in a war for which it had made 
no preparation, had no army, and only an incompletely equipped 
and manned navy. It was obviously not the part of wisdom 
to turn a deaf ear to these delegations even if the United States 
had been better equipped for war than it actually was. As 
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things stood, it would have been almost suicidal to refuse the 
aid, of which some of them at least were so urgently in need. 

Consequently, within thirty days after the declaration of 
war, many had begun to think that our fighting would be done 
largely in Wall Street and in Washington, and would consist 
in raising and transmitting dollars or in shipping goods. True, 
even at this early date some whisperings of the necessity of 
sending perhaps 25,000 men to Europe had been heard at the 
Treasury and State Departments, but they were only tentative. 
It was impressed upon the Federal Reserve Board and upon 
the reserve system from the beginning, that what was wanted 
was money and that we were well organized to supply it. By 
supplying it, it was to be inferred, we should enable others to 
fight our battles, at least in large part, so that the most imme- 
diate and urgent thing of the moment was that of raising funds 
in unprecedented quantity. Yet, against the raising of such 
funds by ordinary banking or fiat money methods the authori- 
ties of the reserve system set their faces, while others recog- 
nized, at least abstractly, the justice of the argument. Accord- 
ingly, consideration began to be given in most earnest fashion 
to the imposition of taxation upon a large scale; but work in 
this direction had not gone far when it was realized that to get 
a satisfactory measure passed and later directly applied and 
yielding tangible funds, would be a labor of many months. 
Accordingly, at least for the moment, the financial authorities 
of the government were driven back upon the ho of 
borrowing, and of borrowing enormously. 


Consulting the Bankers 


In this emergency it was obviously of little or no use to 
employ the old-fashioned methods, hallowed by time, of 
announcing the issue of bonds to be taken by banks or by 
individuals, and of awaiting bids and taking what came along. 
Quite as obviously was it impossible to expect to sell the bonds 
by exhortation or by traveling agents, as had been done with 
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success during the Civil War. A study of the methods to 
which Great Britain had already been driven showed that the 
problem was one of mass-financing as against individual 
advances, and that success would be attained only by organizing 
the entire financial forces of the community into a compact 
body whose efforts should be united and directed toward 
getting the maximum amount of funds that could be obtained. 

Just how much the Treasury needed at the time was far 
from certain. An early computation of the needs of the 
various countries and a comparison with our own necessities 
appeared to indicate that for the remainder of the year 1917 
a sum of from four to six billion dollars would be needed. 
The amount fairly staggered the imagination of Americans, 
who had been thinking previously in hundreds of millions when 
considering government financing. Secretary McAdoo even- 
tually fell back upon the idea of ascertaining from the banking 
community the largest amount which in their judgment could 
be raised at all, and then of floating a loan for that amount. 
The question was put before the Federal Reserve Board and 
in its opinion was emphatically one in which the services of the 
Advisory Council might well be enlisted. Accordingly, at the 
spring meeting of that body, the whole question was taken up 
with the members, who, as will be remembered, were repre- 
sentative bankers drawn from all parts of the United States. 
At a joint meeting held in the board room between the Advis- 
ory Council, the Board and the Treasury officials, including 
Secretary McAdoo, the definite question was proposed: How 
much could possibly be raised by any and every means in a 
single loan? Replies varied from five hundred millions up to 
about a possible one billion, five hundred millions. Beyond 
the latter figure there was none who dared to go, save for 
tentative and vague suggestions that perhaps a larger sum 
might be obtained by the use of extreme methods. While the 
Board never definitely committed itself on the subject, it was 
apparently in general sympathy with the view of the Advisory 
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Council, although recognizing that the fixing of the limit was 
essentially a matter to be attended to by the Secretary of the 
Treasury and his aides, so that it made no effort to influence 
him, even had it been able, but awaited instructions. These 
came in the form of an announcement that the First Liberty 
Loan would be fixed at two billion dollars and that subscriptions 
over and above that sum would be returned to those making 
them. 


Question of Taxation 

Secretary McAdoo had probably been from the beginning 
more or less adverse to tax exemption for the new bonds, 
although it is not known that he ever committed himself in 
very positive language in one way or the other. At the early 
meeting of the bankers, to which reference has just been made, 
he, however, fully discussed the value of tax exemption, sug- 
gesting the thought that such exemption was probably worth 
from I to 1% per cent; 1.e., a tax-exempt bond whose interest 
was 3% per cent would sell competitively with ordinary com- 
mercial bonds bearing 5 per cent on the basis of the tax legis- 
lation which Congress had adopted or was planning. While 
the bankers were inclined to regard this estimate as high, there 
was little disposition to quarrel with the Secretary’s figures, 
which presumably had been made upon an actuarial basis and 
with intimate knowledge of conditions which the bankers could 
not be expected to have. The bankers themselves were largely 
adverse to tax exemption, believing it to be an undesirable kind 
of financing. Their answers in regard to the amount of bonds 
which could be floated were apparently based upon the theory 
that the new issue would be, at most, only partially tax-exempt. 
It is probable, when Secretary McAdoo raised the amount 
of the loan $500,000,000 above the ultimate amounts that had 
been named by the most daring of bankers, he reconciled him- 
self to the notion of complete tax exemption in order that the 
loan might be definitely floated and might take precedence 
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over all other securities as a premier form of investment to be 
offered to the public at large. Accordingly, the First Liberty 
Loan was definitely conceived of and placed upon the market 
as a tax-exempt issue, free of all taxes, both normal and super- 
tax, national and state. It was to be a supreme test of the 
credit-obtaining power of the government and this was 
definitely made known to the Federal Reserve Board and to 
the reserve banks. 


Making the Loan Sell 

Even with. the tax exemption which had been made a basic 
feature of the new loan, there was the greatest of doubt in the 
minds of almost all government financiers whether the loan 
would sell to anything like the sum which it had been deter- 
mined to issue. No such enormous government loan had by us 
been attempted before. No such war had ever been shared 
in by the American people, and it could be doubted whether 
the war hysteria and war anxiety of former struggles had ever 
exceeded the display of those qualities at the time of our 
entry into the European contest. There is always a tendency 
to regard the present emergency as greater than any in the 
past, but aside from any such tendency to exaggeration, the 
fact remained that few if any careful thinkers doubted the 
immensity of the responsibility which we had taken upon 
ourselves. In some ways this state of mind might be regarded 
as helping the sale of the bonds, in other ways as retarding it. 
It was impossible at the outset to form any valuable estimate 
of the drift of public sentiment or public temper. The Treas- 
ury Department was, therefore, naturally and properly de- 
sirous of making the loan sell and of aiding this process by 
every means in its power. 

The urgency of the case was accordingly brought to the 
attention of the Federal Reserve Board, with the recommenda- 
tion that the Board should take all measures that were necessary 
to adjust the discount rate of the reserve banks to the coupon 
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rate of the new bonds. Disregarding the tax exemption 
features of the loan which at once commended it to those who 
foresaw heavy taxation by Congress which they desired to 
forestall, it was undoubtedly the opinion of Treasury financiers 
that a very large proportion of the loan would have to be. 
financed through the banks. Hence the desire to encourage 
borrowers to believe that they could carry the loan without 
material expense, and hence a demand for the Federal Reserve 
Board to adjust its rate to the coupon rate of the bonds. The 
Board was unquestionably reluctant to take any such step. It 
knew perfectly well that the rate on the bonds had been artifi- 
cially lowered by the tax situation and that even without this 
it necessarily represented a figure distinctly under the general 
level of normal commercial credit. By establishing a rate of 
rediscount which was below the normal rate likely to prevail in 
the market, the Board practically put the reserve banks in the 
position of bidding for the entire surplus of the loan over and 
above what would be easily absorbed. A terrible responsi- 
bility would be involved in a policy of this kind, and it is to 
the credit of the Federal Reserve Board that its action was 
taken with so much reluctance and hesitation. 

The subject came up for sharp discussion very soon after 
the announcement of the loan in June, 1917, and the arguments 
for and-against were freely considered. There was: ample 
recognition on the part of the members of exactly what they 
were doing. The psychological attitude, however, of the mem- 
bers was such as to make any kind of historical or abstract 
discussion practically without weight. At the final meeting, 
after the pros and cons of the proposed policy had been 
debated for hours, one member ended the discussion by merely 
asking how the Board would be able to face the community if 
it should put technical banking considerations ahead of patri- 
otic feeling and sentiment. This kind of argument happily did 
not appeal very gtrongly to the majority of the members, but 
they were faced with the facts, namely, that the Treasury 
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Department was in position to override the Board, and had 
it chosen to do so could with the assistance of the reserve banks 
themselves undoubtedly attain that object. Indeed, there was 
broad suggestion in various unofficial or semiofficial quarters 
that the Treasury would do whatever was necessary to make 
the loan a success and that mere sticklers for banking abstrac- 
tions need expect no consideration. In these circumstances 
prudence and the practicalities of the case dictated an accep- 
tance of the Treasury policy and the Board almost inevitably 
felt itself driven to the making of a rate which should be sub- 
stantially identical with the coupon rate on the bonds. This 
rate was fixed at 3% per cent on June 15. 


Enlisting the Banking Community 

_ It was also perceived that the activities of the banks actually 
in the federal reserve system, numbering as they did a good 
deal less than one-third of the total number of banks in the 
country, would not be sufficient to reach the entire borrowing 
or bond-buying community. The reserve banks, numbering 
twelve, could not, even with the aid of their limited number 
of branches, reach the entire financial community of the coun- 
try, unless they could work through some effective medium. 
Careful study of the Reserve Act disclosed that provision had 
been made whereby the Board was at least permissively author- 
ized to give to member banks the power to discount on behalf 
of other non-member banks acting as agents for the latter. 
With this as a basis it was announced that notes of non-member 
banks collateraled by government bonds and presented through 
a member, would be discounted at reserve banks. Thus in 
effect all banks, whether members or non-members, were given 
the power to discount with reserve banks paper which had been 
made for the purpose of buying Liberty bonds of the first issue, 
and the entire banking community of the country was compelled 
to aid in the endeavor to obtain a means of reaching every 
individual throughout the land who might have the necessarv 
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cash to furnish a margin for the purchase of the securities. 
All in all, the way was thus made clear for a positive appeal 
to an absolutely nationwide community of possible buyers. 


The Loan a Success 

Looking back upon the experiment now, it is easy to see 
that the first loan would have been a success even without these 
extreme measures. The amount of fluid capital then available 
as a result of war profits and general prosperity throughout 
the country was enormous. The appeal made by the tax-exemp- 
tion feature of the bonds was very powerful. War patriotism 
and hysteria was at a high point. The banks generally were in 
fair condition and disposed to help without very much regard 
to costs. In these circumstances, the first loan would probably 
have gone off successfully even if the reserve banks had not 
supported it as they did. Their support in the background 
meant that it was assured success from the beginning, but even 
without such assurance many buyers would not have hesitated 
but would have purchased heavily either with or without the 
aid of their banks, and either at or above the coupon rate 
indifferently. Asa matter of fact, government officers, includ- 
ing the Federal Reserve Board, were surprised at the relatively 
light demand made upon the resources of the reserve banks by 
this tremendous operation. What the exact change wrought 
as a result of it may be understood by comparing the situation 
of the system shortly before and shortly after the completion 
of the loan.t This has been done in the table shown. 

What this meant can be: comparatively easily summed up. 
It implied that the “slack” of credit in the member banks was 
so great throughout the country that they were able to handle 
the loan without much reliance upon the reserve banks. It also 
probably meant that the investors of the country did not have 
to go to the commercial banks in any excessive degree. Taken 


1 First instalment was 2 per cent plus 18 per cent due June 28. Thus the bank 
statement of June 29 was the last not to show effects of the loan. 
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RESOURCES AND LIABILITIES OF THE FEDERAL RESERVE SYSTEM 


At Close of Business on Friday, June 20 to July 20, 1917 


RESOURCES 


(000’s omitted) 


June 29 July 6 July 13 July 20 

Gold coin and certificates in vault...]§ 484,264 |$ 470,359 |$ 471,402 $ 488,119 
Gold settlement fund.............. 345,845 371,380 388 353 403,821 
Gold with foreign agencies......... 52,362 52,501 52,501 52,500 
Gold with federal reserve agent..... 402,603 413,715 428,338 423,889 
Gold redemption fund............. 9,402 9,748 12,687 Il, 601 
Legal tender notes, silver, etc...... 39,840 38,314 47,545 50,301 
Fotalteserves)p.cmurds ase dasgte dass 1,334,406 I,356.017 I, 400,916 I, 430,321 
Bills discounted—members......... 197,242 229 853 140,163 161,386 
Bills bought in open market ....... 202,270 201,664 194,937 197,725 
United States government long-term 

SECUPIDICS spain to s buses Se cute tusss 36,426 42,935 43,961 42,205 
United States government short- % 

Heri, SECUTIbICSs +. sjo42 5s ge hae 34,302 28,659 30,359 33,050 
Munictpalewarrants «+ 2 '. 1-44 eee: 2,446 2,442 2,441 2,186 
Due from other federal reserve banks 

ETE be reat eee ocd. Seamer acces ote. eve *r,448 *19,505 *7,005 SAG GL 
Uncollected items. .............52. 221,705 251,334 25a 722 242,967 
Five per cent redemption fund 

against federal reserve bank notes. 500 500 500 500 
JA TIVoUner. TESOUTCES -..,4)a ck + sed hee Fe 799 851 786 1,611 
dotal resourcesties?...000i.a.. > -.cnee 2,053,394 2,033,760 2,074,790 2,116,124 

LIABILITIES 
June 29 July 6 July 13 July 20 
Capitalgpaidimt somes tonthee tte ee S57 UTOMES) 957,657 |S 57 08a IS Mes 7e 723 
Government deposits.............-. 300, 966 143,626 300,872 184,631 
Due to members—reserve account..| 1,033,460 1,112,347 1,019,672 1,164,995 
Due to non-member banks—clearing 

AGCOUNG aod cio Paya dS teate epee Rael Red eRe = 5,000 6,847 4,707 
Gollection/ stems) oe gun tras i) dee 149,527 164,588 153,363 165,284 
Federal reserve notes in actual cir- 

lation Sten. see eee Oe 508 , 807 527,459 532,508 534,226 
Federal reserve bank notes in circu- 

lation—net liability............. 934 I,175 1,960 2,306 
All other liabilities, including foreign 

government credits,.......0..... 2,524 21,908 1,887 2,192 
MotalabilitieSs aces ae.com $2,053,394 | $2,033,760 | $2,074,790 | $2,116,124 


* Difference between net amounts due from and net amounts due to 


reserve banks. 


other federal 
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together, only a moderate draft upon the bank credit was 
made, or, in other words, the loan was definitely placed. This 
fact, soon perceived and widely announced, together with the 
news that oversubscription had occurred and that the Secretary 
of the Treasury had returned some of the funds to subscribers, 
gave a tremendous impression of financial strength. In itself 
this alone was a great achievement, as it showed what the 
nation could do at a pinch. It also undoubtedly enhanced in 
the mind of the Treasury Department the notion that the 
federal reserve system could be used as an important factor 
for the purpose of sustaining very much greater loans, and 
that there was, indeed, hardly any limit to the possibilities of 
borrowing. This thought, perhaps, tended to make our finan- 
cial policy more reckless during the autumn of 1917. Certain 
it is that very great financial recklessness was exhibited, expen- 
ditures being, as all now are agreed, largely in excess of the 
real requirements of the situation. 

The months immediately after the placing of the first 
Liberty Loan thus constitute the period of financial transition 
which marked great changes both in public finance and in the 
theory and policy of our banking system. The following dis- 
cussion of conditions was prepared* at the time, and reviews 
the situation as it then stood, at a critical moment: 


Tue BANKS AND THE LIBERTY LOAN 


Banking developments during the month of July have given the 
first clear indication of the country’s ability to purchase and hold the 
new issues of Government bonds that were being placed on the 
market. There were no definite indications so long as the process of 
subscription continued, and no accurate figures for some time after 
the closing of subscriptions, establishing how far the loan had been 
paid in full by subscriptions and how far the banks of the country 
had availed themselves of the special discount privileges afforded by 
the Federal Reserve System both to member and nonmember institu- 
‘tions. The first payment made upon subscriptions was 2 per cent of 
the face of the bonds plus 18 per cent additional payable on June 28, 


* By the author; Federal Reserve Bulletin, Aug., 1917, p. Bre 
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leaving 80 per cent of the face to be provided for by subsequent 
payments. Figures setting forth the loan situation at Federal Reserve 
Banks published in advance of the announcement of the result of the 
loan were somewhat misleading because of the fact that not a few 
institutions had discounted heavily at Federal Reserve Banks in order 
to be ready to make payment in full for bonds subscribed to by them. 
Such discounting suggested the possibility of a continuous draft upon 
the resources of the reserve banks. Reductions of the larger sub- 
scriptions and prompter payment by smaller subscribers than had been 
looked for resulted in the almost immediate reduction of accommoda- 
tion furnished by Federal Reserve Banks to their members and through 
the latter to nonmembers. The outcome has been to make the demands 
upon the Federal Reserve Banks in connection with the loan decidedly 
smaller than had at one time seemed probable. The “peak” of the 
load borne by reserve banks was reached on June 22, immediately 
after the completion of the subscriptions, at which time the aggregate 
bills held by the Federal Reserve Banks amounted to $435,000,000, 
as contrasted with $145,000,000 about a month earlier. Almost im- 
mediately, for the reasons already indicated, this large volume of 
paper began to be lowered, falling on July 13 to $335,000,000. Of 
this latter sum, only $13,159,000 represented paper secured by United 
States bonds or certificates. A third payment of 20 per cent, due on 
July 30, is in process of being made as this issue goes to press, but 
arrangements to liquidate it having already largely been made by the 
subscribers, and the amount involved not being likely to be much 
in excess of $100,000,000, the payment will probably not materially 
affect the banking position. 


OPERATIONS OF RESERVE BANKS 


Considerable liquidation of investments, principally of bills and 
United States securities, is indicated by the comparative statement 
of the earning assets held by the Federal Reserve Banks on June 22 
and July 20, respectively. Liquidation apparently set in immediately 
following the completion of subscriptions to the Liberty Loan and is 
shown to have been heaviest at the New York bank, which reported 
the largest amount of accommodation to member banks in connection 
with Liberty Loan operations. Substantial reductions in the amounts 
of bills on hand are also reported by the three eastern reserve banks 
and by the San Francisco bank. Most of the bills liquidated were 
member banks’ collateral notes, secured by commercial paper or United 
States securities. Between June 22 and July 13 the amount of such 
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notes held by Federal Reserve Banks decreased from $169,789,000 to 
$59,557,000; since then the total has increased to 78,795,000, the 
amount held on July 20. 

It is noticeable that the Federal Reserve Banks’ holdings of ac- 
ceptances increased between June 22 and July 20 from $194,303,000 to 
$197,720,000 as against a simultaneous decline in the holdings of 
discounted bills from $240,984,000 to $161,386,000. 

In the following table are given the changes between the two dates 
in the amounts of bills held by each Federal Reserve Bank; also 
changes in the total holdings of other classes of investments: 


Federal Reserve Net in- Net de- 

Bank June 22 July 20 | crease crease 
Bostote see ee $ 41,795,000 |$ 34,926,000 |........... $ 6,869,000 
New York... .5... 220510321, 0008/K1331'5544. 000M). 12 (Ee 86,478,000 
Philadelphia...... 27,586,000 2A O42) OOO plete aiabter: 2,944,000 
Cleveland........ 20,499,000 17; 06050008 Ea be Sate eee 2,813,000 
Richmonds.. oe: 16,919,000 1S, 663) 0008|$1 744,000 5.25 oo eee 
Atlan tatiana.) yaeiant 5,227,000 65/559, OOOM! Py B3Z2,.0000 “essai 
CHICA Y Omran 41,933,000 50,7535.,,000_|58)602).000 |. hei hein eae 
SU LZOUIS ye ene II, 267,000 F5, 013,000 3.740, 000) lace an aera 
Minneapolis...... 10, 586,000 10,648,000 627000! 5. 272480, Se 
Kansas (ii ven naame 18,031,000 24) ,061 ,000\|..6,,030,,000 “Were i4) ela 
Dallas ene. 5,151,000 725,000) | 2, 7:74, OOON ata naa eee 
San Francisco..... 16, 261,000 TA5'8O9 , OOOW aes. eee ee 1,362,000 
Total bills... ./$435,287,000 |$359,111,000 |........... $ 76,176,000 
Total United ‘ 
States securities.| 114,918,000 75 1B 15), 0008 Ares es 39 , 603 , 000 

Total municipal 
warrants). «7, dc. 2,444,000 2), SO! OOO Ul ante aaa 258.000 
Total invest- 

penis held opaic4azcce S430, 612.000 aaa ee $116, 037,000 


DISTRIBUTION OF BONDS 


These facts suggest in outline the satisfactory character of the 
outcome of the Liberty Loan operation from the standpoint of the 
Federal Reserve Banks. The resources of the banks have been en:- 
ployed as required, but have not been made a regular reliance. They 
are available for occasions of future need. There remains to be 
answered, however, the question how far the banks of the country 
have become investors in Government bonds and also how far the 
“ultimate investor” has been obliged to rely upon his bank for assis- 
tance either in taking or carrying the new securities. 
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PAYMENTS ON LiBpeRTY LOAN ALLOTMENTS BY THE FEDERAL RESERVE BANKS 
TO JUNE 30, 1917 


Paid in 

United States In cash (ap 

Federal Reserve Bank | Allotment Lema iba proximate 

(approximate amounts) 

amounts) 

IBostonwee ce crcch 4 $ 265,478,000 $ 45,800,000 | $ 63,800,000 
INeWeVOrkweea 6) eno 593,987,000 275,500,000 151,500,000 
Rinladelpiiangets re. 164,760,000 39, 400 , 000 30, 000 , 000 
Cleveland Aeris. .5. 8 201,977,000 48 ,000 ,000 69 , 900 , 000 
Richmoncemmere eae eee 88 , 594,000 10,000, 000 19 , 300,000 
Atlantal. 260 Wao se 46, 283,000 4, 100,000 10,400,000 
Chicasos ese: . 272,702,000 52,100,000 64, 800,000 
SimleOUlSeane noe eo ee 65,029 ,000 22,900,000 17,100,000 
Minneapolis.......... 53,759,000 4, 800,000 20,600,000 
KensasiGityates eee 62,183,000 19,600, 000 17,200,000 
LS YER EES 9 Ss See eee 36 , 663 ,000 10,500,000 10,000,000 
‘SHiny RAG EOS seas 149,045,000 21,800,000 43,700,000 
Totaly.2.«. .1%).|. $2,000,000, 000 $554,500,000 | $518,300,000 


Ratio Payments 

By credit (ap- of pay- still due 

Federal Reserve hes ae payments) J ents Ks caete 

Bank amounts) o June 30 to allot- mate 
ments amounts) 
Per ct. 

Boston...........| $ 55,800,000 | $165,400,000 62 $100, 000,000 
INewaVonlaii. I21I, 100,000 548, 100,000 92 45, 800,000 
Philadelphia...... 39, 100, 000 108 , 500,000 66 56, 200,000 
@levelandas. eee 42,100,000 160, 000,000 79 42,000,000 
Richmondast . 2}. 23,100,000 52,400,000 59 36,200,000 
Wa ebaieee, gales Ao oe 21,600,000 36, 100,000 78 10, 100,000 
(Cia caro maeeiere: ot,” 24,400 ,000 141, 300,000 52 131,400,000 
St Louis aa . 19,900 ,000 59,900,000 92 5,100,000 
Minneapolis...... 4, 600 , 000 30,000 ,000 56 23,700,000 
Keansasi Cit vennre 15,400,000 52,200,000 84 10,000,000 
alla seen 4 3, 800 ,000 24,300,000 66 12,300,000 
San Francisco..... 14,700,000 80,200,000 54 68 , 800 ,000 
ANNs Soa oee $385, 600,000 |*$1,458,400,000 WE $541 , 600,000 


* The daily Treasury statement of June 30 reports total Liberty Loan payments to 


that date $1,385 ,024,456.38. 


is due to the fac 


The difference between that figure and those given above 
t that the Treasurer had not received official advices through the mails 


of the full amounts, which came by telegraph. Consequently, the difference is in transit 


to the Treasurer. 
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Complete data embodying the returns received by the Treasury 
Department are presented in the above table, which shows that 
the amount of the subscriptions remaining payable immediately follow- 
ing the June 28 installment was less than $542,000,000. 

While the returns thus show that an unexpectedly small proportion 
of the $2,000,000,000 of securities issued was taken by the community 
subject to the privilege of paying by installments, and while the 
figures furnish no direct evidence as to the distribution of the bonds 
between the banks and the public, it is estimated that the banks of 
the country actually took for their own account only a small propor- 
tion, less than one-fourth and probably less than one-fifth of the new 
issue. The amount which they have assisted their customers in 
carrying can not as yet be stated, but the figures so far available 
show that it has been but a small part of the total. This is equivalent 
to saying that a large fraction of the issue may be regarded as having 
been “absorbed.” The volume of bonds which are still awaiting 
placement in the hands of investors is not large enough to cause any 
material change in the liquid condition of the banks, particularly in 
view of the fact that a considerable proportion will undoubtedly be 
absorbed at an early date through the liquidation of loans by the 
partial payments of individual buyers and investors. Most of the 
bonds have thus been taken by actual and ultimate investors, the banks 
acting primarily as intermediaries and distributors. Conditions in the 
financial market as affected by the placing of the loan are thus well 
protected. Great credit should be given to the banks of the country 
not only for their actual support and the hard work they have done 
in connection with the operation, but also for their general observance 
of sound principles of finance in the disposal of the new securities. 

Notwithstanding that the process of absorbing the Liberty Loan 
bonds was proceeding satisfactorily, and notwithstanding the fact that 
the slight extent to which the banks had relied upon the Federal Re- 
serve System for funds to be used in carrying the bonds, the Board 
thought it desirable on July 14 to extend, subject to cancellation, the 
term of the permission given in its circular letters of May 22 and 
June 9, which had provided for the rediscounting of nonmember 
bank notes under special conditions. 


THE RESERVE SITUATION 

The banking situation growing out of the subscriptions to the Li- 
berty Loan has been in some measure obscured by the fact that the 
reserve transfers necessitated by the amendments to the Federal Re- 
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serve Act which concentrated reserves in the hands of Federal Re- 
serve Banks became effective on June 21. As noted in the last issue 
of the Federal Reserve Bulletin, the Board suggested to the Federal 
Reserve Banks that they permit the new reserve payments to be 
made gradually, giving the reserve city and country banks until July 1s. 
The condition of the reserve banks as reported in the weekly statement 
for July 21 is, therefore, the first in which approximately the full 
effect of the new reserve requirements is exhibited. That statement 
shows the cash reserve in reserve banks as $1,430,000,000, an increase 
of $183,000,000 over the figures of June 22, which represented con- 
ditions as they were just prior to the changes resulting from the 
amendments to the Federal Reserve Act adopted June 21. The sum 
mentioned includes $116,000,000 liquidated investment besides trans- 
fers of reserves in accordance with the amended act. This transfer 
of reserves in cash is practically that which was anticipated by the 
Board in its statements with reference to the effect of the amend- 
ments made public from time to time during the discussion of the 
legislation while pending in Congress. The provision of the amend- 
ments permitting the establishment of clearing accounts by nonmember 
banks which desired to avail themselves of the clearing and collecting 
provisions of the Federal Reserve Act, has already been availed of 
in a few cases. A new item representing these accounts has been 
introduced into the Board’s general statement of condition, but the 
amount of it—$4,767,000 on July 21—shows that the opportunity has 
thus far been used by nonmember banks in a limited degree. It is 
safe to say that there will be a much larger use of this facility in the 
future and that consequently the process of shifting cash to Federal 
Reserve Banks has by no means reached its limit. The same statement 
may be made with reference to the authority granted in the new 
act to issue Federal Reserve notes based on gold and gold certificates 


as collateral. 


Gop IMporTS AND Exports 

The gold export and import situation deserves notice in connection 
with the reserve position. 

Resumption on a large scale of gold imports and increasing gold 
exports, mainly to the Far East, Spain, and South America, are in- 
dicated by the weekly reports of the United States customs collectors 
to the Federal Reserve Board. Gold imports were particularly heavy 
during the weeks ending June 22 and July 6, when large consignments 
of gold from Canada were received at New York and largely taken 
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by the New York Federal Reserve Bank. For the four weeks ending 
July 13 the net inward gold movement was $63,179,000, gold imports 
during the period amounting to $129,730,000 and gold exports to 
$66,551,000. 

The increase in the country’s stock of gold through net gold imports 
since August, 1914, appears from the following exhibit: 


Gotp Imports AND Exports INTO AND FROM THE UNITED STATES FROM 
AUGUST I, I9I4, TO JULY 13, 1917 


Excess of 
Imports Exports imports over 

exports 
Aug. I to Dec. 31, 1914....../$ 23,253,000 $104,972,000 *$ 81,719,000 
Jan. ito Dec! 4MOrSi eee 451,955,000; 31,426,000! 420,529,000 
Janiel tOMDeca sl Lok Gummer: 685,745,000) 155,793,000 529,952,000 
attest COM) Ulva e100 gees 518,569,000, 220,361,000; 298,208,000 
Totalisty..23s, nee Peer $1,679, 522,000 $512, 552,000 $1 , 166,970,000 


* Excess of exports over imports. 
RATES OF INTEREST 


The Federal Reserve Banks have not found it necessary to raise 
their rates of interest at any time either during the Liberty Loan 
subscription period or during the subsequent transfers of reserve 
funds. Their conditions of accommodation have continued upon 
the same basis as during the spring months of 1917, acceptances being 
discounted at about 3% per cent, while other commercial paper in 
the interior has ranged from one-half per cent to I per cent higher, 
according to maturity. Interest rates at member and other com- 
mercial banks have likewise continued generally moderate. In many 
cases the banks of the country have accommodated their customers 
who were purchasing Liberty bonds at the rate borne by the bonds 
themselves—3% per cent—without any margin of banking profit. 
The only important exception to this generally low level of interest 
charges was observed on July 16 and 17, when call money in New 
York for a few hours rose to 10 per cent, closing at 6 per cent. 

It may be well to recall that the framers of the Federal Reserve 
Act had in mind facilitating trade and commerce by putting com- 
mercial trade paper on a preferred basis. It is therefore no criticism 
of the new banking system that call loans on stock exchange collateral 
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should occasionally run above the low figures which have long pre- 
vailed. 


SUCCESS OF THE LOAN OPERATION 


The remarkably satisfactory condition existing generally in the 
money market during the past month is the greatest, perhaps, but only 
one, of the many indications pointing to the eminent success with 
which the banking and financial operations attendant upon the place- 
ment of the new bonds have been conducted. The fundamental ele- 
ment of this success is seen in the policy early adopted by the Treasury, 
of permitting the funds subscribed by customers of banks to continue 
on deposit in such banks, provided the latter would qualify as Govern- 
-ment depositories, until such time as these funds were required for 
disbursement to cover the expenses of the Government. Through 
the medium of the Federal Reserve Banks, the funds were then placed 
to the credit of the Treasury Department and have been disbursed with- 
out the withdrawal of actual cash from the banks or the’ market. 
Under the Board’s rulings establishing special rates and special maturi- 
ties for the accommodation of both member and nonmember banks 
there has always been available an adequate supply of, accommodation 
for the use of any banks which might find themselves temporarily 
short of funds as the result of the shifting of the Government's credits. 
The operation, in the large sense of the term, was simply a transfer 
of bank credits on the books of the bank first to the ownership of 
the Government and then to that of the corporations and individuals 
who were supplying the goods and services required in the conduct 
of the war. This operation, unprecedented in its size and scope in the 
financial history of the United States, is a striking demonstration of 
the usefulness and capacity of the Federal Reserve System. 


REAL STRENGTH OF THE SYSTEM 


There has been considerable discussion during past months re- 
garding the “expansive” power of the Federal Reserve Banks under 
the provisions of existing law. This discussion has experienced a 
marked revival since the-amendments to the Federal Reserve Act 
became law on June 21, and in some quarters it has been suggested 
that the amended act opens possibilities of “inflation” of the banking 
and credit system of the country. 

When all has been said, however, it should be emphasized that 
the real strength of the Federal Reserve System is not to be measured 
mainly by its expansive powers but by the assurance it affords of 
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furnishing relief where needed, and for shifting available reserve 
funds readily from one part of the country to another. The effec- 
tiveness of this power to extend prompt but temporary aid has been 
strikingly illustrated during the recent Liberty Loan operations, and 
in a less conspicuous way during the crop-moving seasons of the past 
two years. So largely has the reserve strength of the banks exceeded 
any immediate necessity for its use that the transfer of banking 
accommodation from one part of the country to another through the 
application of the process of rediscounting between Federal Reserve 
Banks has never been necessary. The several Federal Reserve Banks 
have stood ready at all times to furnish this intra-system accom- 
modation, designed to equalize funds between different sections of the 
country, and to put all the strength of the system, acting as a unit, 
at the service of any region or locality which might feel the stress of 
exceptional need. Some measure of relief of this type has, however, 
been realized through the gradual growth of the discount market and 
the purchase of bankers’ acceptances originating from transactions 
in various parts of the country. The system’s holdings of such 
acceptances have increased materially during the past month, the 
amount of bills bought in open markets held on July 20 being nearly 
200,000,000, as compared with about $84,000,000 at the opening of 
May. This increase in the holdings of acceptance paper represents 
a corresponding volume of support extended by the Federal Reserve 
System to banking institutions. The influence of this form of accom- 
modation is national rather than local, regardless of the particular 
place or market in which the actual purchase of the paper representing 
these acceptance transactions was made. 


=" 


PPA Papert 
NEW LEGISLATION 


Desire for Change 


The question of amending the Federal Reserve Act had 
been steadily considered practically from the organization of 
the Federal Reserve Board.t. As has been seen at an earlier 
point, the act was not at all satisfactory to most of the mem- 
bers of the Board, and several of them manifested a determina- 
tion to change it as soon as practicable. During the first two 
years of the system, however, they had succeeded only in secur- 
ing a modification of the law, designed to permit the organiza- 
tion of foreign trade banks whose stock should be subscribed 
by member banks, thus giving them the power, instead of 
establishing branches, to unite for the purpose of creating 
jointly owned and operated institutions. This enactment will 
be referred to at a later date. It has no bearing upon the 


early history of the federal reserve system, because of the fact 


that the system has never yet entered actively into foreign trade 
financing. The policy with respect to foreign trade -and 
foreign discounting is, therefore, essentially a side issue in the 
history of the development of federal reserve mechanism. 


1 Senate Bill 4966, “proposing an amendment to Section 19 of the Federal Reserve 
Act relating to reserves and for other purposes,” was introduced in the Senate, read 
for the first time and referred to the Committee on Banking and Currency on March 
19, 1914. It proposed to authorize state banks or trust companies to keep their 
reserves with other state banks or trust companies for the three years provided in the ° 
original act, where the law permitted it to be done under state statute. Mr. Owen 
asked several times for unanimous consent-agreement for the consideration of the bill, 
but he did not succeed until the 5th of August when the bill was reported to the 
Senate without discussion, read the third time, and passed. Like speed of action was 
obtained in the House, where the bill passed on the 7th of August. The President 
approved and signed the amendment on the 15th. 

The law as it stood, Mr. Owen alleged, wot have removed some of the deposits 
which were held by the state banks and trust companies as reserves for other state 
banks and trust companies. It was thought best not to interfere with the existing 
order more ‘than was necessary in the establishment of the federal reserve system, and 
especially to avoid subjecting state, institutions to discrimination, 
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But this minor modification was by no means the topic of 
principal interest to those who sought to secure far-reaching 
changes in the act. Earlier in this discussion it has been shown 
how attempt was made to reduce the number of districts 
through administrative action on the part of the Board, for it 
was well enough recognized from the very beginning that, with 
Congress composed as it was, there would be no use in seeking 
reduction through legislative action. A different view was, 
however, entertained concerning the acceptance power and con- 
cerning the use of notes in the reserves. A broadening of the 
provision of the act in both these cases had been earnestly 
desired by some of the financial interests that had been dissatis- 
fied with the terms of the Federal Reserve Law from the very 
start. Consultations of a non-official sort with the leaders in 
Congress had not, however, given very much encouragement 
to the view that amendments could be obtained through Con- 
gressional enactment. The opinion prevailed more and more 
generally among the members of the Board during the year 
1916, that the most effective results would probably be obtained 
by uniting a number of features into a joint or composite 
measure which should be offered to Congress as a general plan 
for the amendment of the law, based upon grounds of public 
necessity and well-being. Just when to start the ‘drive’ for 
such a measure was, however, a matter of difference of opinion. 
The war provided it. 


Legislation Desired 


During the autumn of 1915,” one member of the Board 
who had been interested in gathering and sifting the ideas 
of his colleagues with respect to the legislation which they 
desired, prepared a memorandum in which he sketched in out- 
line what had been thought and talked of up to that point. 
This memorandum is of special interest as a historical docu- 
ment because of the light it throws upon the attitude of mem- 


2 About October 1, 
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bers toward the act which they were administering during the 
first two years of its existence. It is therefore given in full as 
follows, with the note of transmittal to the Secretary to the 


Board: 
October 1, 1915. 
Dear Mr. Willis: 

I enclose herewith for your information a summary of changes 
in the Federal Reserve Act, which have been suggested at various 
times. It is presumed that this matter will come up for consideration 
by the Board in the near future, and may be assigned to a committee. 
It, therefore, may be of some assistance to you to have this matter 
before you in this form. 

Yours, very truly, 
F. A. DELANO. 
Mr. H. Parker Willis, 
Secretary. 


AMENDMENTS OF THE FEDERAL RESERVE ACT TO BE CONSIDERED 
BY THE FEDERAL RESERVE BoaARD 


First: Consider the advisability of amending the capital stock pro- 
vision of the Act, Section 2, reducing the amount of capital stock paid 
in, and thereby the dividend requirement. It has been suggested with a 
good deal of merit, that instead of having half the capital stock paid 
in, one-third would be ample, or perhaps the right to the Board to 
return a portion of the amount paid in subject to the right of again 
calling for it would be enough. 

Second: Amend Section 3, of the Act, in regard to the establish- 
ment of branches of Federal Reserve. Banks, giving the Banks the 
option of creating “local agencies” as well as, or in lieu of, branches. 
(A local agency might, for exchange purposes exist in a city outside 
its own district.) 

It is also suggested that in the case of a District having a parent 
bank and one or more branches, provision should be made for a locally 
resident committee to govern the parent bank in the same way that the 
branch is governed. 

Third: Consider the amendment of Section 10 and the possible 
readjustment and determination of the relations of the Comptroller of 
the Currency to the Board, the situation provided under the law being 


somewhat anomalous. 
Fourth: Consider amendment of that portion of Section 10 which 
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provides for public moneys, making it clear that our funds are not 
public funds; at the same time, that Congress may make such audit of 
the accounts of the Federal Reserve Board as it desires, and that the 
Federal Reserve Banks have a similar right. In view of the opinion 
of the Comptroller of the Treasury it may be wise not to press this 
question. 

Fifth: Consider amendment to Paragraph “E” Section 11 in regard 
to central reserve and reserve cities. 

Sixth: Consider whether we may not strengthen or improve 
Paragraph “k” Section 11 in regard to trustee powers, adding for ex- 
ample the right to act as ‘Transfer Agent.” 

Seventh: Amend Section 13 so that Federal Reserve Banks will 
be allowed to receive deposits of banks and bankers other than member 
banks, for exchange purposes only. 

Eighth: Amend Section 13 so as to permit the rediscount of 
domestic acceptances under limitations and safeguards as to docu- 
ments, etc. 

Ninth: Amend Section 14 so as to widen open market powers by 
permitting the purchase of “foreign checks,’ etc. Also grant the 
right to make paper acquired under this Section, when endorsed by 
member banks, suitable collateral for Federal reserve notes. 

Tenth: Amend Section 15 so it will be more explicit in regard to 
Government deposits, giving the Board the right to determine adequate 
reserves which shall be held against such deposits, subject, of course, 
to the minimum provided in the law. 

Eleventh: Consider the amendment of Section 16 regarding note 
issue and permissible regulations thereunder. 

Twelfth: Clarify that portion of Section 16 pertaining to check 
clearing, granting to Federal Reserve Banks the right to clear or 
receive for collection checks of solvent nonmember banks. 

Thirteenth: Amend the provisions of Section 18 in regard to 
refunding United States bonds, changing the word “permitted” to 
“required.” (Page 20, Line 26, Index-Digest.) Note in this connec- 
tion that this Section provides for 30-year bonds although the charters 
of the Federal Reserve Banks are limited by the Act to twenty years. 
(Law Department says there is no legal objection to this.) 

Fourteenth: Amend Section 19 in regard to payment of reserves 
so as to provide for earlier completion of the payments. Also provide 
that it shall be optional with the member banks to keep as much of the 
reserves which they are now required to carry in their own vaults, in 
the vaults of the Federal Reserve Banks. 
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See proposed paragraph (m) of Section IT: 


(m) Upon the affirmative vote of at least five members the 
Federal Reserve Board shall have power to permit member banks 
to carry in the Federal Reserve Banks of the respective districts 
the portion of their reserves now required by Section 19 of this 
Act to be held in their own vaults. 

Fifteenth: Amend Section 21 in regard to bank examinations so 
as to clarify it and also avoid the possibility of the triplication of 
examination and reports. 

Sixteenth: Amend Section 22, the penal statute. This should be 
cleared up and the rights of counsel or attorneys defined. Penal 
statutes or regulations in regard to punishment of counterfeiters 
should also be added and consideration given to the amendment of 
one section of the Clayton Act, covering the same matter. (See 
amendments to Sections 5208 and 5209, of Revised Statutes, proposed 
by Warren & Elliott.) ‘ 

Seventeenth: Amend Section 24 so as to permit loans on city real 
estate as well as on farm lands, under proper restrictions. 

Eighteenth: Amend Section 25 in regard to National Banks owning 
foreign branches, so as to permit these banks to own stock in banks 
especially chartered to do business in foreign countries. (See Section 
57 of Proposed Aldrich Act.) 

Nineteenth: Consider an amendment of Section 9 for admission as 
special or associate members Mutual Savings Banks or Building and 
Loan Associations. 


AMENDMENTS OF NATIONAL BANKING ACT 


It is the consensus of opinion that the National Banking Act 
should be liberalized in several particulars, with the view of enabling 
National Banks to compete effectively with State Banks: 


(a) National Banks should be authorized, under proper restrictions, 
to invest to a moderate extent in real estate; 

,(b) They should be permitted to have branches in the same city or 
county ; 

(c) They should be permitted to sign as acceptors of domestic ac- 
ceptances, under proper restrictions ; 

(d) The restrictions of the Clayton Act in regard to National Banks 
directors as compared with State banks directors should be 
considered and perhaps modified ; 

(e) A recodification of the National Bank Act ought to be con- 
sidered ; 

(f) Prohibit the use of the word “Federal” in the title of any bank. 


Dratt.of  Octin (inl OG. 
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Review of Situation by Advisory Council 


The discussion of amendments also gave rise, at about the 
same time, to a review of the situation by the Federal Advisory 
Council, which was summarized as follows: 


November 17, 1915. 

The Advisory Council at its meeting held in Washington, Novem- 
ber 16, suggested several amendments to the Federal Reserve Act, the 
chief among which are given below. These amendments have not 
received consideration or action of any kind by the Federal Reserve 
Board. 

1. That the work of the Office of the Comptroller of the Currency 
be absorbed and administered by the Federal Reserve Board. 

2. That Section 24 of the Federal Reserve Act relating to loans on 
farm lands be amended to read as follows: 


“Any national banking association not situated in a central 
reserve city may make loans secured by improved and unencum- 
bered farm lands situated within its Federal reserve district, or in 
an adjoining district provided the land on which the loan is made 
‘is within one hundred miles from the office of the bank making the 
loan.” 


3. A reduction of two-thirds of the present paid-in capital of the 
Federal Reserve Banks leaving the subscribed capital and double 
liability as now constituted. 

4. That the Federal Anti-trust Act be amended so that the second 
paragraph of Section 8 will read as follows: , 


“No bank, banking association or trust company, organized or 
operating under the laws of the United States in any city or incor- 
porated town or village of more than two hundred thousand in- 
habitants, as shown by the last preceding decennial census of the 
United States, shall have as a director or other officer or employee 
any person who may be connected in either of these official capac- 
ities with more than one other bank, banking association or trust 
company located in the same place: Provided, that nothing in this 
section shall apply to mutual savings banks not having a capital 
stock represented by shares: Provided, further, that a director or 
other officer or employee of such bank, banking association, or 
trust company may besides being an officer or director in one other 
bank be a director or other officer or employee of not more than 
one additional bank or trust company organized under the laws of 
the United States or any State where the entire capital stock of 
one is owned by stockholders in the other: And provided further, 
that nothing contained in this section shall forbid a director of 
Class A of a Federal reserve bank, as defined in the Federal Re- 
serve Act, from being an officer or director or both an officer and 
director in one member bank.” 
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5. That the Anti-trust Act be so amended as to permit joint stock 
ownership by national banks or banks organized to do business in 
foreign countries through branches established therein. 

6. That the National Bank Act be amended to permit the establish- 
ment by National banks having an unimpaired capital of not less than 
$1,000,000 of branches, provided that no branches are placed outside 
of the limits of the city where the bank itself is located. 

Upon the request of the Board for the views of the Council as to 
whether Federal Reserve Banks can do anything with their member 
banks to discourage or put a stop to the present high rates of interest 
on demand deposits, the Council held that the rate of interest paid to 
the public on deposits is regulated by the accumulation or lack of it, 
of wealth in the communities in which the banks do business. 

The Council also passed the following resolution: 


“That this Council is ‘unalterably opposed to any provision 
whereby farm loan bonds described in the Hollis Bill may become 
security for loans from Federal reserve banks and to their being 
made a basis for acceptances by member banks.” 
Choice of Amendments 

Few, however, believed that drastic and far-reaching 
changes in the Federal Reserve Act with regard to some of its 
most fundamental provisions could be obtained under any but 
extraordinary circumstances. But when the nation became 
definitely involved in the European conflict, the opportunity 
was afforded for urging upon Congress the amendment of 
the act with a view to promoting, so it was said, the credit 
extending power of the system. The decision to bring these 
matters before Congress gave rise to numerous conferences 
among members of the Board, as a result of which an amenda- 
tory measure was tentatively drafted and it was agreed to put 
the full weight of the Federal Reserve Board behind it. In 
the first instance it was determined to include three main 
subjects of change, as follows: 


1. Enactment of substance of the Board’s regulations relat- 
ing to membership of state banks so that they should 
have the sanction and stability of law instead of resting 
merely on administrative ruling. 


1174 FEDERAL RESERVE SYSTEM IN OPERATION 


2. Provision that federal reserve notes might be used as 
reserves in the vaults of member banks. 

3. Broadening and easing of the acceptance powers in order 
that the larger banks of the cities which were at the 
time practically the only acceptors, might have a greater 
amount of access to the discount market and, of course, 
to the facilities of the federal reserve banks themselves. 


These provisions, however, were not destined to reach 
Congress in exactly the form which was thus given to them. 
There was very decided opposition on the part at least of one 
or two members of the Board to the idea of permitting the 
bank notes to act as constituents in the reserves of member 
banks. That policy had always been open to criticism—so 
much so that in the National Banking Act all banks had been 
forbidden to count or report notes as a part of their reserves. 
The opposition to bank notes as constituents in reserves of 
other banks had almost become a classic subject of controversy 
and, as will be remembered, the Federal Reserve Act itself had 
observed this teaching of experience by forbidding the use of 
notes in reserves. Yet a colorable criticism could be and was 
offered by those who asserted that the opposition thus mani- 
fested was illogical. There was, they said, no good warrant 
for permitting deposits on the books of reserve banks to count 
as reserves for members at a time when notes were forbidden. 
Hence the demand that notes be allowed to figure in the 
reserves—a request which had very strong support of many 
member banks which believed that their convenience would 
thus be greatly furthered. The members of the Board, how- 
ever, advocating this legislation were wisely reluctant to go 
before Congress with any request which would not have the 
unanimous support of all members. Lacking that, they thought 
there would be serious question as to whether their proposals 
were or were not really demanded in the interests of war 
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financing. Hence, the necessity, if possible, of winning over 
their recalcitrant associates. 


Curtailment of Reserves 


A preliminary draft of amendments was submitted in the 
Board’s Report for 1916, published early in 1917, but pro- 
tracted conferences on the form to be given to the legislation 
proceeded during the winter and spring. In the month of 
_ April, 1917, they almost reached a deadlock, when the sugges- 
tion was made that in lieu of allowing reserve notes to count 
as other reserves, the act simply make a reduction in percentage 
of reserves required, and specify that the whole of this reserve 
must be carried in reserve banks, thus leaving the members 
to carry as much or as little available currency in their own 
vaults as they chose and to let it consist of any kind of cur- 
rency that they chose. In effect the change in the provision was 
a compromise. It strengthened the amount of reserves to be 
carried with reserve banks, it yielded the content of the other 
cash—now to be known as “till money’’—and in so yielding 
markedly increased the inelasticity of the reserve notes by 
allowing them to be kept practically indefinitely in the hands 
of members. The compromise had a good deal to recommend 
it to both sides in the controversy. It had been felt for some 
time past that the strengthening of the balance with reserve 
banks would be a good thing, particularly in view of the war. 
Yet the Board had not felt like recommending it because of 
the supposed hardships that it might inflict on some banks. 

While the matter was hanging fire it was suggested as a 
further concession to the strict constructionist party, that the 
final installment of reserves, which had not yet been paid and — 
would not be for some time to come, be made payable imme- 
diately. The strict constructionists would thus get an imme- 
diate concentration of reserves in reserve banks, enlargement 
of reserve resources, and a concentration of the entire reserve 
held with reserve banks. The opponents, or “reformers,” would 
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be able to say to member banks that they could now keep any- 
thing they chose, including reserve notes, in their vaults, and 
that no hardship had been inflicted upon them since a very 
material reduction in the total amount of reserves had been 
effected, although the balance to be carried with reserve banks 
had been increased. The compromise was one of those double- 
faced arrangements common in legislation and objectionable 
because it entirely sacrificed principle while seeming to salve the 
feelings of both sides. It was, however, about the only way 
that the reserve provision could be insured of at least the 
passive support of the Federal Reserve Board. Finally, a tacit 
agreement on this basis was arrived at. 


Broadening the Acceptance Powers 

A number of member banks had begun to use the accep- 
tance in a fairly extended form, and had found it very profit- 
able. It was a cheap and easy way of getting accommodation 
at reserve banks, and it was proving of considerable assistance 
in financing foreign trade. They did not, however, like the 
strict limitations to which the acceptance power was subject 
in the original act, and they desired both to have the authority 
broadened and at the same time the conditions of acceptances 
issued made permanently easier. Hence the strong demand 
from banking sources for some kind of legislation. When the 
proposal first came up in the Federal Reserve Board, it, like 
the reserve modification, was urged on the ground that it would 
assist in financing the war, and after the United States had 
entered the war this argument was pressed forward in full 
strength. Although some members of the Board feared the 
acceptance and realized that it had already become the vehicle 
of great banking abuses, they were disposed to think that the 
broadening of the power might be useful in connection with 
war financing, while they also felt that with due activity on 
their part they would be able to prevent abuses. The subject, 
therefore, never received very detailed discussion in the Board, 
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and after the reserve modification had been agreed upon, 
coupled as it was with the change in the status of reserve notes, 
the acceptance plan more or less easily made its way through 
to admission into the final draft. 


Amendments Ostensibly to Strengthen System 

The question of amending the act along these lines, 
although given very careful consideration by the Federal 
Reserve Board during the early spring of 1917, became much 
more urgent after our declaration of war, and action was 
undoubtedly furthered by the fact of the war itself and by the 
belief that the proposed legislation would strengthen the system 
to meet the emergency’ Everyone admitted there would neces- 
sarily be very trying demands. No one, of course, was able 
at the time to make any forecast of the scope of the probable 
financing ; indeed, as elsewhere seen, it was not until after the 
war had been in progress for a good many weeks that our 
financing program began to take a definite shape. Most were 
of the opinion that the financing of the war would be a task 
of great magnitude, however, and that nothing that could be 
done to meet it would be more than was needed. Undoubtedly 
this feeling gave the basis for the acceptance of legislative 
proposals which otherwise would not have been seriously 
thought of. 

In all this discussion there was but little consideration of 
the question of limiting the changes. made to the duration of 
the war. So far as that subject was mentioned at all, it was 
usually with the reservation that we must act as if the war 
would be a very long one, and as if, therefore, everything that 
was to be done should be done with a view to making semi- 
permanent preparation for it. If the war should end unex- 
pectedly soon, it was thought, the remodeling of the act would 
be easy enough and in any case could be deferred until that 
time. Conscious as all were that the Treasury was in an 
unsatisfactory condition and that the brunt of the war financing 


117 FEDERAL RESERVE SYSTEM IN OPERATION 


must necessarily fall upon the reserve banks, the attitude 
adopted toward the legislation was on the whole somewhat 
uncritical. The proposal to change the reserve provisions 
received by far the greatest amount of discussion, but it was 
apparent that this modification would greatly enlarge the credit 
extending power of the reserve system, and there was therefore 
ample disposition to apologize for it on that ground. Much 
the same view was taken of the changed provisions as to accep- 
tances and the various amendments relating to state banks. 
The latter set of changes did not involve any new departure 
but were, as already, seen, quite in line with the regulations 
which the Board itself had already accepted. 

Knowing that the larger non-member institutions were 
disinclined to enter the system on the basis of regulations 
merely and desired a legislative assurance of the continuance 
of these regulations in effect, the Board was disposed to adopt 
an almost unanimously favorable attitude toward the enact- 
ment of these regulations into legal form. Indeed, at this 
juncture, as will presently be seen, there was a very general 
feeling that it was nearly essential to obtain the collaboration 
of the state banks in order that war financing might go on as 
perfectly and as smoothly as possible. When the draft of 
amendments had been prepared, it therefore went to Congress 
with what amounted to the united indorsement of the Board 


even though serious mental reservations were naturally enter- 
tained by some members. 


Action in Congress 


The enactment of the law as thus proposed by Congress 
followed smoothly and speedily.* Congress, too, had got the 
war fever and was inclined not to haggle or stickle about details. 
The prestige of the federal reserve system had steadily grown 
as the result of careful and conservative management, and 
while its war service was still to be demonstrated, there were 


* See Appendix for text. 
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few really disposed to question the great aid that it could render 
or to withhold strength that might lend power to it. Debate 
in Congress, therefore, was limited in its scope and unen- 
lightening in its character, the result being the prompt enact- 
ment of changes in the system which, taken together, consti- 
tuted an innovation, not only upon the technique, but upon 
the original theory upon which the act had been framed, and 
whose importance cannot be overestimated. 


Significance of Legislation 

The significance of the legislation from the broader banking 
standpoint must not be overlooked. Important as were all of 
the amendments thus enacted in 1917, the one which stood out 
as fundamentally important was that which changed the reserve 
situation. This modification, as already indicated, was a direct 
breach in the entire theory of the Reserve Act. In the original 
act provision had been made for a threefold reserve. This 
included: (1) a deposit with the reserve banks of a compul- 
sory amount, (2) a holding of vault cash also compulsory up 
to a minimum sum, and (3) an intermediate amount which 
might be held in vault or transferred to reserve banks. The 
theory of the act had been that in times when reserve banks 
needed greater strength they would so alter their policy and 
adjust their rates as to attract this variable element of reserves 
to their own vaults, while at times when credit could properly 
be relaxed they would repel it and thus transfer to member 
banks the responsibility for enlargements of the volume of 
credit in the market, enabling them to proceed regardless of 
reserve bank policy. This plan was substantially developed 
upon the experience of the Bank of England and represented 
an adaptation of the “private’’ and “‘public” rate policy and 
practice of that bank. ~ It had been recognized from the first 
that the adoption of two different rates, one private and the 
other public, was probably not feasible for use under American 
conditions. Hence the necessity of greatly enlarging the open 
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market powers of reserve banks and of loosening the rigid 
reserve requirements in such a way as to permit of a large 
shifting of credit between reserve and member institutions. 

Whatever may be thought of this theory, there had been 
no opportunity to test it even in the slightest degree, for 
reasons which are already apparent to the reader. The new 
amendments abandoned the older theory and substituted for 
it the notion of obtaining and holding as large a proportion 
of reserve funds as possible, with a view to having at all times 
on hand a vast credit-granting power. Those who believed 
that reserve notes would figure largely in the reserves of mem- 
ber banks also predicted that this change—which had in effect 
although not in name been included in the amendments— 
would likewise greatly strengthen the credit inflating or extend- 
ing power of the system. As to this there could be little doubt, 
as events were subsequently to prove; though it may well be 
questioned whether by massing the inflating or credit-extending 
power in the hands of reserve banks a better or more far-reach- 
ing result was attained than would have been reached had power 
been allowed to continue resident in the hands of the individual 
banks subject to an effective control of the credit to be exerted 
by the federal reserve system itself. The latter view is the 
one which has always been entertained by the author and is 
based upon the past experience of European countries, so that 
those who advocate a “scientific system’’ in banking should 
undoubtedly lend their support to it. 

It may be conceded that credit inflating or expanding’ 
power may perhaps be more promptly used when actually in 
hand and available to the central banking system, although even 
this is open to question where central banking mechanisms are 
ably and effectively operated. This is a question of abstract 
banking theory which finds no field for general discussion in 
the present book. It is enough to point out that the theoretical 
credit-expanding powers of reserve banks was enormously 
increased by the amendments of 1917, and that the direct 
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ability to inflate credit as a result of government or other 
demand was correspondingly broadened. This was, in fact, 
the purpose that was had in mind in making the amendments, 
and had it not been for the war conditions it may well be 
doubted whether they would ever have found acceptance. It 
was an unfortunate thing for the federal reserve system that 
they did in fact meet with such acceptance. 


The New Enactment 

The Federal Reserve Bulletin* furnishes the following 
computation of the reserve effect of the amendment of 1917, 
by showing comparatively the amount of the deposits which 
member banks were required to maintain with the federal 
reserve banks, namely, $547,707,000, and the amount they 
would be required to maintain were the amendment enacted, 
or $901,910,000. The total amount of reserve required, 
which was then $1,369,315,000, would be slightly reduced, to 
$1,332,986,000, the principal part of the reduction being in 
the requirement for country banks. The figures used were 
those given in the Comptroller of the Currency’s summary of 
reports for national banks at close of business November 17, 
1916, and the formula for computing reserves prescribed by 
the Comptroller had been used, with the exception that the 
requirements were computed as they were to be after balances 
with correspondents had ceased to count as legal reserve. 

With the enactment of the amendments of 1917, the Fed- 
eral Reserve Act undoubtedly embarked upon a new stage of 
its career. This was not due solely to the fact that it was now 
about to meet the enormous demands of war finance. Such 
was of course the case, and these demands could not have 
failed immensely to alter and modify the structure of the 
system. But more important than any such influence was the 
fact that a fundamental and basic change had now been pro- 
‘duced in the Federal Reserve Act itself, and that from being 
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a scientifically constructed system in which the central banking 
mechanism was the equalizer or “governor,” it had been con- 
verted into a system in which the central banking mechanism 
might at times be the boiler or steam-generating plant of the 
mechanism. We may say with entire safety that nowhere 
else in the world had there ever been developed a central bank- 
ing system possessing the extreme power which had now been 
vested in the federal reserve system; nowhere was there larger 
concentration of authority; nowhere could the central mechan- 
ism, if so minded, exert itself to produce such far-reaching 
results, or, if not so minded, exert so great a negative effect 
by merely withdrawing and leaving matters to take care of 
themselves. The great scope of the change thus made in the 
fundamental structure of the system was, it is probable, not 
fully realized by members of the Federal Reserve Board or 
by the Congressmen who under the influence of war hysteria 
forced through the changes which had thus been recommended 
to them. Perhaps it was inevitable that at some time or other 
the banking structure of the United States should pass through 
similar far-reaching transformation as the result of the war, 
and granting that such must be the case, perhaps it was just 
as well to have this change occur at the very outset. Granting, 
however, that it had to occur, there could be no doubt as to 
its regrettable character nor as to the future influence which 
it must produce, both in popular irritation toward the system 
and in the attributing to it of powers and responsibilities which _ 
it neither did nor could exert. 

It is not the least remarkable element in this vast trans- 
formation which, as already explained, came about with prac- 
tically no discussion—that, so far as there is any record, the 
Federal Reserve Board never subsequently recommended a 
return to the older system or the adoption of forward steps 
designed to modify its war control. The federal reserve system 
accordingly remains today what it was at the middle of 1917; 
a war emergency system, possessing enormous authority and 
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enormous unused power, differing essentially in its structure 
from the other great central banking systems of the world, and 
substituting mere political control over banking assets for that 
control through financial and economic means which had been 
gradually developed in England and to a lesser extent in other 
countries as the outgrowth of many years of financial 
experience. 


a ere 
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MEMBERSHIP IN THE FEDERAL RESERVE 
SYS iM 


Effect of Amendments on Membership 


The action which had been taken by Congress in amending 
the Federal Reserve Act along the lines reviewed in the last 
chapter, was not without its result. Members began to come 
into the federal reserve system in increasing numbers. It is 
possible that there might have been some such increase of 
membership even without the adoption of the new law. Unques- 
tionably the earlier reluctance of members to enter the system, 
said to be due to the fact that the conditions of entrance and 
departure were fixed by regulation rather than by expressed 
statute, had been considerably exaggerated. Nevertheless it 
was doubtless the case that some state institutions were more or 
less influenced by fears of the situation to which they might 
possibly be exposed should they find themselves members of 
the system without absolute legal guaranty that they could 
retire at will. Fairness therefore compels a recognition that in 
all probability the Act of 1917, by providing a definite legal 
basis for membership, helped to popularize it.’ 


War and Membership 

We must not, however, give too much weight to this con- 
sideration. The real factor which attracted members to the 
system most powerfully was the advent of the war and the 
feeling of state institutions that they would be safer inside than 
outside, due to the fact that many of them foresaw tremendous 
and unexpected strain upon their resources. Membership in 
the federal reserve system was therefore a plain dictate of 


1 See appendix to this chapter. 


1185 


1186 FEDERAL RESERVE SYSTEM IN OPERATION 


expediency—a wise concession not only to public opinion but 
to commercial prudence, a valuable means of advertising, and 
a gateway to possible profits in connection with war loans. 
It was not strange in these circumstances that many banks and 
trust companies which had been previously pessimistic about 
the advantage of membership in the federal reserve system, 
changed their point of view very drastically. From about the 
time of the declaration of war, much greater interest began 
to be manifested in the question of membership, the inquiries 
received by the Board being far more numerous and _ the 
general disposition to arrange for joining the system being 
evidently on the increase. The movement into the system did 
not, however, come to a climax until after the adoption of the 
legislation already referred to, which, as we have seen, may 
have convinced some doubting Thomases that the good faith of 
Congress or of the system could be relied upon. At all events, 
the months of April, May, and June, 1917, must be taken as 
the turning point in the membership discussion of the federal 
reserve system, since during these months the sporadic and 
reluctant movement into it which had been characteristic prior 
thereto, turned into a direct and steady current of membership 
applications. 


Effect upon Federal Reserve Board f 


There were many ways in which this movement of banks 
into the system had a powerful effect upon it. Perhaps the 
most striking of these was found in the influence it exerted, 
psychologically speaking, upon the Federal Reserve Board. 
“We have won at last,’’ exclaimed a member of the Board on 
the morning when it received membership applications from 
two large trust companies neither of which was likely to do 
much rediscounting business with the system. When the 
character of the two concerns was pointed out to this member, 
his answer was merely a smiling rejoinder in which he brushed 
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aside all question of business relations. It was enough that 
the memberships had been secured. 

Why this effect upon the minds of the Federal Reserve 
Board should have been produced, it is hard to say. Undoubt- 
edly, however, from the very beginning some members of the 
Board had had the feeling that they had been “sent to Coventry” 
by the banks. The fact that the national bank membership had 
been compulsory at the start, the further fact that few state 
institutions had voluntarily joined the system, the influence of 
the government over the Board, had all combined to produce a 
state of things in which members of the Board, and to a lesser 
extent the official staff of the reserve banks, felt isolated and in 
some cases almost ostracized. With the popularization of the 
system through the voluntary entry of large trust companies 
and state banks, this condition of affairs was more or less modi- 
fied, and officers and members of the system could now lay 
the flattering unction to their souls that they belonged to a 
popular organization which, if not as yet very “exclusive,” 
might in time become so. There can at least be no doubt of the 
complete change in “psychological climate” ‘which followed 
upon the rush of state institutions into the reserve system 
during the year 1917. 


Some Effects of New Membership 

But this popularization, like all movements of the same 
kind, brought with it its own effects. The new members had 
not joined the system purely out of sentiment; they wanted to 
see results. The pressure upon the Board for liberalization of 
its acceptance rulings and for concessions of one kind or 
another became tremendous. Banks which were not altogether 
in very good condition to make application began to stipulate 
that they should be allowed this or that concession as to their 
real estate holdings or their excessive loans of one kind or 
another, or as to kinds of business which they undertook. 
The question of branches presented itself, the Board having 
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felt that on the whole it should try to limit the number of 
branches to be established by state institutions in those states 
where the branch system was permitted. It was more difficult 
to maintain a uniform or stable standard of membership, and 
a day-to-day scrutiny of the conditions under which admissions 
were made would undoubtedly show that such a uniform or 
suitable standard was only partially adhered to. 

This brought into the system many institutions which really 
ought not to have been there. They were trust companies or 
banks doing primarily an investment business and not par- 
ticularly concerned with the problems which reserve banks 
had before them. Others were institutions of a primarily sav- 
ings variety, whose objects and methods were quite out o£ line 
with those of the reserve banks. Had the war continued and 
had the movement of banks into the system been maintained, 
the Board might have had some very serious problems to deal 
with in this connection. This was indicated by the agitation 
which developed among some of the savings'banks and among 
other institutions that were obviously ineligible for member- 
ship under the terms of the law, their managers evidently 
undertaking to obtain membership by straining the interpre- 
tation of existing legislation or, if necessary, through action 
of Congress. The anxiety to get into the system became more 
and more apparent as the advantages in the handling of war 
loans and the getting of government deposits growing out of 
them grew more and more evident. This made the whole 


membership question one that suddenly assumed a very two- 
sided aspect. 


The Future of Membership 


_ And yet there were a good many institutions which were 
not content with the present but which insisted upon looking 
to the future. Some of the larger trust companies who in- 
wardly knew themselves to be unsuitable members of the or- 
ganization, had taken pains to stipulate when they joined the 
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system that at the close of the war they would reserve the 
right to reconsider their membership and that they would 
probably retire. The effect of this possibility upon the minds 
of the Board and upon the managers of reserve banks was 
undoubtedly a disturbing and disquieting one. It made them 
feel that they might at some future date be subject to the 
reproach of having “lost members” and that they must do all 
in their power to conciliate members and to keep up the flow 
of banks into the system. . This tended in many ways to lead 
to the assumption of functions which probably ought not to 
have been taken on by reserve banks, in order that through 
the performance of these duties they might please the smaller 
institutions which had become members or were contemplating 
doing so. Coupled with this attempt was the inconsistent 
effort to keep out of the discount market in any way that would 
annoy the larger member banks. Thus the whole question of 
federal policy was further thrown into a confused and incon- 
sistent position. The wrong concept of membership had been 
adopted and had been followed out from the mere standpoint 
of expediency. Nevertheless, the actual and practical results 
of membership were at all events realized. 

The following table presents the growth of the system in 
~ number of state institutions that were received as members, 
a striking contrast between the years 1915-1916 on the one 
hand and the war year of 1917-1918 on the other: 

Number of State Members Received 


OMS Cass Sere hc res 32 LOL asydstd sae 251 
OVO aie ee ae 6 TO20 ae Bes cee cia 306 
1917 (Jan. 1-June 21)... 16 TO2U ee ae reece 140 
1917 (June 21-Dec. 31). 197 FOLD TAME es 65 
MOB Roe ae: es OPES Ee 686 


National and State Banks 

One of the unlooked-for results of what the Board had 
done in connection with membership was to cause dissatisfac- 
tion among the national banks. It will be remembered that 
the Federal Reserve Act had granted power to national banks 
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to exercise fiduciary functions when and as authorized by the 
Federal Reserve Board. This provision had not appeared 
in the original draft of the Federal Reserve Act, but had been 
inserted during its later history as the result of demand on 
the part of national banks which had long felt the competition 
of state institutions, which were able to exercise these valuable 
powers and by that means to get hold of business which would 
otherwise have gone to national banks. The Board from the 
start had been somewhat chary about granting these privileges 
to applicant banks, and had wisely adopted the conservative 
policy of embodying in its regulations on the subject a provi: 
sion to the effect that every national bank granted fiduciary 
powers must be guided in the exercise of such powers by 
local laws prevailing in the state in which such bank was 
located. This had of course eliminated the possibility of 
charges, which might otherwise have been made, that national 
banks had been given a roving commission to enter upon state 
territory and upset the wise and safe trust company legislation 
which had been developed there in former years. Moreover, 
the Board often refused to grant the desired powers to banks 
unless they were able to show that their condition was un- 
impeachable. So, on the whole, the fiduciary section of the — 
act had been very carefully and conservatively administered. 
Nevertheless, it had aroused the envy and hostility of trust 
companies who had previously enjoyed an exclusive right to 
do this kind of business, and who in many states had succeeded 
in preventing state-chartered institutions engaged in commer- 
cial business from exercising similar rights. From the first 
it was plain that some ambiguous language contained in the 
act would lead to trouble and that before very much progress 
had been made it would be essential to have a test case in the 
courts, Such a case was presented during the year 1916, was 
carried to the Supreme Court of the United States, and resulted 
in a sweeping victory for the principles embodied in the Fed- 
eral Reserve Act. Congress, the court held, was entirely with- 
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in its rights in granting these powers and there was no reason 
why (it was to be inferred from the decision) much broader 
authority might not have been granted. Accordingly the na- 
tional banks, which had felt some pinch as the result of 
limitations of the act, succeeded in securing on recommenda- 
tion of the Board, a considerable extension of their powers, 
Congress embodying such legislation in the law of September 
26, 1918.” 

With this growing scope of authority to enter a profitable 
field of business, national banks were undoubtedly encouraged 
to feel that they were being given access to something that 
they could not otherwise have obtained and which in a measure 
tended to equalize their position with that of the state banks 
and trust companies. The number of fiduciary applications 
greatly advanced, and by the close of the year 1917 a total 
of 481 had been granted. This relative degree of satisfaction 
on the part of national banks was considerably reduced as 
state institutions began to enter the federal reserve system in 
considerable numbers. It was still further reduced as state 
banks, feeling that they in many cases were not at a disadvan- 
tage both as concerned competition with national banks and 
with trust companies, succeeded in obtaining from their own 
legislatures a broadening of their powers to include fiduciary 
functions. So, by the opening of the year 1918 there was a 
growing degree of disaffection and criticism among national 
bank members, which was held more or less in check by the 
overshadowing emergency of war but which was certain to 
produce results later on. The Board, of course, could not be 
blamed for the growing disaffection of members in so far as 
it was merely due to the extension of the limits of the system, 
but it was necessary that they should reckon this as one of 
the offsets to the “‘success’’ which, as already seen, one member 
regarded as the fruit of an increasing number of state bank 
applicants. 


2See Appendix for text, 
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The Clayton Act 


In this connection, too, it is worthy of note that Congress, 
not long after the adoption of the Federal Reserve Act, had 
chosen to put into the form of law a statute known as the 
Clayton Act. This act was intended to broaden the anti-trust 
legislation in force at the time and had been hit upon by con- 
gressional authorities who felt the need of “doing something” 
on the trust question. Believing also that the “Money Trust 
Committee” of 1912-1913 under the guidance of Samuel 
Untermyer, had handed down a new gospel on the subject 
of Wall Street combinations in the field of money and credit, 
which had been entirely without honor thus far, it was resolved 
to incorporate in the Clayton Act a provision whose object 
it should be to prevent banks from going further in the matter 
of what were called “interlocking directorates.’ Those who 
have followed the history of the Federal Reserve Act will 
remember that at one point in its development effort had been 
made by the “progressive” element in Congress to secure the 
incorporation of a drastic interlocking directorate provision, 
but had met with no success. 

An amendment to the Clayton Act, therefore, was projected 
and eventually adopted under whose terms it was _ specified 
that the number of bank directorships which any one person 
might hold should, in the case of banks possessing a total of 
assets in excess of $5,000,000, be limited to three; while it was 
required that no substantial competition should exist between 
such banks. This was nominally for the purpose of obtaining 
a definite understanding on the subject of Money Trust activi- 
ties, and of limiting in some measures the growth of “com- 
munity of interest’ among banks. Inasmuch as the provision 
had been made applicable not only to national banks but to all 
members of the federal reserve system, it would have tended 
in some measure to restrict the growth of membership had 
not the Board, in its administration of the Clayton Act in 
relation to banking, practically relaxed the operation of the 
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measure to a maximum extent. This it was not difficult to 
do because of the extraordinarily loose and vague character 
of the language used by the drafters of the act and the in- 
applicability of much that they had put into the law to any 
practical condition. At the close of its first year of adminis- 
tration of the Clayton Act, the Board indeed announced that 
it had granted 1,215 applications for authority to hold more 
than one directorate out of a total of 1,359. 

In spite, however, of this laxity and leniency, the Clayton 
Act provision doubtless tended to restrict membership in the 
system, for, viewed with the most generous interpretation of 
its terms, it inevitably tended to subject bankers to a certain 
degree of oversight and observation which they might other- 
wise have escaped save in so far as regular bank examinations 
entailed it from them. To this extent, therefore, a counter- 
vailing influence was set at work in opposition to the factors 
whose influence in enlarging the borders of the system has 
already been, generally speaking, reviewed. The Clayton Act 
was a blemish upon the system of banking legislation developed 
after the year 1914. It had no good reason for existence in 
so far as it applied to banking, protected no one, aggravated 
rather than cured the evils at which it was aimed, and caused 
continual annoyance and embarrassment to those in charge of 
the federal reserve system. 


Changes in State Legislation 

No picture of the legislative conditions prevailing under 
the federal reserve system and affecting it would be complete 
without knowing: the very extensive and far-reaching in- 
fluences which the Federal Reserve Act itself had produced 
upon the legislation of the states in relation to banking. Partly 
under the influence of the banks, partly as a result of the 
efforts of legislators fearful that state institutions would con- 
vert into national banks and desirous of retaining them be- 
cause of their taxable value, and partly as a result of other 
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considerations, the laws of many states had undergone what 
amounted to a revolution during the three and one-half years 
subsequent to the passage of the Federal Reserve Act. These 
changes in law would in themselves provide the matter for a 
lengthy treatise. At this point it must suffice merely to in- 
dicate their nature. They were in general of three kinds: 
(1) laws permitting the entry of state institutions into the 
federal reserve system; (2) laws modifying the local reserve 
provisions so as to bring them into harmony with federal 
reserve requirements, or unfortunately in some cases to alter 
them so as to make non-membership more attractive to banks; 
and (3) legislation broadening state banking powers through 
the granting of acceptance authority, power to exercise fidu- 
ciary functions, and in other ways. 

How far these changes were beneficial and how far they 
are a subject for criticism, it would be difficult to state in the 
present brief space. There need be no doubt of the fact that 
the legislation had greatly facilitated the movement of state 
banks into the system, not only through its direct permissive 
clauses but also through the general harmonization and _ unifi- 
cation of reserve requirements which had been brought about. 
On the whole, this tendency toward unification and harmony 
was a desirable one, since it tended to reduce the amount of 
conflict and inconsistency which still existed between the statutes 
of many states. In studying the position of the federal re- 
serve system after the war, therefore, and in endeavoring to 
account for its failure to continue the expansion of its member- 
ship, it must always be remembered that during the construc- 
tive period of the system prior to the war great progress had 
been made in the direction of smoothing the path between the 
several state systems and that of the federal government. 
Removal of these obstacles should have tended greatly to 
facilitate the broadening of the membership and for a long 
time undoubtedly did so. 
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Ineptitude of Congress 


Reviewing the entire period of new legislation which cul- 
minated with the amendments of June, 1917, the conclusion 
is irresistible that, so far as financial measures were concerned, 
the ineptitude and ignorance of Congress were almost un- 
limited. Not only had it shown no power to improve the 
Federal Reserve Act, but it had shown itself inclined to allow 
the most dangerous provisions without hesitation. Many of 
the latter have been warded off only with great difficulty. As 
for the actual legislation adopted, it must be judged in the 
light of war influences, and from that standpoint must not be 
too severely condemned; yet its total outcome cannot be re- 
garded as other than almost disastrous. The action of state 
legislators, on the other hand, had on the whole been beneficial ; 
but out of the chaos of conflicting measures and of popular 
uncertainty there had come about a growth of dissatisfaction 
and uneasiness among the banking community which must in 
some way be eradicated, as, if not so eliminated, it would in 
time bear fruit in an effort to undermine the foundations of 
the system itself. As for the administrative activities of the 
Board and particularly its directive efforts in legislation, they 
had been guided by no uniform principle, and although well 
meaning, had been far too largely controlled by considerations 
of expediency and by the over-mastering desire for popularity 
and approval. 


APPENDIX TO CHAPTER LI 
LEGISLATIVE History OF THE ACT OF IQI7 


House Bill 3673, “to amend the act, approved December 23, 1913, 
known as the Federal Reserve Act, as amended by the Acts of 
August 4, 1914, August 15, 1914, etc.,” was introduced on April 23, 
1917, and reported back on April 27, accompanied by report No. 35, 
and both referred to the Committee of the Whole House. Mr. Glass, 
in explanation at the opening of the debate on the 3oth of April, 
pointed to the importance of the matter as illustrated by the fact that 
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the Treasury Department had officially notified the Committee that 
these amendments were essential as emergency measures better to 
solidify the banking structure of the country. The most important of 
the amendments, Mr. Glass stated, related to the reserve requirements— 
which were to be reduced in the case of the country banks from 12 
to 7 per cent, and in the case of the central reserve city banks from 
18 to 13 per cent. The real purpose of this alteration was to bring 
into federal reserve banks an additional amount of gold of about 
four hundred million dollars, which meant an additional rediscount 
power of one billion dollars. The assumption was that in anticipation 
of the enormous issue of war loans, there would be a great growth of 
rediscounting. An amendment to Section 9 was intended to liberalize 
the terms under which state banks and trust companies could enter 
the system, There had been objection against joining the system on 
the part of the state banks, because they feared duplications of exami- 
nations and reports, and also because of the limitation of the Federal 
Reserve Act with respect to making loans and to the nature of certain 
loans. State banking laws, for example, did not always limit a bank 
to loans not over Io per cent of its capital and surplus to any one 
individual or corporation. “It is the opinion of the Federal Reserve 
Board, which has been industriously endeavoring to cultivate the 
favor of the State banks and trust companies, that with this liberaliza- 
tion of the terms, upon which they may enter, a great majority of 
them will enter.” (Record, Vol. 55, p. 1581.) 

Under existing law, one of the directors of Class C was authorized 
to perform the functions of federal reserve agent during the inability 
or absence of that agent. He was not required to give any bond. The 
new bill changed this provision, so that the federal reserve agent 
could employ his own deputies and exact bonds of: them. Mr. Mc 
Fadden’s amendment to this last provision, that the Federal Reserve 
Board and not the federal reserve agent should require such bonds 
from the assistant, was accepted. Another amendment, concerning 
exchange and collection charges, which was to play such an important 
part in the consequent development of the bill, was lost on a point of 
order. Practically the only objection to the bill related to Section 19 of 
the Federal Reserve Act, the proposal to decrease the reserve require- 
ments. Mr. Hill, from Connecticut, took the ground that it was 
entirely unsafe to allow a country bank to run without any home 
reserve; and furthermore, that the lowering of the reserves and the 
concentration of gold would result in inflation. Mr. McFadden, on 
the other hand, was of the opinion that 6 per cent reserves were 
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enough for -country banks. “I seriously question, Whether it is right 
to burden these country banks and other members of the federal 
reserve system with the full burden of carrying reserve requirements 
to take care of the entire banking situation in the United States, and 
I contend if they do so they are standing an improper share of main- 
taining the stability of all the banks of the United States’ (1877). 
Mr. McFadden also contended that the earnings of the country banks 
had been seriously impaired within the last few years. Mr. Cannon, 
as a champion of the country banks, frankly advocated a return to the 
old system of paying interest on the reserves. The bill passed the 
House on the 5th of May. 

The Senate Committee reported the bill back with an amendment 
to strike out all after the enacting clause and to substitute Senate bill 
1796 (S. Report No. 1059.) The differences between the two bills, as - 
Mr. Owen explained on the 9th of May, were the following: The 
House bill provided that the Federal Reserve Board was to require the 
bonds from the assistant federal reserve agent, the Senate bill, on the 
other hand, authorized the federal reserve agent himself to exact such 
bonds. While the Senate bill provided that non-member banks main- 
tain a balance with the federal reserve banks, sufficient to offset items 
in transit held for their account. This balance was to be determined by 
the Federal Reserve Board according to the provision of the House 
bill. The reserve requirement for country banks was lowered in the 
Senate amendment to 6 per cent, but it required not less than 4 per 
cent of the demand deposits to be kept as till money. The Senate bill, 
furthermore, contained a provision authorizing the exchange of federal 
reserve notes for gold or gold certificates, a provision which was not 
to be found in the House bill. 

The amendment which Mr. McFadden had offered in the House 
and which had been lost, was introduced in the Senate by Mr. Hard- 
wick upon request of the American Bankers’ Association, with the 
purpose of bringing into the federal reserve Act a provision which 
up to then had been diligently kept out of the bill as contrary to the 
basic principles underlying the system. It was to allow national banks 
to make reasonable exchange and collection charges, not to exceed 
10 cents per $100. A letter was submitted from the Governor of the 
Federal Reserve Board, expressing the Board’s decided attitude against 
such legislation. It referred to the resolution of the tenth conference 
of federal reserve bank governors calling upon the Federal Reserve 
Board to use every legitimate means possible to prevent the enactment 
of the so-called Kitchin bill. But in spite of this strong appeal and 
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against the opposition of Messrs. Owen and Reed, the amendment 
was adopted in the Senate. The bill passed as amended and a con- 
ference was asked for. 

When the bill was reported back to the House, it appeared that in 
the meantime the Hardwick amendment had received such strong sup- 
port that a motion was agreed to, instructing the House conferees to 
agree in substance to the Hardwick amendment. 

At this juncture another letter was submitted to the Senate, in 
which the Federal Reserve Board, addressing itself to Mr. Glass, 
called attention to the possibility—by reason of this new provision— 
of the government having to pay bankers a million dollars exchange 
charges in connection with subscription to the Liberty loans. Senator 
Martin’s motion to reconsider the vote, whereby the Senate had passed 
the bill, was considered out of order, so that the bill was left in charge 
of the Conference Committee. 

The Conference Committee offered its report (Conference Report 
No. 73) on the 12th of June. It appeared that the Senate had accepted 
the House provision in toto on the reserve section and that it accepted 
practically all the other provisions of the House bill, including those 
empowering the Federal Reserve Board to compel reserve banks to 
establish branches abroad and in this country, where needed. The 
House conferees, on the other hand, had agreed to the section per- 
mitting the federal reserve banks to exchange federal reserve notes 
for gold or gold certificates. The Hardwick amendment was accepted 
in substance, with the modification, however, that collection charges 
should be determined and regulated by the Federal Reserve Board and 
that no such charges should be made against the federal reserve banks. 

The latter point aroused an extended debate. The supporters of 
the Hardwick amendment took the ground that the amendment if 
accepted would be the greatest inducement to the numerous state banks 
to join the system, that there was no reason why the jobbers and 
dealers should not carry the expenses of collection; but their main 
assertion was that the conferees had exceeded their authority in 
agreeing to a modification which meant an essential and vital change 
of the provision. “They flagrantly and contemptuously disregarded 
the instruction that the House had given them, and having done so, 
they come back into the House and endeavor to hide behind the pro- 
position that the House has not the right to challenge their action in 
disregard of the instructions that the House gave them” €Vol. 85, 
p. 3524). They therefore proposed that the point of order should be 
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sustained and that the report go back to the conference in order that 
the will of the House might be carried out. 

Mr. Glass and his followers, on the other hand, took the ground, 
that the conferees were justified in accepting these modifications, as 
the instruction directed the conferees to agree in substance to the 
Hardwick amendment. “Had the motion read that ‘the managers on 
the part of the House are instructed to agree to the Hardwick amend- 
ment,’ the managers would not have hesitated one moment to carry 
into effect the action of the House; but the very fact that we were not 
directed to accept the Hardwick amendment in toto, but were instructed 
to agree only to ‘the substance’ of it, instantly and inevitably sug- 
gested to the managers that the House itself was not satisfied with 
this crude and utterly unjust exaction upon the commerce of the 
country, but relied upon the managers on the part of the House and 
Senate to alter the phraseology of the bill, and in substance, make it 
workable.” And Mr. Glass went on: ‘The managers on the part of 
the House think that in that particular they have adhered to the sub- 
stance of the Hardwick amendment, because the amendment itself 
left open the question as to what, in thousands of cases, would be a 
reasonable charge, and left undetermined the question as to who should 
determine the reasonableness of the charge” (p. 3526). In regard 
to the provision that no such charge should be made against the federal 
reserve banks, Mr. Glass pointed to the injustice which otherwise 
would be entailed in requiring the reserve banks to collect at par 
checks of member banks, permitting, as the Hardwick amendment 
would permit, member banks to make charges against the federal 
reserve banks. 

Mr. Platt was of the opinion that the House, when it agreed to the 
Hardwick amendment, was under misapprehension and misunder- 
standing of just what the amendment was. “. . I do not believe 
the people have understood that this amendment is a matter not only 
of check collecting, but of paying checks, of making a charge for pay- 
ing checks drawn on a bank’s own deposits” (p. 3534). The discus- 
sion finally turned into recrimination, each side accusing the other of 
backing the propaganda against and for the Hardwick amendment. 
In concluding, Mr. Glass summed up the case as follows: “Nearly 
16,000 banks joined the collection system instituted by the Federal 
Reserve Board. These constitute two-thirds of the commercial banks 
of the country. They do 85 per cent of the commercial banking busi- 
ness. They do not charge for paying or collecting checks. This 
Senate ‘rider,’ drafted by a bank lobbyist and through organized pro- 
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paganda grafted onto a bill here designed to help banking and facili- 
tate commerce, is merely a statutory invitation to these 16,000 banks, 
as well as to the small groups doing only 15 per cent of the country’s 
business, to renew this tax on commerce and industry. It is a 
legislative sanction of an obsolete and vicious practice which has never 
had the countenance of law and should not have it now” (p. 3618). 

A part of the discussion was devoted to that section of the bill 
which provided for the exchange of gold or gold certificates against 
federal reserve notes. The traditional opposition of the House towards 
it was overcome in view of the fact that the provision was defended 
as an emergency measure. Finally, a motion to recommit the bill was 
rejected and the conference report was agreed to on the 14th of June. 
The conference report was accepted in the Senate on the 18th of 
June after but little discussion. Mr. Owen submitted a communica- 
tion, written to him by the President, in which the President expressed 
his regret at the proposed amendment. “I should regard such a pro- 
vision as most unfortunate and as almost destructive of the function 
of the federal reserve banks as a clearing house for member banks, 
a function which they have performed with so much benefit to the 
business of the country” (p. 3761). 

The bill was signed on the 21st of June, 1917. 


CHAPTER LII 


ASNEW SVAGE IN THE DEVELOPMENT, OF THE 
SY 1 BM 


Relations with the Treasury : 

In former chapters it has been seen how the federal reserve 
system had been accepted by the Treasury Department as 
practically an unavoidable war auxiliary. It has further been 
noted how the advent of the war materially changed the current 
of the work that was being done by the Board, while it gave 
to the system an entirely new status in the minds of the public. 
It was no longer an outcast from the administration, but a use- 
ful tool in the furtherance of the great work which the politi- 
cians had in mind—the winning of the war. It was no longer 
a suspicious and unwelcome guest in the banking household, 
but an instrumentality whose proper functioning was necessary 
for the general protection, to which the bankers, therefore, 
were inclined to grant the respectful attention that had hereto- 
fore been lacking. It was, moreover, now in a fair way to 
obtain the membership of all of the larger state institutions of 
the country and to increase its resources correspondingly. Not 
only this, but it had at length been vested by Congress with a 
full and complete authority over the reserves of the banks 
which had probably never been enjoyed by any other banking 
system in the history of the world. Thus endowed and 
equipped, and occupying, moreover, a position of unexampled 
responsibility, the system was fairly embarked upon a new era 
in its history which must unquestionably be quite different 
from its early years. . 

Strange to say, the Federal Reserve Board hardly realized 
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this change of conditions. The current of events attendant 
upon the opening of the war had whirled men along in a way 
that fairly compelled them to forget their own personal inter- 
ests and prejudices and at times led them, no doubt, to over- 
look many essential things which a more leisurely observation 
of world affairs would have made it possible to consider with 
due care. Probably, therefore, neither the Board nor the sys- 
tem recognized at times exactly how the status of the under- 
taking had changed. This does not imply that there was any 
lack of appreciation of responsibility on the part of the Board. 
On the contrary, the early days of the war unquestionably 
brought a new recognition of responsibility to every man in 
government service which in the past he had largely lacked, 
or at least had never in full measure realized. In this respect 
the Board was no different from its associates in other branches 
of the public service. A gratifying feature of early war 
developments was found in the fact that a.greater degree of 
unity and harmony had supervened and that there was less 
purely political backfiring and intriguing both in the Treasury 
and in the reserve system itself. 


Fundamental Changes in Prospect 


This aspect of the war and of its effect upon the financial 
status of the country was not different from the influence 
exerted by the struggle in other directions. It offered an illus- 
tration of the good side of war’s effects, but was evidently 
much more than offset by the bad influences which soon became 
quite as obvious. Indeed, it was not long before the maxim 
that responsibility brings with it its own troubles, was strik- 
ingly exemplified. The Treasury Department, instead of 
ignoring the federal reserve system and affecting to get along 
without it, now became anxious to lean upon it at every turn. 
It offered an easy solution for many of their difficulties and 
the fact was evident before very long that the Board would be 


A NEW STAGE IN DEVELOPMENT OF SYSTEM 1203 


obliged to face a situation in which it might be compelled to 
put down the brakes and to say to the Treasury Department 
that not more than a specified amount of credit could safely be 
granted. When this position would be reached was, of course, 
a matter of conjecture on which no one could feel any cer- 
tainty. As has been seen in an earlier chapter, Secretary 
McAdoo himself was only fairly clear in his own mind, for a 
long time after the opening of the war, how much he would 
feel warranted in demanding. He therefore varied greatly in 
the extent of his demands and left the Board correspondingly 
little able to decide what provision it ought to try to make 
for future financing. 

At the beginning of our participation in the war, and soon 
after the preliminary interviews with some of the foreign coun- 
tries which had sent representatives here to ask for credit, the 
Secretary of the Treasury had informal interviews with the 
Board in which he indicated the probability that the amount of 
money needed for the balance of the year might run to two or 
three billions of dollars. This, although an enormous sum, 
was no larger than had been fully expected, and the Board was 
prepared to do whatever could be done toward the financing 
of the preliminary offerings. Within a very short time, how- 
ever, another interview revealed the fact that for the remainder 
of the year the estimated necessities were expected to run to 
fully six billions. For the fiscal year ending June 30, 1918, 
Secretary McAdoo expressed the opinion that he might prob- 
ably have to obtain fifteen to sixteen billion dollars. As is well 
known, his later estimates, made as the war advanced, ran to 
even higher figures, but these higher estimates came on later, 
and were largely neutralized by the discovery that not more than 
a certain amount of money could be spent to advantage in the 
purchasing of commodities without resulting in an advance of 
prices so great as to defeat the very purpose for which the 
expenditure was being made. 
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Conflict with Treasury 

Although the Federal Reserve Board was deeply depressed 
by the probability that these enormous amounts would have to 
be carried in large -measure through banking methods, at least 
for a time, it made no definite protest during the development 
of Secretary McAdoo’s first one or two estimates. As his 
estimates began to rise in amount and as Treasury statisticians 
and others drawn from outside the Treasury began to devote 
themselves to a computation of the total amount of wealth of 
the country and the total amount that could probably be saved 
if every income recipient set himself to the task of saving, a 
rather different point of view came to be accepted. The ques- 
tion was very properly raised whether a régime of wild credit 
had not begun and whether the Treasury authorities, and indeed 
the administration, had not seriously misconceived what the 
nation could do or the relationship of banking and credit to the 
industrial machinery. These fears naturally became more and 
more accentuated as time advanced. It took only a few weeks 
of financial experience to bring about a situation in which the 
Board was, in spirit at least, sharply opposed to much that Sec- 
retary McAdoo had in mind. In one sense this divergence of 
view culminated at meetings held during the midsummer of 
1917, in which a firm but positive protest was lodged against 
the borrowing plans of the Treasury. It was pointed out that 
the new taxation which was in process of development would 
not begin to yield anything for a good while, and when it did 
it would probably never return, even according to the most 
sanguine expectations, more than four to five billion dollars 
annually. The Treasury, however, was by this time contem- 
plating an abnormal expenditure at the rate of nearly four 
times that amount. 


Threat of Expropriation 


Secretary McAdoo received these suggestions or protests 
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rather coldly and, after listening to them, merely remarked that 
the development of such an attitude might quite conceivably 
bring about a condition in which the government would find it 
necessary to take over the entire funds of all banks for the 
purpose of winning the war. The Secretary’s idea appeared 
to be that of possessing himself on behalf of the government of 
the entire reserve of the country, which of course was already 
lodged to a very great extent with the reserve banks. The 
attitude thus adopted seemed to indicate a misconception of 
the banking and financial problem connected with the raising 
of these huge. sums, but the Board was unsuccessful in its 
advocacy of a different point of view. 

Apparently there was nothing to be done except to go with 
the current, to attempt to keep the Treasury borrowing to as 
moderate a figure as the whole abnormal circumstances would 
permit, and to seek to further the absorption of bonds by 
savers and in every way possible to facilitate the financing of 
the war, leaving it to the duly constituted political authorities 
to make what demands they chose. Short of this course of 
action, it appeared that the only line of conduct open to the 
members of the Board would have been that of resigning; and 
although one or two members at times talked of the adoption 
of that course of action, it was difficult for any man during the 
early months of the war to get his own consent to a step which 
might have been regarded as a withdrawal from the post of 
duty in time:of need. It seemed, and perhaps was, the more 
courageous policy to remain at the post of duty even though 
the policies which might be forced by circumstances upon the 
organization could not be approved by it. This, at all events, 
was either confessedly or tacitly the position assumed by most 
members of the organization, and the fact that that attitude was 
thus accepted, necessarily in itself constituted a factor of first 
importance in shaping the subsequent growth of the system 
during the troubled war months. 
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An Unexampled Financial Aid 

The attitude thus adopted was possibly weakened, and 
anxiety to some extent alleviated, by the remarkable success 
of the First Liberty Loan and the enthusiasm with which the 
country at large rose to the necessities of the struggle. It is 
not too much to say that the federal reserve system, notwith- 
standing the fact that it had at the time of declaration of 
war attained only a very modest development, more than ful- 
filled the expectations of its most sanguine supporters, and 
afforded a machine of the most tremendous power whose pos- 
sibilities had never before been properly appreciated. As this 
fact came to be recognized, it was natural that the feeling of 
enormous financial power should tend to allay fears that would 
otherwise have been more insistent. In fact, during the early 
months of the war the federal reserve banks showed an unex- 
pected power to prevent themselves from becoming “‘water- 
logged” with government securities. The statement of the 
system at the close of the year 1917 showed, of course, a very 
great difference from the statement of a year earlier, but still 
indicated tremendous unused lending and credit capacity. In 
condensed form the statements compare as shown opposite. 


Departure from Strict Standards 

Another phase of the second period of federal reserve 
development covering the pre-war and early war months was 
unquestionably the abandonment of some of the stricter stand- 
ards which had been enforced prior to that time. Notwith- 
standing many departures from sound policy and undesirable 
concessions to expediency, the system had undoubtedly sought 
to maintain itself upon a level of banking practice that was 
decidedly above that of the general community. The striking 
departure from these standards had been seen, of course, in 
connection with the acceptance policy; yet even that had not 
been carried far enough to permit a very serious inroad upon 
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RESOURCES AND LIABILITIES OF THE FEDERAL RESERVE SYSTEM 


RESOURCES 
Dec 22, 19165) Dec..21,, 1917 
Gold coin and certificates in vault......... $269 ,627,000 |$ 524,350,000 
Gold settlement fund—Federal Reserve 

IBIOENCOM ES. Cae TS on ee 178,811,000 304,604,000 
Gold*with foreign’agencies 7) IIHT) 2) SRE) Sat 52,500,000 
Gold with federal ES CV CHAS CLILG Ate PARR IA. MPGre we oak atiae 746,107,000 
Goldizedempion und ase eee ae ee 1,479,000 17,982,000 
Legal-tender notes, silver, etc............. 6,025,000 48,127,000 
Potalireseryesiaras bem taht wet est ot ts 3 455,942,000 | 1,693,670,000 
Five per cent redemption fund against fed- 

eraljteserve banle notes \..0. tay feces 400 , 000 537,000 
Bills discounted for members.............. B25 20 7. OOO! | ener: Oe a 
Bills discounted for members and federal 

RESeiV ey banks ae yer iee gee oP Paks cues ee Pelt dane Eph Cre 693 , 509 ,000 
Bills bought in open market............... 124,633,000 277,943,000 
United States government long-term secur- 

HRYSS © FAS aah, SSPE, earner renee tener a a 43,504,000 50,438,000 
United States government short-term secur- : 

ICS Rs Cierra tes ti xe te deel exh Nebel oi 11, 167,000 58,130,000 
Mvinnateipalewartattts. ee este eee ci tte 10,557,000 I, 102,000 
Due from other federal reserve banks—net. *49, 318,000 *41,375,000 
WhaCey Me eG Sense Ss ye eas aS oe on SSSR eeu mo eran cote 323,574,000 
Allvotheripesourcess, . HAN. See oD)... 3,506,000 2,678,000 
MLOCAIETESOUTCES MA Gh Sale nle ile ceacieier sy echt 750,560,000 | 3,142,956,000 

LIABILITIES 
Dec. 22, 1916 | Dec. 21, 1917 

Capital paid 1arteewerecce ree rate oe $ 55,765,000 |$ 69,852,000 
Government, deposits 4.0. aayie ahs steels ke ws 29,472,000 221,761,000 
Member bank deposits—net.-.- 2.055 .0- O48 7.97, O00 Ulan ee eres ae 
Due to members—reserve account.........).......050000. 1, 389,434,000 
Collection tetsu. cree Suet ae ac ket hoend om hae Meet sas maine 205,819,006 
Other deposits, including foreign govern- 

MeEDCTECILSs Heyer ee an seat iaier < cits 4: 14,258,000 
Federal reserve notes in circulation. ....... 15,754,000 | 1,227,642,000 
Federal reserve bank notes in circulation— 

soete MIU aie cc ours nO OD PAA TAO ood DIRT DOs momo Our a: 8,000 ,000 
PNMleothetsliaimiitiesy tne sts cers sie ete renee 782,000 6,190,000 
Dotatlabilitiesie, came tejacisisye cross “ie 750,560,000 | 3,142,956,000 


*Items in transit, ie., total amounts due from, less total amounts due to, other 
federal reserve banks. 
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the assets of the reserve banks. But with the opening of the 
war it became plain that there would have to be a great retro- 
gression from former methods of doing business. The govern- 
ment soon appeared as the greatest business enterprise in the 
country, or perhaps in the world, and from a very early date 
government paper began to take the place of ordinary commer- 
cial paper in large ranges of transactions. This of course 
meant that such paper superseded commercial paper in the 
portfolios of banks and that the ideas of prompt maturity, 
redemption, and the like, tended to be thrust more or less into 
the background. As to this more will be said at a later point. 
It is enough to note here that the tendency existed. 

We may fairly assert, therefore, that one feature of the 
second period of reserve development was undoubtedly the 
relaxation of banking prudence and of strict banking standards, 
and that this relaxation almost inevitably spread through the 
member banks of the country at large, besides invading the 
reserve banks themselves. Questions. which had been given 
thoughtful and careful discussion prior to the advent of war 
financing were thus practically suspended from further discus- 
sion, and the place which had been assigned them was now taken 
by the entirely new range of problems afforded by the gradual 


development of the Treasury’s policy and the work of actual 
financing. 


Changes at Reserve Banks 


Nowhere, of course, was this change in point of view so 
notable as at the reserve banks themselves.  Patriotically 
responding to the calls of the Treasury, supplemented by the 
requests of the Board, the banks set themselves to the organiza- 
tion of the financial community in each of the district centers 
as a Liberty Loan Organization, which should “mobilize,” as 
it became popular to say, the resources of the community into 
a compact body whose primary thought should be that of get- 
ting funds for the government. There can be no doubt that 
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this work was carried out with unusual efficiency and success, 
and that the efforts of the several reserve banks, ably seconded 
by those of the leading members of the financial community, 
resulted in the creation of a machine whose success and thor- 
oughness in sweeping up the available capital funds of the 
country and, when necessary, of converting bank credit of the 
country into purchasing-power on the long-term basis, had 
never been approached. Whatever may be thought of the 
policies initiated and pursued by the Treasury Department, it 
should always be remembered that the bankers, including 
among them the reserve banks, had only a secondary part in 
the determination of these policies; “theirs not to reason why.” 

So in the study of the war history of the reserve system, 
attention should be given primarily to its success as a going 
machine rather than to the policies by which it was guided. 
This is undoubtedly a view which is somewhat at variance with 
that usually entertained, for both at the time and to some 
extent later there was a popular impression that the Federal 
Reserve Board was in no small degree responsible for the type 
of financing that was resorted to. This was certainly not the 
case save in the mere matter of technique and application of 
ideas. The plan of financing was essentially that of the Treas- 
ury Department itself and to it must be assigned that measure 
of general praise or blame which historians in future will grant 
to it. The effect, however, of this policy upon the entire organi- 
zation’s spirit and tone of affairs at the reserve banks was 
deep-seated and far-reaching. It brought about a complete 
transformation, since it not only forced the reserve banks to 
discontinue their primary attention to the scientific side of the 
work, but it compelled them to devote themselves largely to 
the immediate increase and expansion of their staff, to the 
corresponding reorganization of internal affairs that was neces- 
sary, and, as already stated, to the task of securing and using 
to best advantage the co-operation of the public and especially 
of the banks. . 
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Subordination of Reserve Board 

In this great transformation it might have been expected 
that the system as a whole would act as a unit and that its 
principal functions would be directed and dictated by the Federal 
Reserve Board. But during the early months of the war it 
had already become apparent that this could not be expected. 
The Treasury Department early came to ignore the member- 
ship of the Board in large measure, to leave to it the perform- 
ance of routine functions, sometimes under orders and some- 
times subject to direction, and to perform its work of war 
financing through direct communications with the reserve banks 
themselves. Thus it often happened that important policies 
were initiated and put into effect without previous consultation 
with the Reserve Board, which received information only when 
the policies had been determined upon, and occasionally at a 
later date. 

Of course this attitude on the part of the Treasury Depart- 
ment was destructive to the proper development and working 
of the Reserve Board, and highly injurious to the development 
of the proper relationships between the reserve banks and the 
Board. It could hardly be expected that the reserve banks 
would manifest an attitude of regard or consideration toward 
the Board if that organization was not able to command the 
same kind of respect in the Treasury Department itself. 
Accordingly the Board undoubtedly began to lose its grasp 
upon the situation. This fact should be very carefully borne 
in mind in connection with certain subjects which afterward 
became matters of criticism with regard to the system. It was 
during the period starting immediately before the close of the 
war that the movement toward higher salaries and larger out- 
lays in reserve banks gained stronger headway. The Board 
at first made strenuous opposition to this tendency, as will be 
seen at a later point, but in the more notable cases it was 
overruled by the Secretary of the Treasury—a fact which 
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has been subsequently testified to on various occasions (as 
applying to individual cases) by Governor Harding himself. 
Human nature is so constituted that it is inclined to lick the 
hand that feeds it, at least so long as the feeding is likely to 
continue, and the Treasury policy naturally tended to create 
an impression among reserve banks that there was a greater 
degree of broadmindedness and generosity in the fiscal depart- 
ment of the government than there was in the Federal Reserve 
Board. 


Building Up a Central Bank 

Characteristic, too, of this same period and closely allied 
with the salary situation to which reference has just been made, 
was the gradual evolution of the central banking idea. As so 
fully seen in other portions of this study, the federal reserve 
system had been initiated upon a non-centralized basis. Local 
self-government in banking, with centralization so far as neces- 
sary in the hands of the Board at Washington, had been the 
general concept. In the early years of the Board that body, 
although, as already seen, largely out of sympathy with the 
principles of the Federal Reserve Act, had been unable to attain 
success in any of its centralizing plans and had finally settled 
down to the administration of the federal reserve system in line 
with the original intent of the law. In all this the Treasury 
and government in general had been sympathetic. But with 
the opening of the war it was found far easier and in many 
ways more efficient to give orders direct to a single bank and 
to have them repeated by that bank to the others. Moreover, 
the structure of American finance, centering as it did around 
New York, had in no essential respect been remodeled during 
the years since the organization of the reserve system. Accord- 
ingly, it was not strange that many matters could be most 
expeditiously and effectively. handled through the Federal 
Reserve Bank of New York. Not only was it the largest unit 
of the system but its geographical location gave it better posi- 
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tion for quick communication with Europe, while the presence 
in New York of the fiscal agents of the various governments 
made it practically the only channel through which dealings 
with those governments could be effectively carried on. 


Treasury Policy and Centralization 

The Treasury policy, from the very beginning of the war, 
thus tended to centralize business in the Federal Reserve Bank 
of New York. It became the intermediary through which the 
agency arrangements with foreign countries were made; it 
was the central depositary to which were transferred great 
sums of money from other reserve banks for payment to 
foreign representatives or to the agents of manufacturing con- 
cerns which were furnishing munitions. It was the principal 
factor in the acceptance market; it subscribed for and dis- 
tributed vastly larger sums of Treasury certificates and of Lib- 
erty bonds than did any of the others. During the years 1917 
and 1918 it rapidly grew into the stature of a central bank far 
stronger in personnel and resources, and above all in the sup- 
port of its own financial community, than were any other of 
the Reserve Banks. Accepted by the Treasury Department as 
standing very close to the government and as the channel 
through which many of the most important announcements 
were to be made and activities carried out, it in a peculiar sense 
became the government’s own bank. It was able in effect, 
although usually with tact and some appearance of considera- 
tion, to defy the wishes or even the orders of the Federal 
Reserve Board, while its views or wishes conveyed to the other 
reserve banks were likely to be of far greater moment to them 
than were those of the Board itself. 

It might be straining a point to regard this development as 
purely the outgrowth of the war; yet undoubtedly it was in a 
very genuine way the product of war conditions. The same 
result might have been attained without the war but would not 
be likely to have been reached—certainly not without a long- 
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continued course of development, and certainly not without 
sustained policy of hostility to the Federal Reserve Board on 
the part of successive secretaries of the Treasury. War and 
the necessities growing out of war—the greater issues of 
appealing to and reaching the financial community in that way, 
the advantage of using a well-equipped institution closely sup- 
_ ported by the financial community—were the considerations 
which brought about this transformation, a transformation 
which it was likely to be hard to get away from at a later date. 
The McAdoo policy in this regard was undoubtedly facilitated 
by the strong leaning in the same direction, displayed by various 
of his aides and subordinates who were heartily in sympathy 
with the idea, which already had some support in the Federal 
Reserve Board itself. 

Thus the close of the war found the federal reserve system 
far more highly centralized than it could have been expected 
to become under almost any other conditions. These conditions 
did not manifest themselves immediately but they grew more 
and more obvious as the early months of the war passed by 
and as the struggle assumed a full-fledged condition. It may 
be doubted whether very much more progress in that direction 
would have been made even had the war continued considerably 
longer. It continued long enough to produce serious hazard to 
the essential structure of the federal reserve system and it 
centralized it in the way just described. There could have been 
no more serious or greater injury to the plan if it was expected 
to work out successfully along the lines of its original intent. 
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Financial Precedents 

The decisions which had been reached in the First Liberty 
Loan and the financing attendant upon it were, as was fore- 
seen at the time, chiefly significant as precedents. It was true 
that the Federal Reserve Board and many other banking 
authorities had feared that the banks would become overloaded 
with war paper as the result of the very first loan. Experience 
finally showed that such was not the case. The first loan 
appeared to be a great success. It was buoyed up by the 
knowledge that the federal reserve system was amply able to 
sustain the load of this financing at any rate, and, more than 
all else, it was helped by the fact that it was a completely 
tax-free issue of bonds, and the further fact that the so-called 
capitalist element in the community was in position to take 
a great deal of it at the time, while profits which were hunting 
for a safe place of concealment readily poured into the loan 
and it was amply oversubscribed. The Treasury was flushed 
with triumph, the more so as the effect upon the banks was 
comparatively small. It was not necessary to urge the ‘‘bor- 
row and buy” policy to any great extent, although the Board’s 
discount rate reduction had been intended to stimulate precisely 
that method of financing. 

But while thus congratulating itself upon the success of 
the first great draft upon the nation’s fluid wealth, the finan- 
ciers of the Treasury Department were not able to conceal 
from themselves the fact that even this enormous sum would 
not last very long. The demands upon the government had 
been multiplied with almost inconceivable rapidity. Every 
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foreign country had come to demand its share of support. The 
military program of the nation, which at first was supposed 
to be merely nominal, broadened within a few weeks into an 
ambitious plan of conscription and in the course of a few 
months into the possibility of drafting every able-bodied man 
of mature years. It was not possible for administrators to 
foresee for more than a few weeks ahead what the probable 
outcome of this tremendous program of expenditure would be. 

Secretary McAdoo, who at first thought expenditures for 
the first year might reach four billions, enlarged them to six 
billions, and for the entire fiscal year 1918 from twelve to 
fifteen billions. Later estimates led him to raise his figures 
for outlay for 1919 to eighteen billions and then to twenty- 
four. There seemed to be no limit to the possibilities of 
expense, and in these circumstances it was not long before 
Treasury authorities fairly settled down upon a copy of the 
plan which had been adopted in Great Britain—that of anti- 
cipating loans by short-term borrowing at banks, the recurrent 
long-term issues of bonds being used to take up and fund the 
short-term issues. That plan of financing speedily became 
characteristic and continued throughout the war. This is not 
the place to discuss nor to characterize it, save in its banking 
aspects. It has been amply and thoroughly considered by 
writers who have dealt with the strictly financial and fiscal 
aspects of the struggle. Yet a brief account of certain phases 
of it must be given here in order to make plain its bearing upon 
the federal reserve system. 


Plan of War Financing 

As has been seen in an earlier chapter, the Treasury during 
the latter half of 1917 had no hope whatever of raising through 
taxation any considerable additions to the funds already arising 
from regular sources. It was obliged to rely, instead, upon 
loans. The ideal plan, of course, would have been that of fol- 
lowing the tried and conservative practice of borrowing from 
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the public what was wanted, in advance of requirements, plaang 
the unused surplus on deposit in the banks, and drawing it 
down as fast as needed until it was exhausted. This was un- 
doubtedly what was contemplated by Secretary McAdoo in his 
first direct announcement. The trouble was that his vision 
was shortsighted and that he was unable to anticipate—per- 
haps no one could have anticipated—the immense increase in 
the requirements that were brought to bear upon the nation. 
It thus turned out that his long-term borrowing provided 
him with funds only for a comparatively short period, while, 
on the other hand, it became more and more evident that 
neither he nor anyone else could foresee very clearly, even 
for six months ahead, exactly what the amounts of funds re- 
quired would be. 

This situation brought about, during the months of August 
and September, a complete reversal of the theory upon which 
the early borrowing had been planned. Instead of borrowing 
in advance up to the probable amounts that were needed, the 
substitute plan called for current borrowing not from the public 
but from thé banks, such current borrowing to be carried on 
for from three to six months. Since the banks appeared to 
be fairly well “loaned up” through this method of financing, 
the long-term or funding loans would then be placed with 
investors, the purpose of which was to clear the banks of the 
obligations which the latter were holding for the government. 
It was seen, perhaps not from the very first but from a com- 
paratively early date, that the difficulty in this plan lay in the 
fact that the public, when asked to buy these funding loans, 
would not be able to do it without bank aid, so that what would 
happen would be that the banks would be relieved of the obliga- 
tions which the Treasury had given them in direct form but 
would be forced to carry them in indirect form as notes of 
customers secured by bonds. It was evident, therefore, that 
the success of this type of financing was conditional upon not 
overloading the banks too greatly with direct obligations, and 
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secondly, upon inducing subscribers to, or investors in, long- 
term bonds to take them and pay for them with as little borrow- 
ing at the banks as possible. Any breakdown in either of 
these fundamental requirements would necessarily lead, it was 
conceded, to the gradual water-logging of the banks with 
government securities, the final result being inevitable infla- 
tion, excessive prices, and eventual breakdown. 

For the first, however, there was no reasonable objection 
to the plan of short-term borrowing from the banks, provided 
that it was not carried too far, and gradually the Department 
developed a system of offering to the banks at intervals of 
about two or three weeks, issues of certificates of indebtedness 
which were then apportioned among the institutions and were 
as widely distributed as possible, although the distribution was 
of course not likely to be as good as that attained by the long- 
term or funding loans. As for the latter, it was clearly evident 
that they could not successfully be floated more than about 
two or three times a year and that to issue them more fre- 
quently than that would be too great a strain upon the enthu- 
siasm and effort of the community, to say nothing of the 
heavy draft they would make upon current savings. There- 
fore the Treasury Department resorted to various other 
methods of encouraging saving among the financially weaker 
classes of the community through the issue of savings certifi- 
cates, thrift stamps, and the like. 


Bank Aspects of Financing 

This program of financing did not become known or recog- 
nized immediately. Like other phases of our war prepara- 
tion, it was the product of comparatively slow evolution. We 
did not enter the war with a proper program in any department 
of activity, least of all in finance. The fundamental idea of 
pushing the bonds into the hands of the public by enabling the 
public to borrow from banks at a rate equal to the coupon 
rate on the bonds had, as already seen, been broached by the 
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Secretary of the Treasury before the First Liberty Loan and 
he then had succeeded in inducing the Federal Reserve Board 
to assent to it. The second phase of the financing—that of 
placing with the banks the short-term certificates of indebted- 
ness—reached a well-developed stage two months later, and 
obviously required the assistance of the federal reserve system 
in exactly the same way—through the extension of rediscount 
facilities to those banks which were unable to carry the certifi- ” 
cates. The problem of the reserve system thus became a con- 
tinuous one—not merely that of assisting banks to carry 
periodical funding loans by rediscounting their customers’ 
notes collateraled with bonds, but also that of enabling mem- 
ber banks to carry their own certificates of indebtedness by 
advancing the funds whenever and as long as they were needed, 
and leaving the banks to pay them off as rapidly as deposits 
came in to them and they acquired the capacity to absorb and 
carry them out of their own resources. 

This program, like the program for the placing of the 
funding loans, was in no small measure a question of rates 
of interest, and Treasury financiers early made it plain to the 
Board that a continuously low rate of rediscount must be 
maintained at a figure that would make it worth while for 
banks to carry the certificates, either without cost to themselves 
or perhaps at a slight margin of profit. This, of course, sig- 
nified that the reserve banks must stand the brunt of the 
burden and that, if the certificate issues became very large, 
the reserve banks would find themselves under the necessity 
of absorbing the surplus in the form of advances to the mem- 
bers who could not take up their “quotas.” Indeed, the prob- 
lem was rendered more serious by the very thoroughness with 
which the country was organized for the purpose of pushing 
the loans into the hands of the various banks, large and small. 
So greatly did the pressure of public opinion make itself felt, 
that many a bank which would not have subscribed at all or 
would have subscribed in small quantity, like many an indi- 
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vidual similarly situated, felt it incumbent to take bonds or 
certificates in an amount far larger than current means would 
permit, immediately thereafter borrowing funds with which 
to meet the obligation. Of course, this necessarily meant that 
the banks found it necessary to resort in an increasing degree 
to the reserve system, and that the weak banks found them- 
selves especially under this necessity, whereas a greater con- 
centration of the issues might have resulted in placing the 
burden more closely upon those banks which were best able 
to bear it. At all events the plan just described was the one 
pursued. 


Board’s Attitude on Financing 

The attitude of the Federal Reserve Board in these cir- 
cumstances is well worthy of careful examination. As has 
been seen, the Board had not been inclined to give its assent 
to the policy of low discount rates designed for the purpose 
of pushing the bonds, and later the certificates of indebtedness, 
into the hands of holders. 

The attitude of the Board on the whole question was neces- 
sarily governed to some extent by expediency. In this case, 
as in a great many others, it was undoubtedly true that mem- 
bers did not think very seriously about the theoretical aspects 
of the case until they had become fairly launched upon the 
process of financing. At the outset there was grave reluctance 
to cut the rate of discount, due to the general feeling that 
in time of war there was danger of inflation and excessive 
credit and that, therefore, it was wise to retard the undue 
growth of credit as much as possible. Low rates were there- 
fore regarded as likely to be hazardous and accordingly to be 
avoided. Yet, as we have seen, it had been necessary to yield 
to the establishment of these rates. Having once accepted 
the low rate policy, the Board inevitably found itself bound 
to follow the natural consequences of the policy to which it 
had committed itself. One of these was obviously the financing 
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of the Treasury certificates. About all that could be done, 
therefore, was to try to have the certificates as widely distri- 
buted as possible, and to impress upon the Treasury the desir- 
ability of limiting its obligations of this kind as much as 
might be. 

The Board also adopted the view that recurrent Liberty 
bond issues should be bona fide loans whose proceeds should 
actually be used for the purpose of taking up outstanding cer- 
tificates, so that at the close of a Liberty loan the market would 
be swept fairly clear of certificate issues. Unfortunately, it 
was not possible to maintain this policy for more than a few 
months, because of the fact that the necessities of the Treasury 
soon far outran the proceeds of the loans or the yield of taxa- 
tion. By the close of the war there were still outstanding 
certificates of indebtedness amounting to more than three 
billions of dollars, and it had for some months preceding been 
true that large issues of Treasury certificates were allowed 
to “lap over” from one Liberty loan to another, the proceeds 
of the loan being insufficient to take up the outstanding certi- 
ficates, while in fact maturities had usually not been so arranged 
that this could be done. To put this in another way, the 
financing of the war during the later months fell into a com- 
plete jumble. Certificates of indebtedness were floated when- 
ever money was needed, Liberty loans were put on the market 
as often as it was thought that the public would take them, but 
the certificate policy was rapidly encroaching upon the funds 
of the banks. Had the war continued much longer, the for- 
mality of converting certificates of indebtedness into bonds, 
which in turn were used as a basis of borrowing at banks by 
investors, would probably have disappeared entirely and the 
country would have plunged definitely into the morass of “fiat 
credit,’ as one economist has termed it. 

A good deal of this the Board came to foresee as the war 
months passed by, but it would be difficult to say that at any 
time during the entire course of the war was there a deter- 
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mined effort on the part of the organization to restrain the 
Treasury or to bring about a complete conversion of war 
financing to some other form. The Board, in other words, to 
state the criticism severely, was out of sympathy with the 
Treasury policy but unable to substitute any other that would 
effectively take its place. It, therefore, necessarily suffered 
the fate which must always fall to a purely destructive critic— 
that of being swept along with the current and of being obliged 
fo assent to many things of which it mentally disapproved 
but which it was unable to prevent because of its lack of fore- 
sight or ingenuity. 


Growth of Deposit Credits 

The situation of the banks of the country had speedily 
assumed an ominous character which spoke badly for the 
future. Prices under the influence of the reckless buying and 
tremendous hoarding of which the government was guilty, 
started upward with unprecedented rapidity. Before the close 
of the year 1917, the index number reached an average level 
of 177, while the bills held by the federal reserve banks and 
secured by government obligations of various kinds were 
nearly one billion dollars. This situation can be surveyed more 
in detail in the combined statement of the federal reserve 
system already given as of the close of the year 1917." 

During the year 1918 the conditions thus indicated natur- 
ally reached a more advanced point. The resisting power of 
the country became smaller and smaller and the nation sur- 
rendered itself more and more unreservedly to inflationary con- 
ditions. Prices by the first of July, 1918, had reached 108, 
and at about the time of the armistice had advanced to 203. 
The expansion of deposit credits and the growth of war paper 
_in banks was tremendous. Realizing this situation, the Board 
was more and more positively determined to urge upon the 
Treasury and upon the government generally some means of 


1 See page 1207, ante. 
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preventing the wasting of resources, and began from time to 
time to advocate strict credit control or apportionment as a 
possible alleviation of conditions of the country at large. This 
had already been thought of by other branches of the govern- 
ment, notably the War Department, and had been impressed 
upon the Treasury, which itself had come to believe in the 
need of some action of the kind. The details of the policy 
will shortly be surveyed. 

Meanwhile it is worthy of note that the fact that the 
Federal Reserve Board had come to believe in this means of 
restricting the growth of credit did not appear to encourage 
any greater faith or confidence in it on the part of the Treasury. 
On the contrary, the Treasury grew less and less friendly to 
the Board, and was more and more inclined to ignore its ideas 
or suggestions as time went on. Secretary McAdoo now sel- 
dom attended meetings of the Board, pleading pressure of war 
work as a good reason for non-participation. He did not, 
however, fail to express his ideas as to Board policy, some- 
times conveying them through Assistant Secretaries of the 
Treasury or through his own immediate aides, sometimes 
sending for members of the Board and impressing his views 
upon them individually. Had this situation continued very 
much longer: the Board itself might almost as well have ceased 
to function, save in a routine way, since its relationship to 
banking and credit had become, by the opening of 1918, little 
more than perfunctory. It still attended to routine business, 
received reports from the several banks, oversaw the placing 
of the various Liberty\loans and the development of organ- 
ization at the different reserve banks, and generally directed 
them. A few members, however, gradually became interested 
in war work of various kinds, as will presently be seen, and 
were drawn off into such organizations as Capital Issues Com- 
mittee, the War Finance Corporation, and others. In the late 
summer of 1918, the first resignation from the Board’s mem- 
bership occurred, Mr. F. A. Delano announcing his retirement. 
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It is probable that had the war gone on very much longer the 

_ Board would have become little more than a routine organiza- 
tion and other voluntary retirements from its membership 
might have been expected. 


Hostility to the Federal Reserve Board 


The general lack of sympathy with the Federal Reserve 
Board which, as just seen, had developed during the early 
part of 1918, had its roots in some obvious conditions. The 
Treasury was now fairly well equipped with a mechanism of 
operation. It had developed the use of the gold settlement 
fund with the aid of federal reserve banks, and it had built 
up in the several banks a competent and efficient local organ- 
ization. The magnitude of the war and the immense dangers 
that might come from failure in it, had brought about a very 
high degree of social discipline and harmonized action among 
the members of the financial community. There was greater 
efficiency and greater prospect of unanimity and united effort 
in the carrying through of war policies than could very reason- 
ably have been expected. Added to this was the fact that the 
Treasury had successfully organized a Capital Issues Com- 
mittee and the War Finance Corporation, and had drafted 
members of the Board into the service of each. Moreover, 
‘the Treasury had gradually built up within its own ranks an 
extensive financial organization which was calculated to make 
it independent of the Board. This organization included a 
financial advisor with a full staff to assist him and various 
experts of one kind or another. 

Having practically taken over the direction, or at least the 
control, of the essential operating mechanism of the reserve 
system, and having equipped itself with auxiliary bodies like 
the War Finance Corporation, besides feeling strong in the 
support of the financial community, the Department no longer 
felt any necessity of relying upon the advice or service of the 
Reserve Board as such. In fact, many of the things which 
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the Board continued to do in a routine or technical way might 
about as well have been left undone, and it became apparent 
by midsummer of 1918 that should the war continue very 
much longer it would exert an unexpected effect upon the 
entire financial structure of the nation, one incident therein 
being the complete changing of the organization of the federal 
reserve system and the practical elimination of the Board at 
the head of it. As the autumn of 1918 advanced, these con- 
ditions grew more and more aggravated and the banking posi- 
tion more and more hazardous. The enormous demands of 
the Treasury Department, and the apparent disposition of the 
President to press on without limit of men or money, created 
a feeling of profound despair on the part of all who were 
intimately familiar with financial conditions. It began to be 
accepted as an axiom that the later months or years of the 
war would be financed entirely upon an inflation basis and that 
taxation would come to yield a smaller and smaller proportion 
of the total amount of money required by the government. 


Position at the Opening of Autumn, 1918 


The inflation problem had indeed reached a very advanced 
point. Price indexes had risen to above 200 at wholesale. 
The market had apparently been swept bare of commodities. 
The average citizen was finding it extremely difficult to supply 
the necessities of life and to make his income equal his expendi- 
tures. The threat of enormous additional drafts of man power 
raised fears concerning future economic organization. Alto- 
gether the finances of the country seemed to be sweeping to- 
ward destruction notwithstanding that there was still a very 
substantial resisting force in the federal reserve system. The 
statement of the system as it appeared just before the armistice 
has already been cited on another occasion? artd need not be 
repeated here. It is enough to say that it showed tremendous 
changes since the beginning of the war, both in holdings of 
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war paper and securities, the total discounts aggregating 
$1,092,000,000 and notes $2,507,000,000 while the reserve 
ratio was 49.6 per cent. 

Looking back upon the situation with the experience of 
later years, it is possible to see that the war might have pro- 
gressed still further without pushing the federal reserve system 
to the verge of destruction, and yet at the time the tension had 
become so great that many conservative men feared the worst. 
In the circumstances, financial morale had been greatly weak- 
ened during the year 1918, notwithstanding that the contest 
had been in progress only about eighteen months or a little 
_ longer. War inflation had broken down standards of busi- 
ness ethics in no small degree and had led to carelessness in the 
application of banking principles. While there was still a 
long way to go before anything approaching the financial dis- 
organization of Germany, France, or perhaps even England 
was likely to be reached, the attainment of a condition similar 
to theirs was well within sight should the floating of Liberty 
bonds and Treasury certificates be continued upon the helter- 
skelter basis which had gradually developed itself during the 
middle of 1918, 


CHAPTER LIV 
FOREIGN RELATIONS 


Foreign Trade Financing 

Prior to the organization of the federal reserve system, it 
had undoubtedly been the opinion of many that one of the 
greatest weaknesses in our banking system lay in its lack of 
provision for the financing of foreign trade. This weakness 
had been found in the inability of our national banks to establish 
branches abroad, and in the indisposition of the state banks to 
do more than enter upon the field in a very limited way. It was 
found also in the fact that lack of the acceptance power pre- 
vented the banks of all classes from pursuing the traditional 
method of foreign trade financing which had been found desir- 
able by most European countries. For these and other reasons 
a great deal of discussion which centered around the Aldrich 
bill had been devoted to the question of foreign trade. The 
Aldrich bill, as will be remembered, had provided for the crea- 
tion both of branch banks and of foreign trade banks; and had 
also made provision for acceptances. The Federal Reserve Act 
had made provision for foreign branch banks, to be established 
by national banks, had authorized federal reserve banks to 
create federal branches and agencies, and had made ample 
provision for the foreign bankers’ acceptance. 

This bare reference to the drift of earlier discussion, already 
so fully reviewed, is sufficient to recall to the mind of the 
reader the emphasis which had been placed upon foreign financ- 
ing by those who had at heart the development of our trade 
with other countries. Yet the organization of the federal 
reserve system evoked but little response from the banking 
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community. True, as has already been seen, there was early 
development of acceptance regulations, and a meager body of 
acceptances was brought into existence during 1915. As for 
the establishment of branch banks by national institutions, there 
appeared to be an almost complete indifference or dislike for 
the idea. One large New York institution did take up the mat- 
ter in serious earnest, establishing a series of branches in the 
West Indies and in South America and following it with some 
branches in Europe. Another and much smaller institution 
established branches in the Canal Zone, and later a Boston 
national bank undertook on a smaller scale but in a vigorous 
way the definite exploitation of the foreign field in South 
America. Beyond these few efforts to employ the machinery 
provided in the Federal Reserve Act, however, the banking 
community was quiescent, and it seemed as if there was no 
prospect of progress. 

Inquiries were early set on foot by the Board in an 
informal way to find out why it was that the provisions of the 
act were so generally ignored. The answers that were returned 
were various in their content, as might naturally have been 
expected, but two general considerations stood out among them. 
The first was the statement that, under existing war condi- 
tions, it was not likely that much progress could be made. 
European countries, it was noted, were so desirous of getting 
American goods that they would arrange to finance them in 
New York on a dollar basis, while conditions in Europe were 
so disturbed that we could not think of attempting much 
development there. On the other hand, neutral markets, like 
those of South America, might be cultivated but they were 
already ours to all intents and purposes because of the war in 
Europe, so that we could rely pretty largely on getting their 
trade financed in our own centers. As against this rather 
selfish summary of the situation, based as it was upon undeni- 
able truth, although shortsighted in its prevision, was the 
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statement made by a considerable number of bankers that the 
reason for the slowness in our progress was found in the fact 
that many banks which most desired to get the advantage of the 
foreign trade and foreign trade financing could not do it 
through the creation of branches. Their capital and resources 
were not large enough to warrant the establishment of even 
one branch abroad, while as for the creation of a series of 
branches, that was out of the question. Moreover, it was 
argued, the small banks, and not necessarily the large ones, 
were those which desired foreign connections. The large 
banks already had them of a sort, through their system of cor- 
respondents, while the smaller banks had no connections abroad 
but had been in the habit of dealing through the few institu- 
tions of all kinds, numbering about seventy-five, which had 
established actual and direct foreign connections. In order to 
overcome this difficulty, it was urged, there was immediate 
necessity for the amendment of the Federal Reserve Act in 
such a way as to permit the joint establishment of foreign trade 
banks whose stock should be owned by other banks. 


Federal Reserve Act Amended 

In framing the Federal Reserve Act, there had been no 
symptom of opposition to the creation of purely foreign trade 
banks. That had been omitted from the legislation largely 
because of the belief that they were not likely to succeed. 
Both experience and logic were thought to be against any 
expectation of success on their part; and it was further believed 
that if they were desired they could be established under exist- 
ing law through the incorporation of state institutions. So 
the provision had been omitted from the Federal Reserve Act, 
in the thought that the act was already entering many new 
fields of legislation and that if proposals of the kind had no 
very positive warrant, it would be better to defer them until a 
later date. The proposal to permit the establishment of foreign 
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trade banks gained headway during the year 1915 and occa- 
sioned little or no opposition. It accordingly came up in 
Congress during the summer of 1916, a bill designed to amend 
the Federal Reserve Act being introduced and eventually becom- 
ing law on September 7, 1916." 

This legislation now permitted national banks to take out 
stock up to the amount of 10 per cent of their capitalization, 
in institutions created to do foreign trade financing whose 
mission it would be to establish branches abroad and to finance 
external trade but which could not receive deposits, make 
loans, or otherwise directly compete with existing national and 
state institutions. Even this permission, once it was granted, 
was received with but little enthusiasm and there was no indi- 
cation of anxiety to take advantage of it. Eventually two or 
three institutions of minor scope were organized under the 
terms of the law, but it later appeared that similar institutions, 
and even those in which ex-members of the Board later became 
interested, preferred to organize under state law. There was 
really no adequate inducement to the establishment of institu- 
tions of the type in question; but, in addition to this, it soon 
appeared that the bank stockholders in such institutions were 
inclined to suspect one another, or to fear that through some 
lack of loyalty one or the other of them would be disadvantaged 
through the knowledge of its transactions or operations gained 
by the foreign trade bank in which it took stock and to which 
it agreed to shift presumably much of its foreign business. 
This factor, therefore, operated quite as strongly as any other 
in retarding the success of the proposed system of foreign trade 
banks, and while some time naturally elapsed before there was 
a definite feeling of certainty as to the probable lack of success 
of the provision, it was fairly clear before the end of the 
year 1916 that not very much could be expected in that 
direction. 


1 See appendix to this chapter. 
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The Opportunity of the United States 

And yet, from the very beginning of the system, the more 
farsighted of our legislators and public men, as well as the 
majority of business men of vision, felt that the war was 
offering an unexampled opportunity to the United States to 
make good its hold on the foreign trade of the world and to 
get a share in the financing of that trade such as had never 
before been acquired. Unlike the shortsighted bankers who 
were disposed to let well enough alone and to argue that it was 
not necessary to incur any risk, inasmuch as conditions were 
already playing into the hands of Americans, the view was 
entertained that while-the United States might have practically 
the unimpeded control of the foreign trade situation for the 
present, the termination of the war would bring about a restora- 
tion of competition which would throw us back into pre-war 
conditions. Indeed, there were observers who held to the 
opinion that the competitive power of foreign countries would 
be sharpened and increased’ as their need was rendered more 
acute, through the destruction of capital caused by the war, so 
that in their view there was a probability that at the close of 
the war American shippers would find it harder than ever to 
hold their own in world markets. 

For all these reasons, there was an undoubted feeling that 
some action ought to be taken with a view to making it plain 
to other countries that they could obtain in the United States 
not only the goods but also the financial assistance which they 
had secured elsewhere in the days before the war. One exempli- 
fication of this view was furnished by the so-called Pan-Ameri- 
can Financial Conference which met in Washington during 
1915 and whose object it was to afford to South American 
countries an opportunity to exchange views and ideas and to 
hold out to them such promise of relief or. financial assistance 
as circumstances would warrant. Much of the discussion at 
the Conference was naturally of a purely vague description, 
but there was the hope, and perhaps the belief on the part of 
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some, that the ultimate result of it would be the practical 
extension of financing facilities to South America. 


Secretary McAdoo’s Attempt 

There being, however, no practical movement among 
American bankers, but on the other hand, a continuation of 
the general feeling of doubt, with regard to South American 
enterprises that had long existed, the Secretary of the Treasury 
eventually determined to attempt the extension of the work of 
the system into foreign countries. This thought on his part 
was undoubtedly in line with the intent of the Federal Reserve 
Act. It had been the belief, in framing the Federal Reserve | 
Act, that the extension of our banking facilities into foreign 
countries would probably require a certain amount of leader- 
ship and assistance which was not likely to come from indi- 
vidual bankers themselves, habituated as they had been all 
their lives to domestic banking with but little touch with, or 
interest in, foreign operations. So the Federal Reserve Act 
had provided for the creation of agencies and the appointment 
of correspondents by reserve banks in foreign markets, with a 
view to permitting the development of business there, these 
branches or agencies acting for individual member banks in 
the United States and undertaking to conduct their transactions 
there. The act had also afforded a large latitude to the foreign 
branches or agencies of reserve banks to deal directly with 
business men, American and others, and to discount. their 
paper, the thought being that in this way they would be able to 
render an important service in those markets where American 
banks had no foothold. Secretary McAdoo appreciated this 
intent on the part of the act and first undertook a study of the 
question to see how it might be applied. 

The following memorandum, prepared at his request, was 
submitted to him and taken under advisement :° 


2Memorandum prepared by the author at the direction of the Secretary of the 
Treasury. 
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MEMORANDUM ON ForEIGN AGENCIES AND BRANCHES 


Powers OF RESERVE BANKS 


Section 14 of the Federal Reserve Act grants authority to establish 
foreign agencies as follows: 


“Every Federal Reserve Bank shall have power: 

“(e) To establish accounts with other Federal Reserve Banks 
for exchange purposes and, with the consent of the Federal Re- 
serve Board, to open and maintain banking accounts in foreign 
countries, appoint correspondents, and establish agencies in such 
countries wheresoever it may deem best for the purpose of pur- 
chasing, selling, and collecting bills of exchange, and to buy and 
sell with or without its endorsement, through such correspondents 
or agencies, bills of exchange arising out of actual commercial 
transactions which have not more than ninety days to run and 
which bear the signature of two or more responsible parties.” 

It is evident from the foregoing that there are two separate ele- 


ments in the authority thus conveyed. 


(1) Every Federal Reserve Bank has power to establish the rela- 
tionships with foreign countries that are indicated but 
(2) These must be “with the consent of the Federal Reserve Board.” 

In other words, it is intended that the conditions under which 
foreign business shall be embarked upon shall be determined by the 
Board and the banks jointly. It would not be appropriate to say 
that the initiative must come from the banks any more than to make 
such claim in other cases where the Board has suggested to the banks 
a specified kind of action. Plainly, the Board may in this case, as in 
other similar cases, suggest to the banks the initiation of foreign 
business and then if the suggestion is accepted and the application 
formally made the Board can give its “consent.” It is noteworthy 
here that once the Board has “consented,” the power of the banks to 
carry on this foreign exchange business is subject only, of course, to 
the general authority of the Board. There is no specific statement in 
sub-section (e) that “regulations” must be established for the con- 
duct of foreign business. Elsewhere (last paragraph of Section 13) 
it is however provided that: 

“The rediscount of any Federal Reserve Bank of any bills re- 
ceivable and of domestic and foreign bills of exchange and of 
acceptances authorized by this Act, shall be subject to such re- 
strictions, limitations, and regulations as may be imposed by the 
Federal Reserve Board.” 

This it should be noted applies to “the rediscount” of “foreign bills 
of exchange” and is, therefore, a limitation upon the foreign operations 
of Federal reserve banks not as conducted through the agency but 
upon the application of member banks at home. Further, in Section 14, 
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the general open market power given to Federal Reserve Banks is as 
follows: 

“Any Federal Reserve Bank may, under rules and regulations 
prescribed by the Federal Reserve Board, purchase and sell in the 
open market, at home or abroad, either from or to domestic or 
foreign banks, firms, corporations, or individuals, cable transfers 
and bankers’ acceptances and bills of exchange of the kinds and 


maturities by this Act made eligible for rediscount, with or with- 
out the endorsement of a member bank.” 


This power is independent of the broad general authority quoted 
at the beginning of this section and is narrower than it. It relates 
simply to open market operations in foreign bills of exchange and not 
to the conduct of foreign business expressly. The latter is dealt with 
in the paragraph first quoted. 

Summing up, therefore, we may say that exceptionally broad powers 
to embark in foreign business have been given to Federal Reserve 
Banks and that exceptionally little regulation has been imposed upon 
these operations under the Act, always provided that the paper bought 
arises “out of actual commercial transactions” which have not more 
than ninety days to run and bears the signature of two or more 
responsible parties. The latter class of paper, as is well known, con- 
stitutes the staple commercial paper of foreign countries and there 
is a much larger market in it than exists in the United States. 


BRANCHES VERSUS AGENCIES 

An inspection of the foregoing provision shows that three classes 
of power are conveyed to Federal Reserve Banks in connection with 
foreign business. They are as follows: 

(1) To maintain banking accounts in foreign countries—Section 14— 
Sub-section (e). 

(2) To appoint correspondents in foreign countries. Ibid. 

(3) To establish agencies in foreign countries. Ibid. 

The Act is specific as to what may be done in the way of business 
and it is perfectly plain, therefore, that the three practical means set 
forth above are simply modes of carrying on this business. That is 
to say, the banks may buy and sell the classes of paper indicated in the 
Act growing out of foreign trade and they may handle the business 
either by establishing accounts abroad or by appointing correspondents 
or by creating agencies. The fact that the word “branches” is 
nowhere used has by some been employed as a basis of argument that 
the broad distinction was drawn by framers ot the Act between the 
idea of the branch and the idea of the agency and the character of 
the business to be done by it. There is no basis for any such assump- 
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tion. When the Act was in process of preparation no provision was 
made for domestic branches up to the very last moment, but the provi- 
sion for foreign business existed from the start. The term “agency” 
was employed as indicating an office of the Reserve Bank which was 
not necessarily vested with any particular segregated capital and whose 
operations did not bear any distinct relation to the operations of the 
parent bank. This idea can be better understood by noting the provi- 
sion of Section 25 wherein National banks are given power to establish 
branches and it is required that they set apart a specified proportion 
of the capital and keep independent books. The term “agency” is used 
in connection with the Federal Reserve Banks as differentiating from 
the term “branch” as used by National banks simply in this way— 
that the agency is not an independent institution separately organized 
with a reasonable capital and with a limit to its operations. When the 
provision as to branches of Federal Reserve Banks was finally intro- 
duced into the law its character was distinctly perceived, the branches 
“here spoken of being institutions with separate Boards of Directors 
and separate organization. 

Summing up this point, therefore, it may be said that the use of 
the term “agency” as applied by a foreign office of a Federal Reserve 
Bank in no respect limits its possibilities but if anything broadens them 
as compared with the word “branch.” The “agency” is a place at 
which the parent bank may do anything through its agent that it could 
do if itself physically present there with its full resources and capital. 
In any event, the kind and class of business to be done is fully set forth 
in the Act. 


CONDITIONS OF ESTABLISHMENT OF BRANCHES 


This subject was fully considered by the preliminary Committee 
on Organization and the subject was worked out substantially as 
follows: 

The first point which, it is believed, calls for careful consideration 
is the number of branches of reserve banks which shall be independent 
of one another. Plainly the provisions of the law are such that if the 
Reserve Board should approve of such a course each and every one 
of the several reserve banks might establish independent branches in 
foreign centers. The conceivable result of such action would be the 
establishment of a number of branches, one to each reserve bank, 
equal to the number of reserve banks, in every important foreign 
center. This, it is believed, would be unwise. From the standpoint of 
the foreigner the reserve system should be organized as a unit, while 
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in controlling the flow of specie to and from the United States it 
should act as a unit with a single and uniform policy and without com- 
petition within itself. These requirements could be fulfilled best, it is 
believed, by requiring the reserve banks to join in designating a com- 
mon agent or to join in creating a joint branch at each foreign center 
where it is believed that such representation is needful or desired. If 
it should appear that some of the reserve banks do not care to have 
such representation abroad, their co-operation could be waived, the 
whole matter being placed upon a voluntary basis. But if they find 
that they want such representation, then they should be required to 
co-operate in establishing and bearing the expense of the branch 
existing at the point where the representation is desired. This naturally 
necessitates a plan of dividing the expenses of the branches or agencies 
abroad between the Federal reserve banks. It is recommended that 
the following plan shall be in substance followed: 


1. Whenever a Federal reserve bank desires to establish a 
branch or agency in a foreign country it shall make application to 
the Federal Reserve Board for permission to do so and in case 
such permission is granted it shall be allowed to establish the 
branch or agency under conditions of organization conforming to 
the principles laid down in the general provisions that may be 
adopted with regard to branches. 

2. If any other reserve bank should subsequently desire to se- 
cure representation in the same place at which such branch or 
agency may already exist it shall be required to select the same 
agent, or if a branch has actually been established it shall be per- 
mitted to join in the operation of the branch, bearing a share of 
the expense dependent upon the percentage of total operations 
undertaken for its account as compared with the aggregate opera- 
tions of the branch. 

3. The personnel of the branch organization shall continue as 
first established by the reserve bank which created the branch, but 
as places fall vacant they shall be filled upon the nomination of the 
reserve bank subsequently joining in the operation of the branch 
in a proportion corresponding to its payment of expenses. 

4. Should other reserve banks desire to join in the operations 
of the branch they may do so upon a basis of division of expenses 
based upon the principles already laid down above. ne 

. Should the Federal reserve banks subsequently desirihg rep- 

_resentation (after the establishment of the branch by one such 
bank) prefer to have the branch already existing act as agent for 
them they may do so, and in that event the reserve bank or banks 
actually co-operating in the conduct of the branch shall charge for 
their services a sum to be determined at the end of each half year 
and dependent upon the proportion borne by the operations of the 
bank or banks designating the branch as agent, to the total opera- 
tions of such branch. 

6. Whenever a foreign branch is organized a specified sum 
shall be assigned to it as a basis for its operations, . . . . Other 
reserve banks which subsequently participate in the operation of 
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the branch shall assign to it a sum of working capital to be deter- 
mined in the same way. y 

7. In the event that several reserve banks desire at the outset 
to join in the establishment of a branch at a designated foreign 
center, the total working capital to be set apart will be determined 
as above indicated and shall be divided among the several reserve 
banks in proportion to their capitalization. 

8. The accounting records of each such foreign branch shall 
be the same as those prescribed for domestic branches, except that 
the reserve banks participating in the operation of the branch shall 
be regarded as joint partners. 


AN ALTERNATIVE METHOD 


As has already been noted the Federal Reserve Act provides for 
the maintaining of banking accounts in foreign countries and for the 
appointment of correspondents as well as for the creation of agencies. 
If desired, the banks need not be put to the expense of establishing 
agencies at the present time but they may be merely authorized to 
appoint correspondents. This would mean that they would select 
suitable institutions in the various foreign centers (selecting banks 
of unquestioned character and responsibility), and place their funds 
with these institutions. The cost of this mode of procedure would be 
small, it depending almost entirely upon what the correspondents thus 
named were qualified to do. While, therefore, the creation of agencies 
is desirable, it is recognized that to establish many of them at the 
start would be costly and that the beginning may perfectly well be 
made through the selection of correspondents and the maintenance 
of banking accounts with these correspondents in such capitals or 
financial centers as it is desired to reach. 


CHARACTER OF BUSINESS 


The question must, of course, be definitely answered: 

What would these correspondents or agents do? ; 

The Act states that their function should be that of “purchasing, 
selling and collecting bills of exchange,” also that they would “buy and 
sell . . .»+. bills of exchange arising out of actual commercial trans- 
actions . ” Here are two distinct classes of business recog- 
nized as such by the framers of the Federal Reserve Act. The first 
is that of “purchasing, selling and collecting,’ the manifest intent 
being that this should be done on behalf of or for the “member bank,” 
that is to say, a member bank in—let us say—Moline, Illinois, which 
had been requested by a local agricultural implement company to 
collect a draft, drawn at ninety days, on a concern, say, in France, 
which had purchased agricultural implements, would place this draft 
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in the hands of the Federal Reserve Bank of the district which would 
then collect it through its French correspondent or agency, possibly 
discounting it in the meantime for the benefit of the member bank and 
its customer, or possibly merely undertaking the collection service. 
This is the kind of work which some member banks are now exceed- 
ingly anxious to have the Federal Reserve Banks undertake and it 
involves no risk whatever when properly conducted. The second kind 
of business, as already seen, is that of buying and selling bills of 
exchange of certain kinds in the countries where the agencies are 
located—that is to say, it is contemplated that the agencies shall under- 
take foreign exchange operations and accumulate bills when exchange 
is likely to be wanted in the near future, or dispose of them as the 
case may be. This is a highly profitable-branch of banking and it was 
the opinion of competent men while the Act was in progress of prep- 
aration, that some at least of the Federal Reserve Banks would 
easily maintain themselves by this branch of business. 


OBJECTIONS TO FoREIGN BUSINESS 


The following objections are now made to having the Federal 
Reserve Banks engage in any foreign business whatever, either 
through the purchase of foreign bills of exchange at home or 
through operations abroad: ~” 


(1) The establishment of foreign agencies would involve expense 

This’ objection does not hold if the banks merely enter the market 
for foreign exchange and foreign bills in this country. Neither does 
it hold if the entry into the foreign market is made through the 
appointment of “correspondents.” 


(2) There is grave danger in embarking on any foreign exchange 
business today, because of the doubtful conditions created 
by. the war. 

This does not hold good in many of the neutral markets of the 
world and probably does not hold good in markets in the belligerent 
countries if the operations are carefully conducted there—certainly 
this contention has in any case very limited scope. 


(3) It is not desirable to have the funds of Federal Reserve Banks 
“tied up” in foreign bills at a time when they are likely 
to be wanted for development of our own business and for 
the maintenance of domestic industries. 

Whatever force there might be in this argument largely disappears 

in view of the fact that the broadening of the acceptance regulations 
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by the Board now enables bills representing even very long term 
export operations to be discounted. It is true that under the acceptance 
regulations the acceptance or endorsement of both of American banks 
is obtained, but this is more important technically than it is actually. 
In view of the action taken on the acceptance regulations, the argument 
against tying up the funds of American banks in the foreign market 
very largely loses such force as it would have had, perhaps, if it be 
assumed that the Board will maintain a general oversight over all the 
operations of Federal Banks with a view to preventing any given 
branch of business from being over-developed. 

Summing up, the argument is, therefore, strong at the present time 
in favor of having Federal Reserve Banks engage in foreign trade 
operations of every description; and the more so in view of the 
following considerations: 


(1) Desire to extend our trade to neutral markets. 
(2) Desire to extend our export trade in all markets. 


“Open MARKET’ PROBLEM 


The foreign exchange question has a very close relationship to the 
general open market proposition. As yet the Board has not adopted 
any regulations relating to open market purchases by Federal Reserve 
Banks. The prevailing opinion in the Board undoubtedly is that, if 
open market operations be initiated they must be confined to “bills of 
exchange” (and of course acceptances) inasmuch as “notes” originally 
provided for in the open market section were omitted. Such “bills 
of exchange” may be either domestic or foreign bills. In all events 
they are two-name commercial paper. To embark upon foreign 
operations means essentially to undertake open market operations on 
one side only . . . . the foreign side of the business and not on the 
other. It would seem to be a singular dilemma in which those who 
oppose open market operations are placed, since they contend: 

(1) That there is danger in foreign exchange (open market opera- 


tions) because of the uncertainty of payment abroad, due to 
the war, while they also contend 


(2) That there is grave danger of failure of payment at home 
due to the inability of makers to liquidate their paper. 

The logical conclusion would seem to be that there is no paper safe 
enough for a Federal Reserve Bank, except that which comes to it 
through a member bank, and that even this latter class of paper is not 
satisfactory, even with the endorsement of a member bank, if it is 
distinctively the paper of a foreign buyer. This contention goes too 
far and seems to prove too much. It is a fact that Federal Reserve 
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Banks are now to be called upon to finance export trade through the 
rediscount of paper of those who are engaged in it. That being the 
case the argument against their engaging in it themselves disappears. 
It is also true that if open market operations in foreign trade are 
undertaken, the logic of the case strongly demands open market 
operations at home today—that is the purchase of domestic bills of 
exchange in the open market. The open market operations in foreign 
bills will undoubtedly be obnoxious to the large member banks in 
the cities where foreign exchange is a profitable field of operation. 
The open market operations in domestic bills will be obnoxious not 
only in the cities but in the smaller towns where they furnish a 
satisfactory investment to member banks. 

Simmered down, the real question about the undertaking of foreign 
exchange operations is the same as that connected with the open market 
purchase of domestic bills at home—whether national banks will be 
willing to “stand for” the proposal or not. Assuming that the foreign 
operations are undertaken with sufficient care, prudence and banking 
skill, there is every reason for entering upon them at an early date and 
the same may be said of domestic bills of exchange, the controlling 
reason in both cases being the same. 


McAdoo’s Plan to Establish Latin-American Branches 


The conclusion of the Secretary was to the effect that it 
would be well to make our relations with South America much 
more practical than heretofore, by undertaking the establish- 
ment of some branches of federal reserve banks in some South 
American countries. He was of the opinion that such branches 
could successfully be introduced without much risk, due to the 
fact that a good deal of the trade with South America could 
be obtained on a dollar basis; while where it was not on the 
dollar basis it would be easy to “cover” by the usual methods 
the commitments in exchange that might be undertaken. Such 
a step, he thought, would strengthen the reserve system, assist 
our business men and bankers to get a strong hold on the South 
American trade, confirm a beginning which had already been 
made by American banks in the establishment of branches, and 
generally lay the foundation of a broad extension of our opera- 
tions after the close of the war. Even if it be true that the idea 
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was not thoroughly worked out by the Secretary of the Treas- 
ury and that, as was unquestionably the case, much would have 
to be done to make his notion practicable, it should be definitely 
said that Secretary McAdoo’s effort was the only attempt of 
the kind made by the government to confirm our banking rela- 
tions to foreign countries and to establish a suitable underlying 
foundation for future good relations. Secretary McAdoo made 
known his purpose in a statement taken from a report to the 
President, which he made public and in which he announced the 
intent of the government to see to the establishment of such 
branches. This statement was as follows: 


The Federal reserve act has so consolidated and organized our 
credit resources that our bankers are, for the first time in our history, 
able to engage in world-wide financial operations. We now have the 
available resources. It is merely a question of their intelligent use. 

The first step should be the establishment of the necessary branches 
or agencies in the leading cities of all of the countries of South and 
Central America by a bank or banks having the necessary resources to 
take the business that is open to them. One of our largest banks has 
had the enterprise to establish branches in some of the largest cities 
in South America, but manifestly the resources of a single bank or of 
several of our largest banks are insufficient to meet the demands of 
the situation as it now exists and as it will develop in the future. 
What is needed is the use of the consolidated banking power of the 
United States applied through agencies established in the leading 
cities of Latin America. 

The Federal reserve act has supplied the necessary authority, and 
it only remains for the Federal reserve banks, with the approval of the 
federal Reserve Board, to make practical use of that power. Section 
14 (paragraph e) of said act gives every Federal reserve bank the 
right— 

“To establish accounts with other Federal reserve banks for 
exchange purposes and, with the consent of the Federal Reserve 
Board, to open and maintain banking accounts in foreign coun- 
tries, appoint correspondents, and establish agencies in such coun- 
tries wheresoever it may deem best for the purpose of purchasing, 
selling, and collecting bills of exchange, and to buy and sell with 
or without its indorsement, through such correspondents or agencies, 
bills of exchange arising out of actual commercial transactions 


which have not more than ninety days to run and which bear the 
signature of two or more responsible parties.” 
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In addition to these powers, the Federal reserve banks may, “under 
rules and regulations prescribed by the Federal Reserve Board, pur- 
chase and sell in the open market, at home or abroad, either from or to 
domestic or foreign banks, firms, corporations, or individuals, cable 
transfers and bankers’ acceptances and bills of exchange of the kinds 
and maturities by this act made eligible for rediscount with or without 
the indorsement of a member bank,” and may “deal in gold coin and 
bullion at home or abroad, make loans thereon,” etc., and “buy and 
sell, at home or abroad, bonds and notes of the United States,” etc. 
Enlargement of these powers would be desirable to increase the useful- 
ness of foreign agencies of Federal reserve banks and it is probable 
that the Congress would grant such enlarged powers upon good cause 
shown. f 

The 12 Federal reserve banks could, with the consent of the Federal 
Reserve Board, establish joint agencies in each of the countries of 
Latin America, their interest in such agencies to be in proportion to 
the capital stock and surplus of each participating Federal reserve 
bank. The combined capital stock and resources of our Federal reserve 
banks, utilized in this way for the extension and promotion of our 
foreign commerce, would give them unrivaled financial power. They 
could maintain themselves in foreign fields in competition with the 
world and perform a service of incalculable value to the American 
people. 

During the Pan American Financial Conference the suggestion was 
made by some of our leading bankers that the national-bank act might 
be amended so as to permit a number of the national banks to become 
stockholders in an independent bank organized for the purpose of doing 
business in foreign countries. This plan, even if it were not open to 
objection, would be manifestly inferior to the agency of the combined 
Federal reserve banks. The Federal reserve banks comprise in their 
membership every national bank in the United States, as well as a 
number of our leading State banks and trust companies. They con- 
stitute a financial organization of unequaled strength, and their opera- 
tions in foreign countries will be for the common benefit of all of the 
‘ national banks, State banks, and trust companies composing the Federal 
reserve system. These agencies in foreign countries could, in addition 
to their banking business, render a great service to American business 
men and bankers by furnishing credit reports and general information 
about trade and finance in the various countries in which they operate. 

The power of the Federal reserve banks to establish such joint 
agencies in foreign countries, with the consent of the Federal Reserve 
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Board, appears to be beyond question. The initiative rests with the 
Federal reserve banks. While they can not be compelled to establish 
such agencies, | believe that upon careful study of the situation and 
with the encouragement of the Federal Reserve Board they will be 
prompted to take this important step. 

The establishment of Federal reserve agencies will not prevent the 
member banks from carrying on and enlarging the business they are 
now doing in foreign countries. It is gratifying to note that many of 
our national banks and trust companies are showing commendable 
enterprise in supplying credits to Latin America. 


This statement had not been made known to the Federal 
Reserve Board and the publication of it caused some irritation. 
Entirely apart from this temporary ill-feeling, however, there 
was a very strong element in the Board which did not want to 
see the system go into foreign trade no matter how safely or 
securely the work might be done. The Federal Advisory 
Council had already announced itself as hostile to any incur- 
sions of the reserve banks into the field of foreign financing or 
exchange, and their views had been communicated to the 
Federal Reserve Board not only in an official way but also 
unofficially. Accordingly the Board, acting almost as a unit, 
undertook the consideration of the problem which had been 
thus forced upon its attention by Secretary McAdoo. 


Attitude of the Board 

After a series of discussions of the whole foreign situation, 
the Board came to the conclusion that the time was not ripe for 
any attempt to develop the reserve system abroad, that this 
field should be left to the activity of member banks, and that 
anything that might interfere with them would be undesirable. 
Having reached this conclusion, the question how it should be 
made known came up for consideration and two opposing 
views made themselves apparent, the one to the effect that it 
should be communicated only to the Secretary of the Treasury, 
the other that it should be given to the public. The latter view 
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eventually triumphed and accordingly a press statement was 
issued on October 12 in the following language: 


At the meeting of the Federal Reserve Board this morning there 
came up for consideration and discussion the report of a committee of 
the Board, to whom had been referred the subject of banking relations 
with the South American and Central American countries, as recom- 
mended by the Secretary of the Treasury in correspondence transmitted 
to the Board October 6. 

The committee report expressed the view that Federal Reserve 
Banks, being the custodians of the reserve money of the member banks, 
should not be permitted to do pioneer work in Latin American coun- 
tries granting credit facilities which would lead to a lockup of reserve 
money in loans which, in most of the cases, would be subject to wide 
fluctuations of foreign exchange. Secretary McAdoo stated that his 
recommendations about joint agencies for Federal Reserve Banks did 
not contemplate this character of operation. 

The report reminded the Board of the policy pursued for genera- 
tions by the large government banks of Europe, which do not go into 
foreign fields, except that they hold as secondary reserves foreign bills 
on the most important European countries where large discount markets 
exist. and where the gold standard is established beyond question. In 
those countries these government banks maintain correspondents, and 
the committee believes that when normal conditions shall have been 
restored in Europe joint agencies or correspondents could be used to 
good advantage there. The committee also called attention to the fact 
that England, Germany, and France have established independent banks 
or branch banks of deposit banks in Latin American countries to do 
pioneer work, and that the United States should pursue the same course, 
inasmuch as it is necessary for banks going into this field to have the 
widest possible range of activity in order to be able to compete with 
the local banks and the branches of the foreign banks already estab- 
lished in these fields. Federal Reserve Banks being properly restricted 
to certain transactions, and such as may not interfere with the absolute 
liquidity of their condition, could not compete successfully in this 
respect, whereas it should be their function to do all in their power 
to assist American banks which enter the Latin American field. 

The committee favored, and the Board and Secretary McAdoo con- 
curred in, suggesting an amendment of the Federal Reserve Act which 
would enable American member banks to cooperate for the purpose of 
jointly owning and operating foreign banks. The contribution of the 
Federal Reserve Banks in this development in Latin America would 
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primarily consist in providing conditions so favorable for American 
acceptances that the American banks willing to offer facilities there 
will be materially assisted in meeting the European rates which, at the 
present time and probably for some time to come, will compare 
unfavorably with the American discount rate. 

Wherever the Federal Reserve Banks can help in the development 
of American banking by establishing direct connections in Latin 
American countries for the purpose of facilitating discount operations 
of this kind it will be, in the opinion of the committee, the proper 
function of Federal Reserve Banks to do so. 

The committee took the position that American banks entering this 
field ought to be permitted to develop the opportunities first, but that 
’ in trade centers where American banks are not established it might be 
proper for the Federal Reserve Banks to appoint joint correspondents 
or agents in order to facilitate the development of American accep- 
tances in such places. 

The Board expressed itself as in entire agreement with these views 
of the committee. The Secretary of the Treasury, who was present 
at the meeting, announced himself as also in full accord. The-Secretary 
stated that he agreed with the Board that the resources of the Federal 
Reserve Banks should not be invested in nonliquid loans in Latin 
American countries, and that he was in hearty accord with any measure 
that the Board might ultimately evolve which would have as a result 
the development of American banking in Latin American countries. 

The committee hopes to make its final report early in November, 
after recommendations shall have been received from the conference of 
Governors of Federal Reserve Banks which is to take place at Minne- 
apolis on October 20 and the conference of Federal Reserve Agents 
which is to take place in Washington on November 4. 


The action thus taken by the Board was in the nature of a 
direct rebuke to the Secretary of the Treasury and was un- 
doubtedly received in that way by him. It contributed quite 
materially to the coldness which had already begun to develop 
between him and the Federal Reserve Board, and although. he 
from time to time considered further the question as to what 
ought to be done in the direction’ of developing the foreign 
service of federal reserve banks, he had not reached any con- 
clusion on the matter when this country entered the war. The 
problem had been allowed to drop, and a very considerable 
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Opposition to any action had developed among the banks of 
the country. Not only the Federal Advisory Council, but the 
larger banks interested in the foreign exchange business had 
begun to express themselves with great positiveness against 
any kind of intervention. So, when the time came for the 
establishment of an agency relationship with the Bank of Eng- 
land, there was difficulty in carrying it through to successful 
termination; and even with the utmost care on the part of the 
Board and the banks, the arrangement was not finally con- 
summated without the unfortunate episode which has been 
briefly reviewed in Chapter XLVII above. So remote was the 
agency relationship with the Bank of England then established, 
from any real foreign activity, that it falls, as already seen, 
more logically under the head of special war arrangements 
than under any relating to the development of the federal 
reserve system. The arrangement with the Bank of England 
already described, had contained a stipulation that neither bank- 
ing system was to operate in the bill market of the other during 
the continuance of the war. 


Other Foreign Agency Problems 

Other arrangements of the same general sort were perfected 
during the year 1917, but none of them amounted to more than 
an arrangement of convenience, largely due to war necessities. 
The only one that might have developed into a genuine foreign 
agency or foreign correspondent relationship, that with the 
Philippine National Bank, was rendered practically nugatory 
for other reasons. Thus, with the actual entry of the United 
States into war, it might fairly be said that the federal reserve 
system had, up to that time, played no part in foreign trade 
financing worthy of the name, and that it had not come to 
occupy a position of any influence whatever in connection with 
exchange rates. Our advent upon the scene of the war naturally 
gave rise to a serious question whether the time had not come 
for a totally different policy. Secretary McAdoo, as else- 
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where seen, had obtained the services of a financial advisor to 
whom had been allotted very largely the function of keeping 
in touch with foreign conditions and advising the Secretary 
of the relationship between our banking system and those of 
other countries. This function was afterward greatly broad- 
ened, but at the beginning was of primary importance in 
connection with the exchange situation. There were many 
ways in which the relation of the federal reserve system to 
foreign conditions presented itself during the early days of our 
participation in the war. One was the obvious question whether 
some important service would not be called for in transferring 
and paying the great sums which we were advancing to foreign 
governments, but this was largely thrown into the background 
by the agreement speedily entered into for the spending of the 
sums so advanced chiefly in the United States. Another ques- 
tion related to the payment of our troops abroad, but even this 
did not assume an important phase for a good many months, 
since the transfer of troops did not begin in great numbers for 
some time. 


“Pegging” Exchange 

More important and more immediate was the question 
whether our foreign loan policy could be regarded as commit- 
ting us to any definite plan or policy with respect to the 
“pegging” of exchange. Great Britain had already instituted 
a system whereby her pound sterling was ‘‘pegged”’ in its rela- 
tion to the dollar at 4.76. This had been done from a variety 
of considerations. It was desirable from her standpoint that 
the pound sterling should command as many dollars as pos- 
sible so long as Great Britain was a heavy buyer of our prod- 
ucts. It was also a matter of financial prestige to keep the 
pound sterling on a high basis of quotation. Great Britain’s 
financial operations in the American market were also undoubt- 
edly facilitated by favorable exchange quotations. All told, 
therefore, it was possible for her to make out a substantial 
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case in favor of the pegging of sterling, no matter what 
academic economists might think about the ultimate wisdom 
of such a course. What was true of sterling was also true of 
francs and lire, and a modified system of pegging as applied 
to those currencies logically followed the plan that had been 
developed to protect sterling. 

When the United States entered the war there was appar- 
ently no understanding as to any such question of international 
currency management, nor was there anything on the subject 
to be found in our early war bond acts. Treasury authorities 
undoubtedly supposed that Great Britain would continue the 
process of pegging. They were surprised, therefore, to obtain 
an informal notification that it would be difficult for Great 
Britain to continue this phase of her financial activity and that 
she supposed the United States would be prepared to sustain it. 
Essentially this was reducible to the question whether portions 
of the money which we advanced as the result of our Liberty 
loans might with our consent be spent in maintaining sterling 


at 4.76.° 


The Problem of Exchange “Pegging” 

As to this a number of considerations at once came to mind. 
True, the funds spent in London exchange would technically be 
expended in the United States, but there was a question whether 
such “pegging” of exchange did not really result in making the 
American taxpayer accept much less for his own goods than he 
would had sterling been left to follow its own course. The 
question whether the pegging process was really economical 
and wise, and whether it would not, after its ultimate suspen- 
sion, react upon conditions in such a way as to produce real 
unsoundness, was also well worthy of consideration. Yet the 
question naturally presented itself whether if the United States 
was to assist in pegging sterling exchange, it ought not to 


’The sum invested by Great Britain in the “pegging’’ process during the year 
preceding our entry into the war was’ stated as $1,100,000,000, 
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undertake to do it through the federal reserve system—that is 
to say, whether it might not more cheaply and more successfully 
maintain a certain equivalence between the pound sterling and 
the dollar through satisfactory operations conducted by reserve 
banks in the British market, and of course in the American 
market as well. The subject was evidently one that could.not 
be deferred very long, particularly in view of the insistence of 
the British authorities for some information on the subject. 
Closely allied with it was undoubtedly the question whether 
the United States should or should not place an embargo on 
gold. The two things, exchange pegging and gold embargo, 
naturally went together and constituted elements in a single 
policy. A conclusion on one in a certain sense implied a con- 
clusion on the other. Of the two the gold question was 
apparently the easier to solve, although in a sense it was a 
derivative of the exchange problem. Congress had given the 
President full powers to do practically anything that he pleased 
in the financial management of the war, subject of course to 
the general restrictions of the War Bond Act of 1917. The 
situation was therefore before the President for careful con- 
sideration, and it was deemed wise to refer the matter to 
various officials and individuals for their opinion. This 
resulted in a very extensive discussion of the whole subject, 
and eventually the gold problem was referred to the Federal 
Reserve Board for an opinion, which was adverse to the idea 
of embargo. The salient features of the Board’s letter on this 
subject were of such unquestionable soundness and cogency 
that they may be presented at some length as follows: 
July 10, 1917. 
Dear Mr. Secretary: 


At its meeting this morning the Federal Reserve Board considered 
the several topics which we discussed in your office before the meeting, 
and in accordance with your request, I submit herewith, in behalf of 
the Board, an outline of its views and recommendations. 

Before entering into a discussion of the topics severally, it is pro- 
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per to state that the Board is unanimous in its opinion that it would be 
detrimental to the credit of the United States to place an embargo upon 
gold exports. The Board feels that the United States, with reference 
to shipments of gold abroad, might very well proceed along practically 
the same lines as England. The British have not hesitated to make 
great sacrifices in order to live up to their obligations to pay external 
debts in gold. It is true that this policy has at times been maintained 
more as a matter of form than of fact, but at the end of the war 
England will naturally proclaim the fact that she maintained her gold 
standard throughout the great conflict; while if the United States 
should place an embargo upon shipments of gold, statements would be 
made to our discredit that we did not carry out our legal obligations, 
by paying our debts in gold. The Board, however, sees no objection 
to putting certain obstacles in the way of shipping gold whenever such 
shipments are found to be against the interests of this country and of 
its fellow participants in the war. This policy has been adopted by 
Great Britain, and the Board recommerids that it be pursued by our 
Government. 

It appears to the Board that the Secretary of the Treasury is in 
position to control marine insurance to such an extent that gold 
exports can be prevented or materially reduced by the refusal to 
insure or by granting insurance only at rates which would be in effect 
prohibitive. The Board wishes to point out that the machinery of 
the Federal Reserve Banks could be used to great advantage in this 
connection, and would suggest that the Secretary of the Treasury 
consider making a statement that no shipments of gold will be insured 
except such as have been scrutinized in advance by the Federal Reserve 
Board, acting through the Federal Reserve Banks of the respective 
districts. This course would enable the Government to analyze in 
each case the purpose of the proposed shipment and to decide whether 
the underlying transaction upon which the gold shipment is based 
should be encouraged or discouraged in the present circumstances, 
The records that would be kept of the applications and permits for 
shipment would, in the opinion of the Board, prove to be very 
valuable. There is no difference of opinion that the legimate debts of 
the United States and of its importers must be settled in a manner 
satisfactory to creditors, and if no other means of paying debts can be 
found, they must be paid in gold. But it seems to the Board that the 
power should be vested in or assumed by some governmental agency, 


of determining what importations should be encouraged at this time 
/ 
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and what importations should be frowned upon, by an embargo if 
necessary, following in this way, the analogy of the embargo which 
has been placed upon certain exportations. 

The Federal Reserve Board, through the Federal Reserve Banks, 
can report if desired upon the transactions underlying demands for 
shipments of gold abroad, but it would be necessary that the banks 
receive definite information as to the policy that may be decided upon 
in dealing with the various commodities and countries. In discussing 
the topics from this point of view, the Board would say, with respect 
to 


(1) Gold Exports to India 

That there is no objection to shipments of such reasonable amounts 
of gold as may be necessary in payment of our imports, it being under- 
stood that these imports are necessities, such as jute; the Board having 
been informed that gold shipments to India will be made to some bank 
under British supervision which will keep the gold in its vaults and not 
let it go into circulation and be hoarded by the native population. 


(2) Shipments to Japan 

It appears that at present Japan controls the trade in silk. The 
national policy as to importations of silk is a matter for the Govern- 
ment to decide. Should any attempt to restrict these importations be 
deemed inexpedient, the Board would point out that American banks 
ought not to be placed in a position of refusing to make gold shipments, 
while the agents of foreign banking institutions are making such ship- 
ments. 


(3) Shipments of Gold to Spain 

The commodities which are imported from Spain against which 
payment of gold must be made are principally olive oil and cork: 
Should the Government wish to discourage importations of these com- 
modities, and prefer not to place an embargo upon their importation, 
it could throw an obstacle in the way by increasing the price to con- 
sumers by refusing to insure shipments of gold to Spain. It appears 
that American gold is at a heavy discount in Spain, while French gold 
is taken at par and British gold at a slight discount. In any case, it 
seems that our Government might bring pressure to bear on the 
Spanish Government to have our gold accepted in Spain at its bullion 
value. It should be remembered, however, that a concession of this 
kind on the part of Spain or of the Bank of Spain would tend to lower 
prices of articles imported from Spain, thereby increasing importations 
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and making necessary larger shipments of gold in payment. Exporting 
and importing operations between this country and Spain result in a 
trade balance in our favor, and the anomaly that the United States 
must be constantly remitting gold to Spain, to be taken there at a dis- 
count, is accounted for by the fact that England and France are heavy 
purchasers of goods from Spain but that they will not ship gold to 
that country. They have permitted their exchange in Spain to go to 
heavy discount, while they have kept dollar exchange in New York 
at par or better, the premium on dollar exchange in London at present 
being about 2% above normal gold parity. The Board is inclined to 
the opinion that possibly too much has been made of the Spanish 
exchange situation, for the credit of the United States is too broad and 
too well established to be affected by any artificial exchange condition 
that exists in Spain. It is true that because of these conditions our 
importers are obliged to pay more for commodities purchased in Spain, 
but it is equally true that the higher rate for pesetas must indirectly 
and to a larger degree affect our export. 

(4) Melting of British and French Gold Coins into Bars at the 

Assay Office. 

The Board is of the opinion the under present conditions it is a 
wasteful practice to melt British and French gold coins which 
frequently can be disposed of to advantage as foreign gold. The 
Treasury is permitted by law to accept foreign gold coins up to a 
certain percentage of the total amount of gold certificates outstanding, 
and Federal Reserve Banks may take them and count them as reserve 
with their American eagles, gold certificates, or gold bars, foreign 
coins being accounted for at their bullion value. The Board has 
counsel’s opinion to the effect that there is no doubt as to the legal 
powers of the Federal Reserve Banks to do this. 

(5) Discontinuance of Issue of Gold Certificates in Denominations 

Less Than Fifty Dollars. 

Since the Act of June 21, 1917, amending the Federal Reserve Act 
has been placed upon the statute books and Federal Reserve Banks are 
authorized to issue Federal Reserve notes in exchange for gold, it 
appears to the Board to be most desirable that Federal reserve Banks 
be placed in a position where they can issue and circulate freely five, 
ten and twenty dollar Federal reserve notes. The Board strongly 
urges that the Secretary of the Treasury give directions that as far 
as possible the issue of gold certificates in denominations of less than 
fifty dollars, be discontinued. 
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The foregoing is respectfully submitted in behalf of the Federal 
Reserve Board. 
Respectfully yours, 
W. P. G. HarpInc, 
Governor. 
Gold Embargo Declared 

In spite of this argument, Secretary McAdoo, acting for 
the President, promptly declared an embargo on gold and 
shortly turned over to the Federal Reserve Board the duty of 
enforcing this policy. The Board in turn transferred it to a 
special “Gold Export Committee” which took charge of the 
entire work from that time forward, its acts being ratified by 
the Board pro forma from day to day or from week to week.’ 
Within a few days thereafter, decision was arrived at to put 
into effect a control of foreign exchange, and the development 
of foreign exchange regulations was placed in the hands of the 
Federal Reserve Bank of New York. This bank suggested to 
the Board the establishment of a special foreign exchange con- 
trol office in New York which presumably would report regu- 
larly to the Board for approval of its acts, all of which were 
undertaken in the name of the Board itself. As a matter of 
fact, the regulations proved troublesome and difficult to work 
out and they did not get fully into effect until after the new 
year (1918). Meanwhile a kind of informal control was 
exercised over exchange operations, and after the ratification 
of the new regulations this control became more and more 
severe and positive. 

The Board, however, paid but little attention to it and was 
apparently content to give a general ratification to the acts of 
the foreign exchange office or division. When such acts were 
reported to it, it seldom gave them detailed discussion. Thus 
a great system of control of international relations was built 
up, but it was built up without direct development of any bank- 
ing organization to deal with it or to supply exchange. It was 


* This Committee consisted of thre 


‘ e members of t i 
of the Treasury, with the Secretary of eran ane, Montes EES 


the Board as secretary. 
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developed on the basis of governmental oversight and control 
through regulation—an arbitrary and artificial control. Out 
of such a situation some difficulties were inevitably to be 
expected to deveiop, and it was not iong before they made their 
appearance. 

One external symptom of such difficulties was found in the 
development of premiums on foreign currencies, as well as in 
lack of ability to obtain the exchange that was needed in order 
to make such remittances to such countries, and dissatisfaction 
among the nations themselves because of their inability to draw 
gold from the United States, notwithstanding that they might 
have a substantial balance of trade here. It was easy enough 
to overcome such objections on the part of belligerents, but the 
situation was different in connection with our trade with neu- 
trals. The operations of the Board’s foreign exchange control 
plan, like all such systems, tended to aggravate the underlying 
disturbance of conditions. No government administrator is 
ever able to discriminate very carefully between worthy and 
unworthy applications for permission to ship gold or to engage 
in foreign transactions. The business is too technical and 
requires too large a knowledge of detail and of private affairs 
to permit such judgment to be accurate. Altogether, therefore, 
the general conditions were such as to produce profound dis- 
turbances, and the year 1918 was not far advanced before the 
reserve system was obliged to go into the business of obtaining 
exchange and supplying it to member banks in order that they 
might meet the needs of their customers. 

Quantities of rupee exchange were obtained from the Brit- 
ish government, parceled out among the reserve banks, and by 
them sold to their customers at high prices, the reserve banks 
making a substantial profit since they thought it necessary to 
sell the rupee at a figure corresponding roughly to what was 
supposed to be market value, in order that there might be no 
undue preference for those who were thus served. Arrange- 
ments were concluded with Argentina and with one or two 
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other countries, whereby their representatives in the United 
States authorized transfers on the books of the Federal Reserve 
Bank of New York which resulted in the establishment of a 
kind of gold trust fund representing the balance due Argentina 
which the reserve system undertook to release (with the con- 
sent of the Treasury) within a specified period after the close 
of the war. Canada, which found herself greatly embarrassed 
by being cut off from American markets and found her rates 
of exchange suffering seriously, was allowed twenty-five million 
dollars of gold for export and the promise of as much more, 
should her situation require it, during the crop-moving season 
of 1918. Canadian banks were invited to enter the federal 
reserve system as members and thus to tie their financial 
future even more closely to that of the United States, but 
deemed it inexpedient to propose such a thing in the event of 
unquestionable adverse Canadian public opinion. 

To review the entire list of negotiations and special arrange- 
ments, as well as to trace the course of exchange and to illus- 
trate the intricate ways of relieving the embarrassments that 
had grown up by reason of the gold embargo and the exchange 
control system, would require very detailed treatment. Enough 
has, however, been said to give a general idea of the problems 
by which the federal reserve system was confronted and of the 
way in which they were met. They were merely the temporary 
outgrowths of the war and belong more truly to the financial 
history of the struggle than to any review of banking experi- 
ence. One phase of the foreign relationships of the reserve 
system must, nevertheless, be noted with some degree of care 
since it directly and profoundly affected the currency situation. 


This was the negotiations which led to the so-called Pittman 
Act. 


The Pittman Act 


Comparatively early in the year 1918, Great Britain had 
found a growing condition of embarrassment in the Indian 
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currency system, due to the fact that a tendency to hoard specie, 
obtained by the presentation of notes, had set in. The specie 
stock behind the notes had become so greatly reduced that 
there was at least a possibility of suspension, the Indian gov- 
ernment finding itself obliged to contemplate ceasing the con- 
version of the notes into silver. With the existing unrest and 
dissatisfaction which prevailed in India, where many long- 
suppressed elements of disorder seemed to be struggling to the 
surface, such a development would have been considered most 
dangerous. It was therefore determined to make every effort 
to obtain a supply of silver elsewhere, but the world’s markets 
had been swept fairly bare of the metal, due to the hoarding 
and other unusual conditions which accompanied the war. 
Undoubtedly the greatest visible supply of available coin 
was to be found in the Treasury Department of the United 
States, where at the time an aggregate of silver was being held 
behind certificates and other public currency in the amount of 
about four hundred million dollars. This silver was, of course, 
a trust fund whose representatives, the silver certificates, were 
in circulation or in the hands of the banks. It could only be 
taken or released, therefore, through the acquirement of the 
silver certificates. A good many of these could, of course, be 
obtained without delay, and the suggestion was therefore made 
to the Treasury authorities that they should retire these certifi- 
cates, give up the silver to Great Britain, and permit its export. 
The proposition, however, involved several serious elements 
of difficulty. Silver mine-owning interests, always powerful 
in Congress by reason of their control of legislators represent- 
ing western states, did not take kindly to the idea of seeing an 
important source of foreign demand cut off. Inflationary inter- 
ests, likewise strong in Congress, could not be expected to con- 
sent to what they would call “contraction of the currency” due 
to the withdrawal of silver certificates. The Treasury was not 
willing openly to meet these two interests upon the ground of 
public necessity, nor, on the whole, was it deemed wise to have 


1256 FEDERAL RESERVE SYSTEM IN OPERATION 


the country at large too closely informed of the reasons for 
the exportation of the silver. It was determined, therefore, to 
negotiate with the silver mine interests and the inflation senators 
and representatives, a plan whereby the silver certificates would 
be retired as rapidly as need be, the silver behind them would be 
released and turned over to Great Britain which would give 
her obligations in exchange; and to fill the “gap” federal 
reserve banks would issue federal reserve bank notes on the 
strength of the circulation bonds which they had already pur- 
chased from member banks, and upon the strength of other 
bonds to be acquired by them as needed. 

The plan, of course, nominally required the assent of the 
Federal Reserve Board through whom presumably the repre- 
sentation would have been made to the federal reserve banks 
and, so far as necessary, to member banks. The matter was 
brought up before the Board by a representative of the Treas- 
ury Department who was then acting as a member of the Gold 
Export Committee—Mr. Albert Strauss of New York, after- 
ward to become a member of the Federal Reserve Board. Mr. 
Strauss explained the result of the negotiations with the silver 
mine interests and the other legislators affected, and the ques- 
tion was taken under advisement by the Board at a succession 
of meetings. The sentiment of the Board was unmistakably 
opposed to any such project. It saw no reason why the silver 
certificates should not be retired and the silver behind them 
released. ‘There was advantage in this because of the fact that 
never before had it been possible to get back the value of the 
silver at the rate at which it had originally been bought. It was 
opposed to the plan whereby the Treasury undertook to buy 
back in the future at a.fixed rate of $1 per ounce, an equal 
amount of silver from the silver mine owners. It regarded as 
the worst feature of the measure, however, the plan to issue 
federal reserve bank notes. Federal reserve notes were already 
flowing out from the banks in a steady stream and there was 
no reason whatever why they should not be issued in an amount 
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amply adequate to supply every possible requirement. The idea 
of a gap in the circulation was sheer inflationary imagination. 

Accordingly the Board never assented to the project, but 
the Treasury Department, after arranging the terms of the 
agreement with the congressional interests, announced to the 
legislative leaders in both houses its desire that the measure 
should be adopted and, like most of the war legislation, the bill 
was forced through Congress.” At the same time and practi- 
cally as a necessary consequence of this legislation, a provision 
was enacted whereby the denomination of federal reserve bank 
notes and of federal reserve notes themselves was allowed to 
go as low as $1 and $2. This in effect made for a form of 
money rather than bank currency and, of course, meant that in 
a very high degree their elasticity had been infringed upon or 
destroyed. Taken all in all, the act, although infringing upon 
the federal reserve system only in a minor way, was one of 
unsoundest and most dangerous elements of the entire body of 
war legislation. It was the direct outgrowth of the control 
of gold and exchange which thus reacted in a dangerous fashion 
upon the banking and credit structure of the United States. 
The subsequent repurchase of silver at a fixed price constituted 
a subsidy to mine owners which was unwarranted but was of 
course only a drop in the bucket of evil which had been caused 
by the enactment itself. 


Later Foreign Relations 

How far the disturbances caused by the effort to control 
foreign exchange and to regulate the flow of specie would have 
gone can be only conjecturally estimated. As the year 1918 
advanced, the difficulties connected with the system grew 
greater and greater, and at times the whole plan seemed to be 
on the verge of breaking down because of the numerous expla- 
nations which had to be issued, the fact that the policy relating 
to it was falling into an inconsistent jumble, and the incon- 


5 See Appendix. 
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venience and dissatisfaction caused in foreign countries by the 
working of the regulations. The fortunate arrival of the 
armistice ended all this and led almost immediately to a relaxa- 
tion of the regulations. On July 1, 1919, the gold embargo 
was formally terminated and the system of exchange control 
which had already relaxed was brought to a close. Business 
tended to assume its normal course. Some considerable exports 
of gold left the country as a result of the agreements which 
had been entered into during the war, but it was not very long 
before they returned either through other channels or some- 
times from the very sources to which they had gone in the first 
place. 

The federal reserve system unquestionably felt it an enor- 
mous relief to have this abnormal system ended, but unfortu- 
nately there was no effort to substitute anything better or to 
bring about a system of regular banking operations in foreign 
bills. From 1919 to the present date, save for sporadic nego- 
tiations with foreign countries which have been endeavoring to 
stabilize their currencies, the reserve system has remained 
entirely aloof from foreign exchange and largely aloof from 
the financing of foreign trade save in so far as the purchase of 
bills stated in dollars may have sufficed to aid in financing 
current business. 


APPENDIX TO CHAPTER LIV 


House Bill 13391 “to amend the act approved December 23, 1913, 
known as the Federal Reserve Act by adding a new section to amend 
certain sections of the act entitled ‘Federal Reserve Act’ approved 
December 23rd, 1913,” was introduced March 18th, 1916, and referred 
to the Committee on Banking and Currency. It was reported back 
with an amendment—accompanied by report No. 447—and referred to 
the Committee of the Whole House on March 28th, but not considered 
until May 4th. 

A new section—25a—was to be added to the Federal Reserve Act, 
permitting national banks to unite and thus form a banking corporation 
to do business in foreign countries and to subscribe 10% of their 
capital to such domestic or foreign corporations doing a banking busi- 
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ness exclusively in foreign countries. “It was found, Mr. Glass ex- 
plained, that under the provisions of the Federal Reserve Act only 
national banks of very large capital could operate effectively, so that 
of the six branch banks established abroad, in the South American 
countries and in Panama and in Cuba, four had been established by 
the National City Bank of New York, and two by a banking asso- 
ciation here in Washington.” (Record, Vol. 53, p. 7422.) The Com- 
mittee had also originally embodied a provision for domestic branch 
banking, but in view of*the fact that there was considerable opposition 
to this proposition, it was thought advisable to eliminate this provision. 
The bill passed the House as amended. 

When the measure came back from the Senate Committee on 
Banking and Currency it was changed and enlarged. Accompanied by 
Senate Report No. 481, it was amended so as to strike out all after 
the enacting clause and insert instead an amendment to sections 13, 16, 
24, 25 and 25a of the Act. 

Referring to the first amendment to section 13, as to domestic ac- 
ceptances, Mr. Owen explained, on July 14th, that the amendment 
provided for the collection of maturing bills, checks and drafts and 
for a limited use of domestic acceptances where such acceptances were 
accompanied by documents conveying or securing title. This section 
of the bill was further to be amended so as to permit Federal Reserve 
Banks to make advances to member banks on their promissory notes 
for a period not exceeding 15 days, securing such notes by eligible 
paper. ‘This is intended to provide an easier method of administra- 
tion, so that these various notes, maturing in a short time, shall not 
themselves be necessarily transferred, but may be merely held in the 
portfolios as collateral, this permitting the banks to put up its own note, 
secured by this collateral, without transferring the individual notes.” 
(Pp. 11001-11002.) Another amendment to section 13 was to provide 
for “dollar exchange,” . . . and in that way to “establish direct com- 
munication between the South American and other foreign countries 
and the United States, and to make it unnecessary, in transmitting 
credits, to transmit them through London in sterling exchange or 
through other European countries in terms of money of the foreign 
country through which the exchanges are transmitted.” (P. 11002.) 

The changes in section 16 relating to Federal reserve notes added 
to the collateral security which may be placed with the Federal Reserve 
Agent drafts and acceptances and gold or gold certificates. The pur- 
pose of the latter provision, it was alleged, was gradually to have gold 
certificates displaced by Federal Reserve notes and thus to strengthen 
the gold holdings of the system. Mr. Owen referred for further ex- 
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planation to a letter written to him by the Federal Reserve Board and 
which was reprinted in Senate Report No. 481. The amendment to 
section 24 relative to loans on farm lands, was to permit banks which 
happened to be situated on the borders of Federal Reserve Districts to 
exercise their function within a radius of 100 miles regardless of dis- 
trict lines. Section 25 embodied substantially the original House bill, 
authorizing the various banking institutions of the United States to co- 
operate in establishing or taking stock in banks which should act as a 
medium for them in dealing with foreign financial affairs. Section 
2sa, relating to domestic branches, permitted a bank of a million 
dollars or more capitalization, within a city, to open branches, not to 
exceed ten in number and permitted country banks to have within the 
country branches also not to exceed ten in number. “The purpose of 
this is to put the national banks upon a parity with the State banks in 
those States which permit limited branch banking.” (P. 11002.) 

When Mr. Clapp protested against the manner in which the enact- 
ment of so important a measure was proposed, Mr. Owen replied that 
the members of the committee had studied this question for three years 
past, and that these particular amendments had been under considera- 
tion on numerous occasions. Furthermore he asserted that these 
amendments related to points which had been shown during the past 
two years of operation to call for improving. ‘‘They have been care- 
fully considered by the Federal Reserve Board in extended discussion 
among themselves. Finally the Federal Reserve Board came before 
the Banking and Currency Committee and discussed the matter at 
great length; and the Committee itself then discussed it, and finally 
determined on this report, which represents whatever of capacity the 
Committee has.” (P. 11003.) 

Several amendments were offered and accepted in debate on the 
17th of July. National banks in places with population under 5,000 
inhabitants were to be allowed to act as agencies for insurance com- 
panies. Another amendment explicitly stated that Federal Reserve 
banks could not only maintain banking accounts in foreign countries 
but also open and maintain such accounts for their foreign cor- 
respondents. An amendment stricken out in subsequent debate con- 
cerned that portion of the reserves which until then had been kept in 
the vaults of the member banks. This was now to be carried in the 
Federal reserve banks. Other amendments of smaller importance 
were largely designed to make the language harmonious. Mr. Weeks 
opposed the provision which allowed branch banking establishments 
up to 25 miles away from the parent bank and his amendment per- 
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mitting branch banking only within the cities was agreed to. It was 
however provided that this power should be exercised only in those 
States where a similar privilege was granted to State banks. The 
bill as amended passed the Senate on July the 31st. 

The House disagreed to the Senate amendments and asked for a 
conference, Messrs. Glass, Stone and Hayes being appointed as con- 
ferees. The Senate insisted upon its amendments and appointed 
Messrs. Owen, Hitchcock and Nelson as conferees. 

The Conference Report (S. Doc. No. 533) was submitted to the 
Senate on August 23. An accompanying statement in explanation of 
the action by the managers on the part of the Senate contained the 
following explanation: 

“The amendments of the Senate to the bill have been accepted by 
the House conferees with some slight verbal modifications, except that 
the House declined to agree to, and the Senate receded from, its 
amendment of section 16 of the Federal Reserve Act which would 
have explicitly authorized and encouraged Federal reserve banks to 
issue Federal reserve notes based upon gold or gold certificates. 

“The House conferees declined to agree to the Senate amendment 
proposing to permit national banks in cities of more than 100,000 in- 
habitants, and possessing a capital and surplus of $1,000,000 or more, 
to establish branches, and the Senate conferees have agreed to recom- 
mend that the Senate recede from this amendment. 

“The House conferees insisted upon an amendment to section IT, 
which was accepted by the Senate conferees, permitting the Federal 
Reserve Board, upon an affirmative vote of not less than five, to permit 
member banks to carry in the Federal reserve banks any portion of 
their reserves now required to be held in their own vaults.” (P. 13071.) 

The conference report was agreed to, both in the House and in 
the Senate without much debate, and the bill was signed on the 7th 
of September, 1916. 


CHAPTER LV 
REGULATION OF BANKING AND INDUSTRY 


Control of Business 


The war had not advanced far before it became plain, not 
only to the Federal Reserve Board but to many others, that 
the methods which were being adopted for the supply of credit 
would not be successful if they were left to work themselves 
out unaided. At the opening of the war it had apparently been 
supposed that mere exhortation to curtail the use of certain 
commodities and not to spend largely would be efficacious. 
How unfounded such a supposition was became apparent with- 
in a very few months. An epidemic of extravagant and 
luxurious outlay set in. The efforts of administrators at 
Washington to restrain the use of ordinary commodities such 
as flour, sugar, etc., was partly insincere or inconsistent, as 
shown by the enormous hoarding which the government itself 
unnecessarily undertook, and partly ineffectual as shown by 
the disregard that was paid to it. Some kind of lip service 
to “conservation” of sugar and of other things was rendered, 
but it was not long before the conviction widely spread that, 
should the war continue for a great while, restriction of con- 
sumption would be made effective only through restriction of 
manufacturing. This led to the thought that the restriction 
of manufacturing could be supplemented and rendered much 
more efficient by the restriction or*limitation of credit use. 
From this it was not a long step to the view that the restriction 
in the use of long-term credit which would prevent the sales 
of bonds, stocks, and the like for the purpose of developing 
undesirable or unnecessary industries, might be a good thing. 
Logically speaking, a still further step was taken in the recogni- 
tion that it might be desirable to exert not merely an inactive 
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influence, but also one of positive character, by insuring to 
certain types of industry the capital of which they stood in 
need, as well as the credit that would help them to continue 
business successfully. 

This chain of reasoning was not worked out in any definite 
logical way, perhaps, ‘fat the outset; but the various links of 
it were developed as the outcome of experience, shaping itself 
through the agency of a great many minds. The consequence 
of it was to develop on the one hand an elaborate system de- 
signed for the control and direction of labor, production, and 
transportation. This was put into effect partly through the 
War Department and partly through the various boards, com- 
missions, etc., which sprang up like mushrooms in Washing- 
ton. A good deal of the work thus done was harmful, or of no 
effect one way or the other. For our purposes, however, it 
is worth while to note that it was undertaken. On the other 
hand, the general philosophy of industry and credit which 
then prevailed gave rise to the development of a positive pro- 
gram of restriction of supply. The effort to restrict or con- 
trol the unwise use of long-term credit took shape in what was 
called the Capital Issues Committee, while the effort to supply 
what was needed in the way of additional long-term assistance 
took form in the so-called War Finance Corporation. 


Relation of War Finance Corporation to Reserve System 

It was apparent from the outset that these war undertak- 
ings, whether of restriction or of supply, were very closely 
akin to the work of the Federal Reserve Board. Assuming 
that the Board was vested with full control over current bank- 
ing credit, it was fair to ask whether it was not also the proper 
repository of authority to control or oversee other forms of 
credit. Yet there was a limit to what men could do, and it 
was supposed at the time that the Board, with its moderate 
membership, was already fully occupied with its duties of 
completing the organization of reserve banks and adapting 
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itself to war needs and in general promoting the progress of 
war financing. On the other hand, it was believed undesirable 
to commit the management of war financing in these important 
aspects to a body completely dissociated from the federal re- 
serve system. Such a body could not get the effective control, 
nor could it afford access to the authentic sources of informa- 
tion that were within the reach of the reserve system. There 
was no time to work out or develop official amenities and rela- 
tionships, so that eventually it was deemed wise to place the 
control of new issues of capital securities in the hands of a 
committee technically of the Reserve Board but really includ- 
ing a number of outsiders, known as the Capital Issues Com- 
mittee; while it was resolved to create a corporation, already 
mentioned, known as the War Finance Corporation, on which 
the Board and the Treasury should be strongly represented, but 
which should also include some new members or outsiders and 
should work through local agencies of various kinds in the 
different parts of the country. 

As has been stated, this program did not take form as a 
unit or in a logical shape at the outset, but was gradually 
developed and came into effect by degrees. Although it con- 
stituted in many ways one of the most interesting phases of 
the financial experience of the war, and although it was neces- 
sarily closely linked with the operations of the reserve system, 
it is, after all, not a part of the direct story of banking in the 
United States and can be dealt with only very briefly in this 
volume. To that extent, however, it must be summarized, 
and the chief elements of the work done indicated in their 
bearing upon the growth of banking policy. Attention may, 
therefore, first be given to the work of the Capital Issues 
Committee. 


Capital Issues Committee 


The Capital Issues Committee was at first established in 
a purely informal way and without legal recognition. On this 
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basis it continued for some months, pending the time that 
Congress should legislate in definite form upon the whole 
matter. Eventually Congress, on the 5th of April, 1918, 
approved the War Finance Corporation enactment in which, 
besides establishing the War Finance Corporation itself, ap- 
propriation was made in “Title 2’’ for ‘a committee to be 
known as the Capital Issues Committee and to be composed 
of seven members. ... . At least three of the members shall 
be members of the Federal Reserve Board.’’ The Committee 
was given due authority “‘to investigate, pass upon and deter- 
mine whether it is compatible with the national interests that 
there should be sold or offered for sale or for subscription any 
issue . . . . of securities hereafter issued by any person, 
firm, corporation or association, the total or aggregate par or 
face value of which issue, and any other securities issued by 
the same person, firm, corporation, or association, since the 
passage of this act, is in excess of $100,000.” The act went on 
to provide that the Committee should have nothing to do with 
refunding transactions or with issues made by the War Finance 
Corporation, or with railroad issues under the control of the 
government, while various other exceptions to its power were 
made. Authority was given to employ assistance and penalties 
for violations were prescribed. 

The Capital Issues Committee as thus created was speedily 
established by the President, the membership of it including the 
same members of the Board who had already been functioning 
in that capacity in an informal way, while new members drawn 
from outside were now added and given regular appointments 
confirmed by the Senate. Thereafter stated meetings were 
held and applications from would-be issuers of securities were 
received and passed upon, with the result that the Committee 
shortly obtained a fairly, powerful hold upon the general 
capital situation in the United States. The results of the Com- 
mittee’s work were large even in nominal amount, but were 
undoubtedly even more considerable when viewed in the light 
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of what they implied rather than what they actually accom- 
plished. 


Effect of Committee’s Work 

From either standpoint, the establishment of the Capital 
Issues Committee was a step which was of no small significance. 
Exactly how it affected the securities market would be a subject 
of utmost interest and of great scope. Into this it is not 
necessary to go at the present point. The significant and. 
interesting feature of the case is that, through the agency of 
the Capital Issues Committee and its work, the banking system 
was undoubtedly in no small measure freed from burdens which 
would otherwise in the normal course of affairs have been 
brought to bear upon it through applications for loans designed 
to assist in floating or carrying new issues of securities. When 
it is remembered that these new issues often run up in a normal 
peace year to figures varying from three billion to three and 
one-half billion dollars (including refunding issues), it is 
evident that the work of a committee which practically suc- 
ceeded in cutting off the major part of such new issues, exclu- 
sive of refunding, must be to reduce the natural or normal 
strain upon the banking system in no small degree. Success 
in thus reducing it of course meant that the funds which would 
otherwise have gone into loans of that sort were now held 
in a liquid condition, and if used for the support of government 
operations, tended to decrease the bad effects of such borrow- 
ing in proportion to their own capital amount. 

The work of the Capital Issues Committee naturally re- 
quired a substantial amount of time on the part of several 
members of the Federal Reserve Board and in ordinary cir- 
cumstances would possibly have been out of the question for 
them. As has been seen, however, the duties of the Board 
itself as the war progressed became reduced to smaller and 
smaller compass, until it seemed that the Board might become 
little more than a routine organization. In these circumstances 
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the war work of members naturally tended to assume a greater 
importance relative to their regular work as members of the 
Board than would otherwise have been the case. Just as the 
reserve banks became direct organs of the Treasury Depart- 
ment whose function it was to grind out credits and sell securi- 
ties, so the Board through the Capital Issues Committee was 
then devoting itself to keeping other securities from being 
issued and was thus clearing the way for the work of the 
reserve banks. 


The War Finance Corporation 

The establishment of the War Finance Corporation was at 
the time probably of no greater significance than the establish- 
ment of the Capital Issues Committee and was not so regarded 
by those who were conversant with it. It was, however, a step 
which evidently had far greater potentialities for the future, 
as subsequent events were to demonstrate. As has been seen, 
the War Finance Corporation and the Capital Issues Committee 
were in a sense correlative one with the other, the War Finance 
Corporation aiming to supply positive aid in the support of 
those enterprises which needed or required credit and could not 
get it through ordinary channels, just as the Capital Issues 
Committee sought to restrict the flow of credit to those enter- 
prises which were easily able to get it under the circumstances. 

Exactly whose thought it was that originated the War 
Finance Corporation would be difficult to say, the fact ap- 
parently being that it was the joint product of a 
number of minds in the Treasury Department and was 
patterned after the corresponding organization established in 
Germany soon after the opening of the war. Among the 
members of the Federal Reserve Board, Mr. Paul M. Warburg 
probably showed the greatest interest and shared most largely 
in the task of shaping the preliminary plan. Undoubtedly the 
thought of Mr. Warburg and others who advocated the scheme 
was that, since in time of war banking standards are largely 
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thrown to the winds, there is grave danger that under stress 
of circumstances many kinds of loans which are needed but 
which ought not to be in banks will be let in, while others 
which would be taken care of in ordinary circumstances cannot 
get attention; and that, therefore, it is desirable in such cir- 
cumstances to have a special corporation whose function it is 
to take over the business that either endangers the banks or 
may be neglected by them. From this standpoint the War 
Finance Corporation, properly viewed, was intended to be, 
not a means of promoting interests of special enterprises nor a 
plan for fostering ammunition factories, as some supposed, 
but was essentially a means of keeping the ordinary banks 
of the country as “‘clean’’ as possible by putting long-term loans 
into the hands of a special concern not organized on banking 
lines but getting its funds through government subsidies. 


Merits of New Plan 


From this point of view the proposal was doubtless of 
some merit, although the question may be properly asked 
whether if such advances were to be made the difference 
between carrying them in a concern capitalized by the govern- 
ment which borrowed the money from the banks and carrying 
them directly in the banks, was a very great one. There was, 
at all events, very large difference between this kind of provi- 
sion for long-term loans and the proposal which some had made 
to modify the Federal Reserve Act in a way that would allow 
these loans to be discounted there. Indeed, the greatest evil 
of the War Finance Corporation was found in the fact that 
its framers, in their anxiety to make sure that the concern had 
plenty of funds, made its paper rediscountable with federal 
reserve banks, providing that such banks should be authorized 
“to discount the direct obligations of member. banks secured 
by . .. . bonds of the corporation and to rediscount eligible 
paper secured by such bonds and endorsed by member banks.’’ 

Secretary McAdoo, before attempting to put the measure 
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through Congress, thought it wise to consult Chairman Glass 
of the Banking and Currency Committee, since obviously the 
measure would be referred to the Committee and Mr. Glass’s 
assent would be essential. When the measure was brought 
before Mr. Glass he took it carefully under advisement and 
reached the conclusion that, hazardous as the scheme was, its 
hazards should be limited as much as possible. He therefore 
demanded and secured the introduction into the rediscount 
paragraphs of a clause providing that “no discount or redis- 
count under this section shall be granted at a less interest charge 
than I per centum per annum above the prevailing rates for 
eligible commercial paper of corresponding maturity.’’ This, 
at least, with some other modifications and minor safeguards 
introduced into the act here and there, tended to prevent the 
“dumping” upon reserve banks of the notes of the corporation 
or the notes of member banks secured by its bonds—a policy 
which would have undoubtedly neutralized such good as there 
was in the original proposal. 


Working of System 

Although Secretary McAdoo was not very favorable to 
these changes, it was apparently necessary to accept them; and 
with but little debate the measure was adopted and the cor- 
poration installed in the Treasury Department. Governor 
Harding was made head and a director of the Corporation, 
and to it he necessarily devoted during the organization period 
a considerable amount of his time. The duties of the enter- 
prise being positive, as against the inactive functions of the 
Capital Issues Committee, considerably more organization and 
detailed administration was essential. At the outset it was 
planned to develop a very inclusive type of organization, with 
offices all over the country. This project, however, was held 
in abeyance, and within about seven months from the inaugu- 
ration of the concern the closing of the war happily put an end 
to any such prospects. So new was the War Finance Cor- 
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poration and so brief was the period within which it actively 
functioned, that it may well be doubted whether its effect upon 
war financing was more than merely nominal. At the close of 
the year 1918 it held a total of loans amounting to $38,000,000, 
a sum which, of course, was insignificant as compared either 
with the operation of the banks or of the reserve banks, or of 
the transactions controlled by the Capital Issues Committee. 
In forming a judgment of the War Finance Corporation, 
therefore, one must come to the conclusion that while it might 
have been an engine of great power and influence in war finane- 
ing, the late date at which it started, the comparatively early 
ending of the war, and above all, the fact that the most intense 
financial pressure of the war did not make itself felt until to- 
ward the middle of 1918, all combined to prevent the enter- 
prise from having the influence that it might have had, or 
indeed from changing the current of events particularly, 
whether in one direction or the other. Had the war continued 
a long time it might conceivably have been of beneficial in- 
fluence, or on the other hand, it might have aggravated the 
evils of war financing, depending on how it was managed. 


Some Results of the Plan 


The corporation itself was destined to exert an unhappy 
influence upon subsequent events in the United States during 
post-war discussion of banking and credit, but this was a 
later factor to which no more than a reference need be made 
at the present moment. The effect of the War Finance Cor- 
poration upon the administrative side of the Federal Reserve 
Board's work was of more importance. It probably tended 
to sustain the Board in the feeling that it need not relax bank- 
ing standards any more than circumstances absolutely com- 
pelled, since doubtful cases might be referred to the War 
Finance Corporation. In this way moral support was probably 
obtained both by the Board and by the reserve banks from the 
existence of the concern, particularly as the Governor of the 
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Board had himself a strong voice in the management of the 
enterprise. Administratively, since it was true that the Board 
itself was already largely out of commission so far as con- 
structive policies were concerned, the attention required by 
the War Finance Corporation from Governor Harding and 
from others did not materially affect the working of the Fed- 
eral Reserve Board’s own machinery in one way or the other. 
Both in the case of the War Finance Corporation and of the 
Capital Issues Committee, the unfortunate phase of the whole 
policy was seen in the effect produced by these undertakings 
upon the public mind. ‘They tended more and more, to centra- 
lize authority in Washington and to make the public look more 
and more, both for positive action and for positive prohibition, 
to public officials. They thus tended to stimulate the drift 
toward a highly centralized organization of industry and to 
confirm the opinion that whatever was approved at Washing- 
ton was right. 


Industrial Control 

Neither the Capital Issues Committee nor the War Finance 
Corporation probably would have had even the success it 
attained, had it not been for the application of a vigorous type 
of industrial control, to which reference has already been made 
at an earlier point. If, for example, an individual who got 
credit no matter from what source—whether from his bank 
or by the license of the Capital Issues Committee from the 
market, or through the aid of the War Finance Corporation, 
or in any other way—could use that credit in the manufacture 
of articles which were not necessary in the management of 
the war, it might well be doubted whether all of the control 
thus produced was of any use. Logic, therefore, as already 
seen, dictated that the government should take the last step 
in its financial and industrial oversight by undertaking to 
dictate what concerns should exist and what they should 
manufacture. 
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It has already been noted that various tentative measures 
looking in this direction had been set on foot, and that appeals 
to patriotism had been made during the early part of the war. 
These, however, had been found strikingly ineffective for the 
reasons already given. As the war progressed, it was better 
and better recognized that the only successful policy would 
be that of absolutely prohibiting business of certain kinds, 
while licensing other business. To this was added, on the 
part of the government, the policy of actually taking over or 
becoming a partner in certain special kinds of business where 
large additions to plant were needed or where there was doubt 
whether the new plant facilities would be able to maintain 
themselves after the war was over. The government, however, 
did not have the courage to embark on this extensive program - 
until the late summer of 1918, when it was put into effect 
through orders definitely issued by the War Department. 
These orders, however, were necessarily somewhat slow in 
becoming operative, and it would be quite unfair to form a 
conclusion regarding the effect produced by them were we to 
base our conclusions only upon the happenings of the few 
months which intervened before the armistice. What can 
be said with certainty is that shortly before the agreement to 
the armistice had been arrived at, the war financing system of 
the government was complete, and that had the war continued 
we should have shifted over to a basis of public manufacture, 
control, distribution, and banking. How matters would have 
gone in such circumstances and what would have been the 
influence thereby exerted upon the credit mechanism, can be 
judged only by analogy. At all events, these influences were 
exerted only in a partial and incomplete way during the 
relatively short time prior to the arrival of peace. 


CHAPTER LVI 


SOME LESSONS OF WAR FINANCING 


Continued War Strains 


With the declaration of the armistice, the third period of 
the federal reserve system’s history came, in a certain sense, 
to an end. It was true, of course, that government financing 
continued in every real sense to remain subject to war influ- 
ences for a good while longer. More than two and one-half 
billion dollars of advances to the Allies were made by the 
Treasury after the armistice, and enormous quantities of war 
material continued to be manufactured and delivered. It was 
necessarily, moreover, a good while before the troops could be 
returned to the United States. All this meant continuously 
heavy spending, so that government outlay did not reach its 
peak until some time after the armistice. The Fifth, or Victory 
Loan, floated after the armistice, was as great a financial un- 
dertaking as any of its predecessors. In a very real sense, 
therefore, the federal reserve system continued subject to the 
same kind of strain after the armistice that it had suffered 
before that date. But in another sense the system entered upon 
a distinctly new era from the time that peace was positively 
announced. 

As has been made plain in previous chapters, it had long 
been true that the federal reserve system was obliged to sub- 
mit to many policies with which it had no sympathy and which 
it accepted simply because of the existence of war, and the 
belief that any opposition or resistance would be not only 
futile but to the rank and file of citizens would seem unpatri- 
otic. The opening of the fourth period of federal reserve 
history was fundamentally marked by the fact that there was 
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a psychological change of position throughout the country and 
even throughout the Administration. The tight grip which 
had been maintained upon all organs of opinion was necessarily 
weakened. The autocratic power of the White House began 
to shrink. The numerous business men and officers who had 
congregated in Washington for the purpose of price-fixing or 
of controlling exports, or of otherwise directing the trend of 
business, imagined in some cases that their work would be con- 
tinued for a good while, but it did not take more than a few 
weeks to convince them to the contrary. The public was 
restive and uneasy, doubtful of the industrial and credit meas- 
ures that had been pursued during the war, seriously uncertain 
regarding political methods and policies, and bent at the earli- 
est opportunity upon shaking off the extreme centralization 
which had fastened itself on the body politic. All this meant 
that the federal reserve system might now, with proper leader- 
ship, assume some measure of independence and might begin 
the task of developing policies which conceivably would lead to 
a restoration of normality and soundness in business and bank- 
ing throughout the country. 


Change in Treasury Headship 


These matters were not of a nature that could be taken in 
hand instantly, nor was it certain for some time either what 
the results of the armistice negotiations would be, or how soon 
the return to normal conditions could be begun. Just as the 
members of the I*ederal Reserve Board and of the system at 
large had begun to think of the problems presented to them 
from the peace point of view, it was announced that the 
Secretary of the Treasury, who of course was also Chairman 
of the Board, had determined to retire and that his place would 
be taken by Chairman Carter Glass of the House Banking and 
Currency Committee. Mr. Glass succeeded Secretary McAdoo 
practically at the close of the year 1918. The change was 
undoubtedly regarded with satisfaction throughout the federal 
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reserve system, largely because of the belief that Mr. Glass 
would be more sympathetic with the ideas, purposes, and 
objects of the system than his predecessor had been. 

Unquestionably many officers of the federal reserve system, 
whether justly or unjustly, had come to believe that the policies 
of Secretary McAdoo constituted a serious danger to the safety 
and sound development of the federal reserve banks. This 
may have been, and doubtless was, due to the fact that the 
policies of the Treasury unquestionably were the more or less 
inevitable outgrowth of the war. Be that as it may, there was 
of course some tendency to associate the personality of the 
Secretary of the Treasury and Chairman of thesBoard with the 
policies he pursued. Not a few failed to discriminate between 
what was necessary or unavoidable and what was voluntary. 
' In the case of Secretary Glass, it was believed that he would be 
disposed to give the system the scope and latitude which it 
needed for development, and that he would reverse a good 
many of the McAdoo policies which were open to condemna- 
tion from a banking standpoint. That Mr. Glass would seek 
the steady evolution of the system and that he would refrain 
from attempting to dictate or control its essential policies, was 
widely believed and the change of administration of the 
Treasury was, therefore, unquestionably received with general 
approval. 


Problems of Secretary Glass 

Mr. Glass, however, was controlled by conditions whose 
force the rank and file of the public could not understand. | 
First of all, he came into the Treasury at a moment when 
the arrangements for the Fifth, or Victory Loan had been 
very nearly consummated. Without fixing the exact date for 
the loan, the Treasury administrators had necessarily, imme- 
diately after the conclusion of the fourth issue, begun the 
plans for placing a fifth. They were determined to continue 
the old ‘“‘borrow-and-buy” policy with, if necessary, lower 
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discount rates at reserve banks, and everything had been 
shaped with that end in view. The personnel of the great 
war organization, both of the Treasury and of the reserve 
banks, was functioning along certain distinct lines; the bank- 
ing mechanism of the country had developed itself for carry- 
ing out a certain kind of policy. To check these plans in 
mid-career and to introduce a completely new system of public 
financing would have been not only possible but imperative, 
had it seemed that further Victory loans would have been 
required so that the Treasury would find itself obliged to go on 
financing a costly war for an indefinite period. The situation 
was rather different when it was realized that the Fifth, or 
Victory Loan would undoubtedly be the last of the series and 
that what was proposed in connection with it was merely to 
finish the McAdoo policies and bring them to a definite turn- 
ing point. A change to a different policy might have caused 
serious friction if not collapse of plans that had been worked 
out in practice. 

These questions were given careful consideration by Mr. 
Glass at the outset of his new official career. He reached the 
conclusion that it would be best, on the whole, to maintain 
the McAdoo policy throughout the Fifth Loan and, as a con- 
comitant of it, to keep in effect more or less the same system 
of borrowing at banks which had been set on foot during the 
McAdoo régime, introducing only such changes as might be 
absolutely requisite. Mr. Glass, moreover, was of the opinion 
that the federal reserve system had come through the war in 
tolerably good condition, and that inasmuch as private absorp- 
tion of securities might now be expected to proceed at a much 
more rapid rate, the conditions created by the Fifth Loan 
would not enlarge the burden which the banks were carrying 
and would probably not produce any very serious retardation 
of progress toward sound condition. Undoubtedly also, there 
was present in Mr. Glass’s mind the more general considera- 
tion of party welfare and allegiance. He was essentially a 
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sound and loyal party man, eminently faithful to the Wilson 
régime, and a great personal admirer of the President himself. 
His relationship with Secretary McAdoo had been close; and 
‘he would have been the last to adopt any policy that might be 
regarded as being in any way a reflection or criticism upon 
that of his predecessor unless there was some very cogent 
reason for so doing. 

All of this was of course appreciated by members of the 
McAdoo group in the administration, who promptly gave out 
to the newspapers statements to the effect that the function of 
Mr. Glass would merely be that of “clearing the desk’’ left by 
Secretary McAdoo, or, in other words, to finish certain phases 
of work which Mr. McAdoo had been unable to bring to a 
conclusion on account of his hasty departure from the Treas- 
ury. Mr. Glass announced that he intended to retain the entire 
personnel of the McAdoo administration practically unchanged 
and in so doing he practically bound himself to follow the 
lines of his predecessor even in more detail than he perhaps 
realized in his own mind. These conditions placed a rather 
new face upon the administration of Secretary Glass and made 
it clear to discriminating officers of the federal reserve system 
that there was no ground for expecting any sudden reversal 
of policy, but that, on the contrary, they must prepare them- 
selves to deal with problems of the same general sort that they 
had been obliged to meet during the war. 


Condition of System at Close of War 

Nevertheless, it was a fact, as Secretary Glass and others 
believed, that the position of the federal reserve system even 
at the close of the war was strong. In far less degree than 
any other banking system in the world had it suffered from the 
terrible results of war financing. The immense underlying 
strength of the country had preserved it, the member banks 
taking up the great bulk of the loans that were offered, while 
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the federal reserve system, even after the close of the war, had 
a ratio of cash reserve amounting to more than 50 per cent. 
This situation can be clearly perceived by considering the 
following condensed statement of condition as it appeared at 
the close of the war, about two weeks prior to the technical 
declaration of the armistice., The period is selected as afford- 
ing a fair showing of the war financing factors which had 
already taken effect prior to the armistice and were making 
themselves felt. 


REsouRCES AND LIABILITIES OF THE FEDERAL RESERVE SYSTEM AT 
THE CLOSE OF BUSINESS, OCTOBER 25, 1918 


RESOURCES 

Goldiamya tal eraclictm gta SiG ae eae eee $ 376,679,000 
Gold settlement fund, Federal Reserve Board.............. 415,676,000 
Goldiwithvfiorcignvagencies®, a aysy- cu sage een cise iteiaere aie 5,829,000 
Gola’ withmederal reserve A@enuSanci-ageteeh niet eeieke riieistateteens 1, 184,998,000 
Goldiredemption! fundtssee FSi Ses tee tise ee bela mess ele tee 61,950,000 
Ocal: OlcMneSeRVveS: Pier soc suis o ciow elton ee intnis foie ate 2,045,132,000 
egal-tendertnotes, ‘silvér}"etcss 2c. . Siege eeeiee « ote sme te 53,037,000 
Totalinashi reserves) cigs he ec co acne, sehen eee care 2,098, 169,000 
Bills discounted: 

Secured by government war obligations................. 1,092,417 ,000 

AlMOther Hi. cpeceinae. ach ees cmeon + paable. Sti. tate reteen tela 453,747,000 
Billsibought mropen marketvoe. . 10) PTL ik inee otis 398 , 623,000 
United States government long-term securities. ............ 28,251,000 
United States government short-term securities............ 322,060,000 
All-otherx€anning ASSets.o. meester seed Sarl ptensnere ener rate 24,000 
Total earned assets | ak see rike were wel tecriew seeds aeke agi oteraieae eee 2,295,122,000 
Uncollected items (deduct from gross deposits)............. 856,923,000 


Five per cent redemption fund against federal reserve bank 
notes 


ULE RUE coteh Aieareg, OREO OR 2 LA). SREP ETAE SEOO ME 3,692 ,000 
All"other resources acne. «0 sauna! ahh te nl aie eee ee 16,879,000 
Total resources Wits shw.a:sctunae oeeater yale wtatsaeneteksterincte ohne ree 5,270, 785,000 
LIABILITIES 
Capital’ paid 'iniahins Ale iia, Fes ob eh ee ee eee $ 79,190,000 
Siblg oy tL CRON re enE an aoe! Say wrens ie AOS Ce GE BOE aes ens s fe 1, 134, 000 
Government Geposits.anin. wcsreeneA tierce cic ee reine tee eee 78, 218,000 
Due to;members—resenveactountieriaja- ase eieee eee at I ,683,,499 ,000 
Collection items aera, smmbeetnetrtre cee he a eee 702, 107 ,000 
Other deposits, including foreign government credits........ I 17,001 000 
Lotal. gross deposits 22 eyewear eon ee 2 580, 82 5,000 


Pederaltreserve noves im actualrciretla tions. kiete eee inne 2,507 ,912,000 
Federal reserve bank notes in circulation—net liability... ... 58,859,000 
All other liabilities 


Tid abilities...0asi Ses MANOEL ae wid ARIA adeenal nei 
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The system was evidently amply able to take care of itself. 
It still had abundant vigor and vitality and, had it been left to 
itself, might have corrected the conditions which had resulted 
from the war finance policy. The effect of the war had been 
most injurious in many ways. It had not only produced the 
effects which were superficially apparent in inflated currency, 
enormous holdings of government obligations, and extension 
of what were practically long-term renewal loans in favor of 
banks which discounted the customers’ collateraled notes, but it 
had slipped far away from the earlier traditions that had been 
developed even during its short life prior to the war. There 
was a very serious problem to be met at the time, but it was 
rather different from the problem ordinarily conceived of. It 
was rather the problem of overcoming bad traditions, prac- 
tices, and habits in banking and of adopting sounder methods, 
than it was that of repairing that of a broken or disorganized 
credit structure. 


Condition of Credit 

The condition of credit at the close of the war was, after 
all, not disastrous. The banking system might very properly 
have been regarded as on the brink of disaster but, as subse- 
quent events showed, it had certainly not been pushed over the 
brink. Even with the post-war inflation which had been 
allowed to develop, the finances of the country continued upon 
a workable basis. Had measures of contraction been vigor- 
ously applied just at or subsequent to the close of the war, the 
inflation which followed might have been checked or over- 
come. Certainly the credit situation was emphatically within 
the power of the system to control. The problem was that of 
obtaining the consent of the system itself and the collaboration 
of the Treasury Department in bringing about the restoration 
of sounder and better things. Unfortunately, the temper of 
the community was adverse to any such program, The enor- 
mous war profits which had been gained by manufacturers and 
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dealers had made a large section of the community eager to 
press forward along inflationary lines; and what would have 
been their attitude toward a genuine effort to restrict inflation 
may properly be questioned. Nevertheless, as already observed, 
the credit condition was still within control and it was entirely 
possible to obtain a revision of the banking portfolios of the 
country with a view to greater soundness and the gradual 
exclusion of war paper. 


Service of the Reserve System 


The service of the reserve system during the war period 
had undoubtedly been of inestimable value to the community. 
It would indeed be difficult to compute it too highly. This 
service was the more important in that it had been unexpected. 
No one had looked forward to any such use of the reserve 
banks. All had regarded them as a peacetime measure and 
vet they had functioned splendidly in a time of unusual and 
even unprecedented pressure. This service on the part of the 
system was, however, of a wholly anomalous type. It could 
not be expected to continue indefinitely, nor could the reserve 
banks in any conception of their duties be regarded as in any 
way likely to maintain themselves on the basis which they 
occupied at the close of the war. This can be readily appre- 
ciated when we remember that the earnings they had made 
prior to the war were normal, while during the war they 
immensely increased. Of this situation the Board said: 


The total earnings of the Federal Reserve Banks for the calendar 
year 1919 were $102,380,583, compared with $67,584,417 for the calen- 
dar year 1918, while total current expenses were $20,341,798, compared 
with $12,137,438 for the earlier year. 

As a result of increased borrowings by member banks and the 
higher discount rates adopted, the earnings of all the Federal Reserve 
Banks show considerably higher totals for the last three months than 
for the earlier months of the year. 

Current net earnings of the banks—i.e., ie excess of earnings over 


1 Report, 1919, p. 229. 
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current expenses—totaled $82,038,785, compared with $55,446,979 for 
1918. Calculated on an average aggregate paid-in capital for the year 
of $83,513,000 the net earnings for 1919 constitute 98.2 per cent, as 
compared with 72.6 per cent on the average paid-in capital in 
1918. 5 

Under section 7 of the original act the bank had to carry to surplus 
one-half of their net earnings up to 40 per cent of their paid-in 
capital and had to pay the other half to the Government as a franchise 
tax. In accordance with this provision, the banks, at the close of 1918, 
carried to surplus $21,605,901, and under instructions from the Reserve 
Board, concurred in by the Treasury, set aside the balance of their 
net earnings, $26,728,440, as a special reserve for payment of the 
franchise tax. On March 3, 1919, an amendment to section 7 was 
enacted whereby all net earnings, after deduction of 6 per cent divi- 
dends, were to be paid into a surplus fund until this fund should have 
reached 100 per cent of the total subscribed capital, and that thereafter 
10 per cent of such net earnings were to be carried to surplus, while 
the remainder was to be paid as a franchise tax to the Government. 
This amendment was made applicable to the net earnings for the 
calendar year 1918, and accordingly the Federal Reserve Banks trans- 
ferred to surplus account the amount of $26,728,440 reserved at the 
close of the year for franchise tax. 

At the end of I919, net earnings, after payment of dividends, 
amounted to $73,355,672, and of this amount $70,651,778 was carried 
to surplus, while the balance was paid to the Government as franchise 
tax by the New York bank, whose surplus is in excess of 100 per cent 
of its subscribed capital. For the other banks the ratios of surplus to 
subscribed capital stand as follows: 


Per cent Per cent 
Boston epeasey-tat.ey (1 as4 0% 58.8 Bibs LOWS he Noe Meera ise 45.8 
ING WiapViOCK Romer sycie. eos 100.7 Minneapolis. 2.4 ogee 58.0 
Pitladelphiastaea2-.see0 55.8 Kansas (City ayaa. eee 76.1 
Cleveland Marit ori keer 47.7 Dates og eye eee ree 44.3 
RUAN OE lie ct oben REIS 66.3 Saleh a0 CISCO ne aera 65.3 
iNtlantales: eee .S tao 68.5 -= 
(nica Onmese te geis scnagsl anes 57.9 Systetiie. neater eee 68.7 


Of the total earnings of the banks, about 78.9 per cent, as against 
71.5 per cent in 1918, came from discounts, largely war paper; bills 
purchased in open market contributed about 13.7 per cent of the total 
earnings, as against 17.7 per cent in 1918; United States securities, 
chiefly Treasury certificates, 5.6 per cent, as against 5.7 per cent the 
year before; transfer operations yielded about 0.8 per cent of the 
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annual earnings, compared with 1.5 per cent in 1918, while the balance 
of the earnings represent penalties including interest on deficient 
reserves, collection charges, profits on sales of foreign coin, and sundry 
smaller profits. 

Of the total expenses of operation of the banks proper, exclusive 
of their fiscal agency departments, $7,103,547, or about 46 per cent, 
as against 42 per cent the year before, went as compensation to the 
clerical staff, and $1,418,144, or about 9 per cent, as against 11.5 per 
cent in 1918, as salaries to bank officers. 


The earnings gathered in during the years 1918 and 1919 
represented the war increase in the activity of reserve insti- 
tutions, just as the growth of their staff in another way 
afforded a basis of comparison with former years. They had 
assumed an undeniably inflated status both in their portfolios, 
in their earnings, in their personnel, as well as in their relation 
to the community. The question was how best and most wisely 
to break away from that status and to restore the older and 
more normal conditions which might properly be expected to 
prevail over a period of years. 


Erroneous View of Credit 


The public, however, had received a very bad kind of 
education. Inflation had not gone far enough to show to their 
eye the really disastrous effects of the process of overexpan- 
sion. It had intoxicated the country, but the intoxication had 
not gone to the stage of absolute debauchery. The average 
man apparently regarded credit as a never-failing stream whose 
flow could be relied upon to fertilize even the most barren 
areas of commerce. The banks, too, had largely lost their 
sense of proportion, as appeared soon after the war, when an 
era of dangerous and unwise financing set in. They were of 
the opinion that, with rising prices, almost any kind of busi- 
ness could be conducted successfully and they had in many 
cases lost their horror of government intervention. With the 
government in the market as the greatest buyer of goods, and 
with government certificates of indebtedness as the funda- 
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mental commercial paper, the banking business was compara- 
tively easy, and loss was hardly to be feared even in the ex- 
change field where the “pegging” of rates had prevented the 
slightest hazard from making itself felt in the principal ex- 
changes. Even in. reserve banks it was a notable fact that 
some of them, in reporting on the operations of the year 1918, 
remarked with pleasure the action of member banks in holding 
a large quantity of certificates of indebtedness and expressed 
the opinion that, if this practice could only be continued, the 
banks being thereby helped to keep their resources partly in 
“liquid” form, a great stride forward would be taken in assur- 
ing a sound condition of the banking mechanism. It needed 
only a statement of this sort to show how deeply the poison of 
war financing had corrupted the standards of banking and 
financial practice the country over. This may in some measure 
be regarded as a fault on the part of the federal reserve system 
in not having set its face firmly against inflation. The answer 
is the one already given—that the system was neither strong 
enough nor independent enough of government authority at 
the opening of the war to adopt any such course of resistance 
to the public powers, even had the members of the system been 
inclined to pursue it; while it may be added that there is still, 
even among well-informed men, a difference of opinion as to 
whether the war could have been financed without some form 
of inflation as an incident. 

Be this as it may, and be the responsibility for conditions 
that of the government or of the federal reserve system, the 
fact is that the greatest harm of the war financing period had 
not been seen; namely, that the banking system was so seri- 
ously “water-logged”’ with government obligations. It was 
the fact that many bankers and financiers had lost their fear 
of the methods that were being pursued, and were inclined to 
favor their continuance. All this created a psychological situ- 
ation which should be borne in mind by those who wish to 
form a fair conception of the service rendered by the federal 
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reserve system during the war, and who wish to be reasonably 
fair in their judgment of the post-war policies, or who wish 
to be certain in their own minds of the true nature of the 
obstacles which the reserve system encountered in its struggle 
against inflation during the years 1919-1920. A definite con- 
dition had been developed in the public mind and had to be 
reckoned with as a factor of the first importance; in other 
words, the reserve system found itself obliged to take acccunt 
of the temper of the public, just as it had constantly been 
obliged to take account of the temper of the Treasury Depart- 
ment and of the politicians generally as a conditioning or 
limiting factor in all of its operations. 


Subordinate Position of the Federal Reserve Board 


The difficulty in the situation from the standpoint of the 
Federal Reserve Board, undoubtedly lay more largely in this 
psychological situation than it did in any of the technical 
aspects of banking or financial conditions. Could the Board 
regain the leadership which it had been intended to exercise or 
not? Could it recover the ground which had been lost by 
reason of the controlling position which the Treasury Depart- 
ment had assumed? Could the Board expect to re-establish its 
independence and that of the system, or must it look forward 
to a permanent dependence upon the Treasury? In dealing 
with this problem it was greatly handicapped by the fact that 
the reserve system itself had gradually come to hold the Board 
in a lower regard. 

The question of re-establishing the prestige of the control- 
ling agency in the system was thus both a pressing problem 
from the public standpoint and a matter of no little difficulty 
from the internal standpoint of the system itself and of the 
government in general. Moreover, it was necessary that the 
Board should now address itself very directly to the conserva- 
tion of credit. This was a matter to which more and more 
attention had been given during the latter part of the war, but 
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with less and less hope of applying the principles laid down. 
How far would it be possible after the close of the war to 
obtain adherence to a policy of supervision or control in busi- 
ness and in speculation? This question was now to be disposed 
of. The situation (as it existed just shortly before the armis- 
tice and as reviewed by a member of the Board in a memo- 
randum’ generally distributed at that time) called for careful 
survey of the rate problem. The memorandum was given 
study by the Board, and undoubtedly represented a feeling 
which had become nearly universal among its membership. 
The declaration of the armistice did not change the situation 
presented to the system, for the war financing still continued 
for a good while after it; or, to put the matter in another way, 
the war was not over in the financial sense for much more than 
a year subsequent to the armistice. The lessons of war financ- 
ing learned during the first year of the struggle were thus 
appropriate and fresh for application at the close of 1918. 


APPENDIX TO CHAPTER LVI 


MEMORANDUM ON DiscouNT RATES SUBMITTED TO FEDERAL RESERVE 
Boarp By A MEMBER JUNE 27, 1918 


With the approach of a new fiscal year and the offering of the first 
of a new series of Certificates of Indebtedness to be issued fortnightly 
to the amount of seven hundred and fifty millions of dollars until the 
first of October, the financing of the war enters ‘upon a second and 
more serious phase. Careful reckoning should, therefore, be taken 
in order that the results may be satisfactory. We should be careful 
not to draw too optimistic conclusions from the results and experiences 
of the first year of our war financing. 

During the past fiscal year, the expenditures of the Government 
amounted to over twelve and a half billions of dollars, which is almost 
six billions less than the expenditures that were estimated for the year 
—the difference being accounted for largely by inability of the Govern- 
ment to expend all the money that had been appropriated for the goods 
and services which were needed for the conduct of the war. It has 


2 See appendix, below. 
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placed three loans, to the amount of almost ten billions, and each of 
the loans was preceded by an offering of Certificates of Indebtedness. 

The extent to which the loans issued by the Government have been 
actually and definitely absorbed can not be stated with finality. The 
increased totals for banking operations, both for Federal Reserve 
banks and the ordinary banks of the country, would seem to indicate 
that in one way or another the borrowings of the Government were 
in part responsible for the banking expansion. Deposits increased over 
thirteen hundred millions between May 1, 1917, and May 10, 1918; 
loans and discounts increased between the two dates five hundred and 
eight millions of dollars and investments in United States bonds and 
certificates of indebtedness (largely certificates of indebtedness) 
increased between the two dates, one billion eight hundred and eighty- 
nine million dollars, as set forth in.the abstract of the Comptroller of 
the Currency under date of june 20, 1918. 

To get a fair basis for estimating movements in leading items of 
the Reserve Banks, a date subsequent to the important amendments of 
June 21, 1917, must be chosen. Between the dates of June 22, 1917, 
and June 21, 1918, the gold and cash holdings of the Reserve Banks 
have grown from $1,247,698,000 to $1,981,111,000; loans and invest- 
ments from $552,790,000 to $1,240,602,000, and reserve deposits from 
$1,440,597,000 to $2,029,557,000. The reserve percentage has moved 
between the two dates from 71.6 to 63.4 per cent. There has thus 
been a noteworthy decline in the reserve strength of the Reserve 
Banks, notwithstanding the fact that the gold and cash holdings have 
been increased by $733,413,000 through State bank membership and 
through gold voluntarily turned into Reserve Banks in exchange for 
Federal Reserve notes and otherwise, and notwithstanding the fact that 
the first phase of the war financing passed off with considerably greater 
smoothness and ease than anyone dared anticipate when the first 
Liberty Loan was offered. The situation is calculated to awaken very 
serious reflections as to the consequences that may not improbably 
be expected to follow the vastly increased financial requirements for 
the fiscal year 1919, if excessive reliance is placed on banking credit 
to meet the requirements. 


II. 


The estimated expenditures of the Government for the next fiscal 
year are expected, according to statements of the Secretary of the 
Treasury. to reach an aggregate of twenty-four billions of dollars. 
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To meet them, it is proposed to levy new taxes, chiefly on war profits, 
incomes and luxuries, which are expected to yield, with existing taxes, 
an aggregate revenue of some eight billions of dollars. Supposing that 
Congress authorizes as high an additional tax levy as that recommended 
by the Secretary of the Treasury, it is clear that the contemplated 
outlays of the Government will require the placing of loans to! an 
aggregate of not less than sixteen billions of dollars. 

This is the most stupendous program that has ever been proposed 
by any government. The contemplated outlay for the single year 
amounts to more than two-thirds of the outlays of England since the 
beginning of the war. How is the country to take care of the vast 
outlay contemplated ? 

We have no accurate means of knowing what the total money 
income of the people of the United States is at the present time. If 
it be assumed that it may amount to as much as fifty billions at the 
present time, it would appear that the contemplated financial program 
of the Government for the fiscal year 1919 will absorb about one-half 
of the total money income of the country for the use of the Govern- 
ment. Stating the problem in its economic dimensions, it means that 
roughly one-half of the current product of the industry of the country 
—that is, one-half of the goods and services produced, or, putting the 
same thing in more fundamental terms, one-half of the productive 
capacity of the country—must be withdrawn from producing for 
private consumption and be put at the disposal of the Government for 
the fiscal year 1919, producing such things as the Government requires 
for the equipment, supply and use of its armed forces and those of 
the governments associated with it, and, in addition, considerable 
quantities of provisions for the use of the civilian populations of the 
allied countries. 

The economic problem with which we are confronted, therefore, 
is that of cutting down the consumption of the stay-at-home civilian 
population in our own country to about 50 per cent, or one-half, of 
the product of our current industry. It seems clear, without argument, 
that this can be accomplished only by drastic revisions of customary 
habits and modes of living for all classes of our population—in other 
words, by the practice of thrift and saving on a scale of the greatest 
intensity. Goods of every description must be saved or altogether 
dispensed with; services must be saved, and, as a powerful auxiliary 
factor in the process, credit must be saved. 

Thoughtful men everywhere in the country see that living and busi- 
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ness can not be “as usual” if the war is to be expeditiously and effec- 
tually financed. It follows that, if business can not be allowed to be 
“as usual,” neither can credit. It is an especial responsibility of the 
Federal Reserve System to emphasize this fundamental truth, because 
it now looks as though business will go on being much “as usual’ as 
long as credit is “as usual.” There is, therefore, no more important 
problem confronting the Federal Reserve System than that of devising 
ways and means of exercising such control or influence over com- 
mercial credit, as will restrict its being used for dispensable and less- 
essential purposes and keep the way open for Government financing 
and other essential purposes. The President, in his proclamation of 
May 29, 1918, called attention to the fact that ‘‘all of our one hundred 
million people must be economically and industrially adjusted to war 
conditions if this nation is to play its full part. ” Industry and 
living, however, can not be trusted to automatically adjust themselves 
to war conditions, however clear the need may be. The initiative must 
be taken by some authoritative agency, and that means by the Govern- 
ment. The problem is too big to be handled by unofficial agencies, 
however willing they may be to co-operate with the Government. That 
is why the war has given rise to a whole series of new governmental 
establishments to handle the difficult commercial, industrial and finan- 
cial conditions produced by the war. The adjustment of the industrial 
and economic life of the nation to war conditions is their peculiar 
responsibility and a leading objective to the policies of such bodies 
as the War Trade Board, War Industries Board, the Railway, Food, 
and Fuel Administrations, War Finance Corporation and Capital 
Issues Committee, is to exercise such a control and direction over 
trade and industry as will divert our national energies from non- 
essential and less-essential activities to those which are vital in 
hastening the supply of the Government with needed goods and services. 

While the Federal Reserve Board is not one of these new agencies 
called out by war conditions, it, nevertheless, has a very important 
work to perform in helping forward the necessary readjustments of 
business and industry to war conditions. The Federal Reserve System 
—that is, the Federal Reserve Board and the Federal Reserve Banks— 
must, therefore, have convictions on questions of fundamental policy 
and must have the courage to advise and act on those convictions, if 
the system is to be a real factor in helping to shape a national economic 
and financial policy that will make for strength, stability, endurance 
and ultimate victory. 
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III. 


What then can the Federal Reserve System do to help and hasten 
the adjustment of business to a war basis? This is a question which 
should have the constant and most studied attention of all who are 
concerned in the administration of the system. The field of the Federal 
Reserve System is not an unrestricted one, neither does it alone exer- 
cise influence in that field, but its field is a broad one and its responsi- 
bility great. The War Finance Corporation was set up to help meet 
the capital requirements of essential industry and the Capital Issues 
Committee was established to exercise a kind of censorship over the 
issue of new securities. The field of the Federal Reserve System is 
commercial credit and our instrument of operation is the discount rate. 
This can not be too strongly or insistently emphasized. When the 
Federal Reserve Board speaks authoritatively and effectively, it speaks 
through discount rates. All else is incidental. The law has laid down 
the broad principle for the guidance of the banks and the Board in 
the fixing of rates when it declares that rates ‘“‘shall be fixed with a 
view of accommodating commerce and business,” leaving it to the 
discretion of the banks and the Board to determine what measure and 
kind of accommodation should be extended to different kinds of 
commerce and business in given conditions. Doubtless, in all ordinary 
circumstances, the banks and the Board, in the exercise of their dis- 
cretion, might safely proceed on the assumption that all kinds of 
legitimate commerce and business, in the absence of special need, are 
entitled to equal consideration. But the present are highly unusual 
times and call, therefore, for the exercise of a wisely informed discre- 
tion on the part of those who control the discount policy of the country. 

The question for us to consider, therefore, is what does the accom- 
modation of commerce and business suggest at this time as an appro- 
priate discount policy. To ask the question is almost to answer it, 
so obvious are the requirements of a good, national economic policy 
at this time. The business of the nation now is war, and whatever 
private business obstructs the nation’s business should be entitled only 
to that minimum of accommodation which is absolutely necessary. This 
means specifically at this time, as one most important step in the devel- 
opment of a proper national discount policy, that rates should be so 
fixed as to offer no encouragement to non-essential and less-essential 
business. The Reserve Banks have at last attained a position where 
the rates established by them exercise a controlling influence in the 
market, and we can not escape the responsibility of deciding how we 
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are going to use that influence: whether to maintain rates at an arti- 
ficially low and easy level, with all that such low rates will imply in 
stimulating or maintaining ordinary business at its usual pace, or 
whether to adjust our rates to changing financial and economic condi- 
tions, in order to bring about curtailment in the use of commercial 
credit and thus to help bring about the adjustment of industry and 
living to war conditions, to which the President has called attention. 
The adoption of this latter policy suggests that rates should pretty 
generally be increased at all Reserve Banks at once or in the very 
near future, and no exception, in my opinion, it may be added, should 
be made of the rate on the 15-day notes of member banks secured by 
Certificates of Indebtedness. 


IV. 


The fact that the Treasury has started with its program of bringing 
out fortnightly issues of Certificates of Indebtedness in amounts of 
$750,000,000 up to October Ist, compels us to give immediate attention 
to any change which may be necessary in the rate on paper secured by 
such Certificates. The present rate at all Reserve Banks, except Kan- 
sas City and Richmond, is 4 per cent, with no announced restriction 
on renewals. At Richmond and Kansas City, the rate was recently 
advanced to 41% per cent on recommendation of their boards. 

It is my opinion that while conditions at Kansas City and Richmond 
are at the moment somewhat peculiar, they are not so different from 
conditions which other districts will soon have to face, as the borrow- 
ing program of the Government develops pressure on the banks which 
are expected to subscribe an amount equal to 20 per cent of their 
resources to Certificates of Indebtedness. If the banks undertake to 
carry their quotas of Certificates as an extra load without making room 
for them by contracting commercial loans wherever that can safely 
be done without jeopardizing essential industry, the burden will come 
in undue amount onto the Reserve Banks and show its effect in a 
weakened reserve position. If, on the other hand, rates on 15-day 
Certificate-secured paper be raised, it will at least indicate the desire 
and expectation of the Federal Reserve System that it is not to be 
made so easy for member banks to carry the Certificates as an extra 
that they need do nothing to curtail. In other words, to put the matter 
bluntly, the Federal Reserve Board having preached the absolute neces- 
sity of saving and curtailment, ought to show that it has the courage 
of its convictions by adopting a discount policy which is somewhat 


SOME LESSONS OF WAR FINANCING 1291 


more in accordance with its announced views than the maintenance 
of a 4 per’cent rate would imply. 

As a matter of principle, it would appear that the rate which the 
Treasury has to pay on its short-term paper is the best indication and 
measure of the state of the money market and should, therefore, deter- 
mine the rate established by Reserve Banks on Certificate-secured 
notes. As a matter of banking expediency, however, we have followed 
the practice of allowing a differential under the Government rate on 
such paper; and, it may be admitted, that it would be impracticable at 
this time, even if regarded desirable on general grounds, to change 
the practice. The question at the moment is therefore one of dimin- 
ishing this differential from one-half to one-fourth of 1 per cent by 
making the rate at which 15-day 4% per cent Certificate-secured notes 
of member banks will be taken by Reserve Banks, 41% per cent instead 
of 4 per cent as at present. 

Are there any objections to be made against such an increase at 
this time on grounds of expediency which the Banks and Board ought 
to respect, even if we are agreed that, as a matter of general banking 
policy, the reasons for an advance of Reserve Bank rates are 
conclusive ? 

Vague apprehension has been expressed that an advance of the 
Reserve Bank rate to 4% per cent might endanger the negotiation 
of the 4% per cent Certificates of Indebtedness. It is, of course, clear 
that the Certificates will have to be placed with the banks and that 
their feelings are a factor that may not safely be overlooked. They 
feel that they ought not to be expected to take liberally of the current 
offerings of Certificates unless they are assured a comfortable margin 
below the rate carried by the Certificates, thus enabling them to get 
accommodation, as they need it, at the Federal Reserve banks and, at 
the same time, make a certain profit on the transaction. How much 
concession should be made to this feeling and expectation of the banks ? 
Enough, but not more, it seems to me, than is necessary to enable the 
banks to handle the business without loss. One-quarter of I per cent 
will do this and leave a slight profit. To fix a rate for the purpose df 
enabling them to earn more implies distrust of the disposition of the 
banks to help the Government unless the transaction is made sufficiently 
profitable. It raises a doubt as to the patriotism of the banks in wishing 
to help through the banking end of the Government’s gigantic financial 
program which I believe the vast majority of the banks would be 
quick to resent and give the lie to. The bankers are going to take the 
Certificates, not because they want them, but because the Treasury 
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needs their assistance. The really patriotic banker will not be materially 
affected by the difference in rate, and the weak banker ought not to be 
unduly encouraged to rely upon the Reserve Banks in handling his 
Certificate purchases by a too low rate on rediscount. Nor should 
he be misled by the maintenance of an unchanged rate of 4 per cent 
at the Reserve Banks into thinking that the Federal Reserve Board 
and the Banks are taking an easy and comfortable view of the situation. 
Such, we know, is not the case. We know that the country is faced 
with very heavy financial responsibilities; there is no easy way out 
of them. Resoluteness and courage in facing the facts were never 
more needed than at the present moment. The country—it is my firm 
conviction—people of all classes, bankers and business men as well, 
are ready to do whatever they are told must be done. Are we ready 
to tell them in the simple, but nevertheless important and significant, 
manner of the discount rate? We can not escape the question and the 
responsibility which is ours as managers of the Federal Reserve 
System. 


CHARTER ALY LI 


POST-ARMISTICE FINANCE 


Board and Treasury 


The policies of the federal reserve system after the conclu- 
sion of the armistice could not be developed without due con- 
sideration of the wishes and needs of the Treasury Depart- 
ment. As has been mentioned at the close of the foregoing 
chapter, the Treasury had by no means seen the close of the 
war so far as its problems were concerned. It had already 
advanced to foreign countries something like seven billion 
‘dollars, but as matters turned out, further advances of about 
two and one-half billions were to be granted. The armistice 
was hardly in effect when Secretary McAdoo announced his 
intention of retiring from the Treasury Department, and 
shortly thereafter Chairman Glass of the House Banking and 
Currency Committee was nominated as his successor by the 
President. 

Mr. Glass was thus faced with the difficulty of taking over 
a system of war financing which had been extensively devel- 
oped and which was now in full swing; the problem being 
whether to continue this system as it stood or to substitute 
something else. He had of course devoted much attention to 
the question of war finance in his capacity as head of the House 
Banking and Currency Committee, yet the responsibility of 
- taking over a great enterprise like the Treasury Department 
which was already in full operation upon distinctive lines, nec- 
essarily meant some change in point of view. To him, there- 
fore, upon assuming the Secretaryship of the Treasury, was 
presented the question how to complete the enormous pro- 
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gram of outlay which he found it necessary to provide for and 
at the same time to eliminate those elements in the plan of 
finance which did not commend themselves to him. 


Choosing a Policy 


Secretary Glass did not deal with this problem blindly, 
but at the very beginning of his administration contemplated 
definitely the question whether he ought to continue the country 
for some time longer practically upon a war finance basis, or 
whether he should endeavor to get back as soon as possible 
to the system of individual control of, and responsibility for, 
industry. In dealing with this question, many complex fac- 
tors had to be considered. It had already become plain, even 
to the less discerning, that war control of business was pro- 
ducing serious difficulties and dangers. The diversion of cap- 
ital into undesirable channels, the exaggeration of war indus- 
tries, the artificial condition in the money market, the steady 
inflation of all kinds everywhere in evidence, were rapidly 
transforming the business and finance of the country. At the 
same time, the restrictions which had been thrown about trans- 
portation, business, industry, and consumption were proving 
extraordinarily irksome to the average man. He was dissatis- 
fied with conditions, being appalled by the terrific burden of 
taxation and frightened by the rising rates of wages and of 
business costs, as well as by the steady advance of prices. 
There was a very powerful and respectable school of thought 
which was of the opinion that war restrictions and war control 
should continue for some time longer. But the arguments 
against this point of view were so cogent that the new Secre- 
tary of the Treasury early reached a determination to revert 
to normal conditions as soon as he could. 


Abolition of Capital Issues Committee 


With this in mind, one of the first steps to be taken was 
undoubtedly the release of the investors of the country from 
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the restrictions imposed upon the use of their funds. As 
has been elsewhere seen, these restrictions had been applied 
by the Capital Issues Committee, which had continued to get 
a stronger and stronger hold upon the business of the nation 
as time had gone by. This limitation of investment had un- 
doubtedly caused considerable hardship, and. comparatively 
early in Mr. Glass’s administration the Committee was ad- 
vised that it might well reduce its activities. The reductions 
took place and were followed not long after by the abolition 
of the Committee entirely. The effect of the action naturally 
was to give renewed freedom to those who desired to restore 
investment to normal channels, and hence brought about a 
comparatively early development of new security offerings in 
the market coupled with applications to banks for additional 
credit and a general restoration of investment to the lines it 
had previously followed. 


Abolition of Money Pool 


Elsewhere it has been recalled how, for the purpose of 
restricting undue speculation, it had been deemed best to de- 
velop a so-called Money Pool Committee in New York, whose 
purpose it was to enforce reasonable rates and to ensure mod- 
erate supplies of money to brokers and others upon condition 
that such operators would restrict their total borrowings to a 
specified level. This money pool had, of course, been ex- 
tremely restrictive in its effect upon speculation and was cor- 
respondingly distasteful to trading interests as well as to 
brokers. That in itself was not particularly an objectionable 
situation, inasmuch as the restriction of active speculative op- 
erations was to be desired until business itself had returned 
to normal channels, but the work of the Money Pool Com- 
mittee was inflicting hardship upon some elements in the com- 
munity and at the same time working in the interests of others, 
even with the best of efforts to make it equitable in its trans- 
actions. The fact that the money pool was being conducted 
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in a certain sense under government supervision, moreover, 
appeared to make the Treasury partially responsible for the 
maintenance of low rates of interest in the call money market 
and seemed likely to entail a reserve bank policy that might 
be open to criticism. 

Mr. Glass accordingly determined to eliminate the money 
pool, or at all events to withdraw from participation in it in 
so far as the Treasury could be considered to be a partici- 
pant. This intention on his part was speedily announced and 
the money pool practically reduced and soon thereafter ter- 
minated its operations. The effect of this measure was that 
of releasing speculation from control and at the same time 
permitting the rate of interest in the call market to be regu- 
lated by ordinary supply and demand. One result of such 
action undoubtedly was to facilitate the restoration of active 
speculation, even though it was possibly true that the bene- 
ficial result of the policy more than outweighed the incon- 
veniences to be expected from it. Nevertheless it was unques- 
tionable that the dissolution of the money pool brought a 
larger amount of demand for funds to bear upon the banks 
and through them upon the reserve banks. 


Relaxation of Industrial Control 


At the same time that the Treasury Department was thus 
endeavoring to restore private finance to normal channels, 
other departments of the government were gradually relax- 
ing their grasp upon business. The War Industries Board, 
as well as the numerous other administrative organizations 
which had developed a control of business, practically sus- 
pended the most annoying of their regulations within two or 
three months after the armistice, for those which sought to 
continue this type of control found themselves so strongly 
opposed by public opinion that a change of front was almost 
instantly necessary. Business thus tended to slip back into 
its accustomed channels; and finding great opportunities still 
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open to it by reason of the continuance of war finance and 
war demand in many countries, it immediately began to make 
heavy demands upon the banking mechanism. These demands 
naturally implied a tendency to higher rates of interest, larger 
loans at banks, and, of course, heavier rediscounts. 


Continuance of War Finance 


All this would have been nothing more than the early res- 
toration of normal conditions, had it been possible to restore 
public finance at the same time to a normal basis, but Sec- 
retary Glass found this to be out of the question. Not only 
had the plans for the Fifth Liberty Loan been practically 
matured, but it soon became apparent that foreign countries 
would be applicants for additional credit for a good while to 
come. It was, moreover, true that the placing of an enormous 
loan by popular subscription was evidently likely to be a harder 
task than before the close of the war, due to the reduction in 
enthusiasm and interest. So when Mr. Glass was faced with 
the question of putting the Fifth Liberty Loan upon the market 
at a rate corresponding to the prevailing market charge for 
money, the difficulties in the way of such action appeared to be 
insuperable. They were undoubtedly great, for had he an- 
nounced that the new issue would be fully subject to taxation 
and that it would not enjoy special privileges at reserve banks, 
there might have been very serious difficulty in floating it. 
Lengthy discussion with the subordinate officers of the Treas- 
ury Department led to the decision to divide it into two sec- 
tions, the one tax free at 334 per cent, the other subject in 
large measure to taxation at 434 per cent, but the use of this 
divided method of borrowing practically committed the Treas- 
ury to a demand for the continued maintenance of very low 
rates of discount at reserve banks. This meant, in a word, 
that while the government and the Treasury Department were 
putting business back into normal channels as fast as they 
could, they were keeping finance and banking in war chan- 
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nels for a very much longer period—a condition which may 
have been unavoidable’ but whose results were nevertheless 
bound to make themselves felt for a time. 


New Type of Speculation 


The Federal Reserve Act had originally provided that 
there should be no eligibility for paper made for a speculative 
purpose. Only such paper as might be made to finance bona 
fide commercial, industrial, or agricultural transactions should 
be admissible to discount. The framers of the act, having no 
power to foresee or predict the advent of extensive new war 
finance needs, or to forecast the outbreak of the European 
struggle at all, could not have made wise restrictive provisions 
with respect to government credit. They had specified that the 
bonds and notes of the government should be available for 
trading at federal reserve banks, but they had not undertaken 
to limit in any way the activities which reserve banks might 
see fit to engage in with respect to them. The opening of the 
war thus found the federal government entirely untrammeled 
with regard to its dealings with federal reserve banks, and 
the result was the immense burden of financing which fell 
upon them. It is quite probable that, had any restrictive pro- 
visions existed in the law, they would have been repealed, since 
the primary purpose both of the government and of the people 
was, of course, that of insuring a victory after hostilities had 
been opened. Such a victory, however, had now been gained, 
and the question how to return to normal financing was upper- 
most. 

Yet in this very emergency the policy adhered to by the 
Treasury and reserve system was such as to defeat the original 
purposes of the law itself. As the notes which had been made 
by customers of banks for the purpose of paying for Victory 
and Liberty loan subscriptions fell due, such customers gradu- 
ally paid them off, and it had been expected that the banks 
themselves would correspondingly reduce the amount of their 
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borrowings at federal reserve banks. This, however, was 
far from being the outcome, for the reserve banks found dur- 
ing the spring and summer of 1919 that there was no shrink- 
age in their outstanding claims upon members. 


Stock Market Loans 


Investigation soon showed that the memher banks, instead 
of paying off their loans at reserve banks, were now lending 
the money in the stock market. Others were lending it for 
purposes of local speculation in their own communities and 
to some extent probably in land and building operations. The 
reaction which had taken place in credit and in government 
restrictions upon security issue as well as upon business in 
general had tended strongly to throw demand back upon the 
banks, as we have seen; while the upward course of inflation 
with the higher prices which were being realized made it worth 
while for business men to borrow heavily in order to buy 
commodities. Stocks released from the restraint of the war 
years offered an inviting field of speculation. Thus the banks 
not only failed to reduce their commitments with reserve in- 
stitutions but even tended to increase them, with the result that 
federal reserve resources, as fast as they were withdrawn from 
the support of government bonds, were turned to the support 
of private issues and of private transacfions. It was a situation 
directly the reverse of any which had been contemplated in the 
original Federal Reserve Act and, although it was fully known 
to the Federal Reserve Board, that body did not see its way 
clear to any remedial action without the advancing of dis- 
count rates, particularly as applied to notes protected by gov- 
ernment bonds. This was out of the question so long as the 
Treasury insisted upon the low rates which it deemed essential 
to a successful management of war finance. 


Board vs. Banks 
Reserve banks themselves were hardly in a position to take 
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any action. They had been directed to discount member bank 
notes with government obligations as collateral, at a specified 
rate, and had not been instructed to inquire too narrowly into 
the purpose for which the funds were being used. They merely 
continued during the year 1919 the same policies which had 
been in vogue during the years 1917-1918 and, with some 
justice, they assymed that ‘the action of the government in 
releasing the control which had been exerted over the financ- 
ing of new issues and the development of business amounted 
to the giving of a license to individual business men to pro- 
ceed with their operations as best they could. In these cir- 
cumstances it was undoubtedly a question in the minds of 
many whether they were called upon to interfere with the 
development of the speculative mania. Certainly they did not 
do so until that development was very far advanced, a point 
being reached at which any control of it could be exerted only 
with considerable difficulty. Thus as the year drew steadily 
toward its close, the inflation of prices continued as rapidly to 
increase in its severity. Practically the only institution to 
call any public attention to the matter was the Federal Re- 
serve Bank of New York which eventually adverted to the 
subject in its monthly review of business conditions, noting 
the fact that speculation had apparently attained a powerful 
hold upon the communjty. It was indeed a dangerous situa- 
tion which had grown up in New York. Many banks in that 
city had become heavily indebted to the reserve bank with 
government securities as collateral, while their funds had be- 
come deeply involved in operations of any equally speculative 
nature, connected with foreign trade and with other enter- 
prises which had received a rather undue expansion in scope, 


Controversy as to Rates 
The result of these conditions was of course to bring about 


a very sharp division of opinion with respect to rates; one sec- 
tion of the community advocating a higher rate policy, while 
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another section was strongly of the opinion that “prosperity”’ 
was dependent upon the continuance of conditions substan- 
tially as they then stood, and without any material change 
which might operate to cut down the growth of prices. An 
acrid correspondence developed between sundry of the reserve 
bankers and the Board at Washington, as well as between the 
treasury authorities and the reserve banks. In fact, this con- 
troversy was at one time carried to a point which threatened 
to result in the resignation of one or more governors of re- 
serve banks under pressure from the Treasury Department. 
As the year advanced, the Treasury came more and more to 
entertain the view that proper restriction of credit was en- 
tirely possible in the several reserve districts if the banks there 
would consent to the exercise of a far greater power of dis- 
crimination in loans, refusing to advance funds when certain 
that such funds would be used to carry or promote speculation. 

The difference of opinion reached an acute stage late in 
1919, when Secretary Glass made demand upon governors of 
reserve banks that they reduce their speculative loan commit- 
ments and insist that their members do likewise. This he 
thought an urgent and essential preliminary—preceding the 
proposed advance of rates which would, of course, penalize the 
community at large. 

Reserve banks, on the other hand, generally maintained 
that they had no such power of discrimination, but that they 
were called upon to discount equitably for all member banks 
alike, at the rates which the Board had fixed. To their minds, 
therefore, an advance in discount rates was absolutely essen- 
tial as a prerequisite to the restriction of credit. Such an 
advance they, in various cases, desired to make, but found 
themselves restrained from so doing by reason of the refusal 
of the Federal Reserve Board or the Treasury, or both, to 
permit any alteration of the rate situation in its bearing upon 
Treasury paper. The problem received thoughtful discussion 
and attention at the conferences of governors held during 
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1919, as well as at the meetings of the Advisory Council ; 
and the latter body went on record with respect to its opinions 
in the matter, transmitting to the board the following answers 
to questions bearing upon public finance and its management: 


You have asked our advice as to the discount rates current at the 
Federal Reserve Banks, particularly as they are affected by the amount 
of Government issues remaining undigested, as evidenced by the fact 
that the larger part of the invested assets of the Federal Reserve 
Banks consists of member banks’ 15-day notes secured by Liberty 
Bonds and Treasury Certificates and of customers’ notes maturing 
within 90 days secured in like manner. The Board would like the 
opinion of the council as to the merits of differential rates. Assuming 
the differentials have been necessary to aid the Treasury in floating 
its securities, does the council feel that differentials with respect to 
the character of paper and not to time of maturity should be continued 
as a permanent policy? 

Recommendation.—Until the Liberty Bonds already issued and the 
Victory Bonds to be issued are distributed among permanent investors 
and paid for by them, and until the banks are relieved of the obligation 
they are under to carry such large lines of them for their patriotic 
customers who have gone in debt for them, and until our Government 
gets through with its temporary financing on short-time certificates, 
the discount rates at the Federal Reserve Banks should continue to 
show some preference on loans covered by Government securities. 
The rates might well be continued as they now are until after the next 
bond issue has been placed, but there will come a time when such 
preference should not be continued; otherwise loans on Government 
securities will continue to form too large a proportion of the Federal 
Reserve Bank loans to the disadvantage of commercial paper and there- 
fore to the disadvantage of industrial and commercial enterprise. The 
financial necessities of the Government for the payment of its war 
debts will, however, have to be met and provided for before such dis- 
crimination in favor of loans covered by Government securities as 
will induce people to borrow to pay for them in anticipation of their 
future earnings and incomes can be discontinued. 

You have asked for the views of the council, as to whether it will 
be necessary for some time to come, in order to develop an acceptance 
market in this country, to stimulate it by a low rate at the Federal 
Reserve Banks, and you have drawn our attention to the lower rates 
prevailing in London for bankers’ acceptances than those current here. 
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In the opinion of the council, the acceptance market in this country 
is developing as well as could be expected. The market for bankers’ 
acceptances is now and has been materially interfered with by our 
Government’s financing on certificates of indebtedness. This inter- 
ference will continue as long as the Government continues its short- 
time financing. In the meantime, the acceptance rates at the Federal 
Reserve Banks should be maintained just about as they have been. 
When conditions again settle down on a peace basis, supply and 
demand combined with competition in foreign markets will govern such 
rates. ‘ 


Attitude of Business Community 


The business community, on the other hand, was by no 
means a unit. Many business men were of the opinion that 
advance in prices was good for trade and that continuance in 
the expansion of bank credit insured higher prices. Indeed, 
not a few of them had become so much addicted to war finance 
methods that they desired to have the government continue 
its control of business even longer than it was disposed to do, 
buying their commodities and paying for them in cash ob- 
tained from bank borrowing. The farming community was 
not directly a participant in this discussion, inasmuch as the 
northern farmer was still enjoying the benefits of a “pegged”’ 
price for wheat, while the southern farmer was still sustained 
with heavy foreign purchases made with funds borrowed 
from the United States government. The later myth on the 
subject represents the farmer as having been led on and en- 
couraged by excessive advances of government credit during 
this period, but any such interpretation is of course imagina- 
tive. The truth is that the farmer was largely independent 
of the credit situation at the time, and did not need to trouble 
himself about it. The demand for his products was good, 
prices were high, and he was able to get cash. He accord- 
ingly sold for cash and his speculations in land were easily 
financed by the giving of mortgages. Thus he more and more 
tended to avail himself of the general expansive tendencies 
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of the time without considering the question where this in- 
dulgence would eventually lead. 


Growth of Prices 


As the year 1919 advanced, facts which had not been ex- 
pected made their appearance. Among these was the steady 
and rapid growth of prices. For a little while after the con- 
clusion of the armistice, prices had hesitated. Business men 
had doubted whether demand for their products would con- 
tinue good or not. Some had feared a reaction, others that 
the government would dump upon the market its entire supply 
of stored products, accumulated for use by the army. These 
fears were not realized, and after January, 1919, the up-~- 
ward movement of prices was continued so that during the 
first nine months of the year the advance in the wholesale 
index was from about 203 to 223. This increase in prices 
was of course the outgrowth of the great upward swing of 
business and of speculative demand, coupled with the free 
system of credit at the banks and the fact that almost any- 
one could finance transactions which implied the purchase of 
commodities for future use. 

Thus the business world tended to move more and more 
rapidly forward, the inflation steadily reflected in prices re- 
quiring the increase of bank credit, while the growth of bank 
credit in turn reacted upon the inflation, with the familiar 
results always realized under such conditions. As later ap- 
peared, much of the harm that was being done was in con- 
nection with foreign trade (see Chapter LVIII), but for 
the moment very little attention was paid to that side of the 
matter. Both the Board and the Treasury Department were 
primarily concerned in domestic business finance, and were 
chiefly anxious about the influence produced by it upon such 
questions as speculation and the conditions associated there- 
with. As to these, the steadily rising price level afforded 
ample ground for anxiety—a fact which was recognized by 
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the Board in statements published by it from time to time as 
well as in authoritative letters sent to inquirers. 


Increase in Production 


At the time, it was apparently thought by some that in- 
flation was not particularly harmful because it was accom- 
panied by an active increase in the production of real wealth. 
Whatever weight might in other circumstances have been given 
to such a view, it was not entitled to very serious consideration 
in 1919. As will be seen in a later chapter, a large part of the 
great production was being given away, in effect, through 
exportation to countries which were unable to pay for it, while 
another large part was being stored or hoarded because it 
had been produced far in advance of the time when it was 
likely to be wanted. It therefore represented nothing more 
than a conversion of productive sources and factors into goods 
not yet available for public consumption or for which, at all 
events, there was, no real or genuine demand, owing to the 
fact that consumers generally were unable to buy because the 
price level had outrun their purchasing power. These as- 
pects of the situation were, however, only gradually accepted 
and perhaps never were accepted by the rank and file of gov- 
ernment officials who were largely responsible for the infla- 
tion policy. Secretary Glass became more and more keenly 
aware of them as the year advanced and more and more de- 
sirous to see a return to normal conditions in rates of dis- 
count. This, however, was a matter which involved very 
serious difficulties, for reasons which must be considered more 
at length in later chapters. 


CHAPTER LVIII 


FINANCING FOREIGN TRADE 


Relation to War Finance 


No account of the post-armistice history of the f«deral 
reserve system would be understandable without at least a 
review of the effort to develop and to finance foreign trade 
upon a gigantic scale. Former wars have brought their own 
consequences in the way of financial retribution. Direction 
has usually been given to it by the peculiar conditions of eco- 
nomic development produced during such war periods. During 
the European war, the most striking alteration in American 
economic life was the sudden preponderance in importance of 
American foreign trade and the conversion of the country 
from a debtor to a creditor status. Not only was our foreign 
indebtedness largely wiped out, but we acquired a vast control 
over other countries by reason of the immense size of the 
advances we made to them. Inasmuch as these advances were 
largely in the form of consumable goods, they represented a 
very large expansion of productive power in certain industries. 
Some such industries were estimated by their operators as hav- 
ing increased their productive plant during the war by perhaps 
20 per cent of its original amount. 


Growth of Trade 


It was, therefore, quite in line with past experience and 
with the trend of economic development that the direction of 
post-war business growth should be toward the continued 
expansion and evolution of foreign trade. This was mate- 
rially assisted by several sets of factors. In the first place, the 
Treasury Department continued to extend enormous amounts 
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of credit after the war was over to foreign governments, the 
total so advanced being more than $2,500,000,000. Secondly, 
the fact that during the war our manufacturers and exporters 
had practically been guaranteed in their shipments by reason 
of the “pegging” of exchange and in other ways, had relaxed 
their caution, and they continued to sell freely to foreign 
countries at exorbitant prices and without any assurance of 
being able to collect the sums due them. Our banks, more- 
over, continued to extend large credits, while those which had 
established branches abroad in some cases gave to such 
branches almost unrestricted powers of credit expansion and 
ability to make loans. The result was to produce a tremen- 
dously top-heavy and insecure structure of foreign credit. 
This ought by every dictate of sound banking to have been 
carefully cut back or restrained as soon as the war was over. 
As has been seen, however, the federal reserve system had 
religiously abstained from participating in any foreign appli- 
cation of the powers of the system and was apparently ignor- 
ing their existence. It neither possessed much of a portfolio of 
foreign bills stated in dollars, nor did it hold any bills stated 
in other currencies. It had no foothold in any foreign market 
and little or no power to control its members in their foreign 
operations. 


Danger Foreshadowed 


The danger growing out of this situation was early fore- 
shadowed by careful observers. Already, as we have seen, 
attempt had been made within the system to secure a definite 
participation in the financing of foreign trade, but the idea 
had been rejected by the Federal Reserve Board and by the 
reserve banks. When the system of pegging exchange was 
discontinued in the middle of March, 1919, it was reasonable 
to expect a very decisive reaction in exchange values. This 
did not immediately develop in full force, for the well-known 


reason that banks and others had made exchange contracts that 
a 
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would carry them over for some time past the date when 
official pegging was suspended, while on the other hand the 
bills which they were carrying did not mature for some weeks, 
so that it would have been unreasonable to expect any very 
immediate or early alteration of conditions. It was obvious, 
however, that this state of things could not last long and that 
when it came to an end there would be severe reaction, with 
losses in the value of foreign bills and probable contraction in 
the value of assets held by foreign branches. So far as can be 
discovered, however, no effort was made on the part of the 
banking community to guard against this condition of affairs 
except that of, so far as practicable, shifting the responsibility 
or liability by retaining-a recourse upon the exporter in such 
a way as to be able to collect from him in the event that his ~ 
foreign debtor did not settle with him. This, it was assumed, 
would enable the banks to protect themselves in the event of 
loss, and probably would have done so had the erroneous for- 
eign financing been restricted to a limited number of concerns. 
The trouble was that it had assumed the proportions of a 
national evil and had gone so far that when difficulty ensued 
it was out of the question to attempt to apply in any rigid way 
the methods of protection which had thus been devised. Had 
they been so applied, they simply would have failed, and wide- 
spread bankruptcy would have been the result without benefit 
to the banks of the country. 


Views of Federal Reserve Board 


Nevertheless, the situation was such as to arouse anxiety 
on the part of the Federal Reserve Board, and by the middle 
of 1919 the problem of providing a definite means of financing 
foreign trade which would take the strain off the banks and 
would at the same time furnish a more satisfactory basis for 
future trade, was under advisement. The subject was taken 
up with various conferences of bankers but doubts and fears 


then expressed received no very serious attention. The bankers 
eo 
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expressed the opinion that the banking community was entirely 
capable of taking care of itself. Not satisfied with this, how- 
ever, the Board proceeded to develop and place before Con- 
gress a measure intended to correct the situation and provide a 
means of foreign financing. This was the so-called Edge Act 
which made its appearance in a full-fledged form during the 
summer of 1919. The conditions which produced the Edge 
Act require some analysis prior to a review of its provisions 
in more detail.* 


Financial Conditions Abroad 


Studies of financial and banking conditions in the principal 
European countries showed that the currency and banking 
situation on the Continent was one of unusual difficulty, while 
it appeared that supplies of available capital had been reduced 
to a minimum basis. It did not seem probable that conditions 
in these foreign countries could be promptly restored to a nor- 
mal footing without importing from abroad in very large 
measure the funds that were needed in the process of financial 
rehabilitation. In this connection the question was pertinently 
raised what would be the effects of the reparation which was 
to be made by the Central Powers as a result of the peace 
settlement. This reparation would of course operate to create 
a one-sided balance of trade in goods, ships, and forms of 
capital, as well as of securities, between the Central Powers 
and the countries with which they transacted business. It 
would therefore tend to place the recipients of the reparation 
in possession of funds with which they might liquidate their 
obligations to their own citizens or to foreign countries. 

France, Belgium, and other continental nations were heavily 
indebted to Great Britain as well as to the United States, while 
Great Britain likewise was a heavy debtor of this country. 
The reparation payments, while to be passed through the 

1 The following pages (1310 to 1314) present such an analysis, substantially based 


upon material prepared for the Federal Reserve Board by the author, and printed in 
Federal Reserve Bulletin, June, 1919, pp. 525 ff. 
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countries which were their recipients, might thus in the last 
analysis furnish the basis for payments to the United States 
designed to liquidate the advances made by this country to 
cover the cost of the war, save in so far as American investors 
might prefer to leave their funds actually at work abroad. 
In the latter case the effect of the reparation payment would 
be merely that of converting a government obligation into 
private securities or other evidences of indebtedness.  Bel- 
gium’s share of the reparation had already been used as secur- 
ity for the advance made by a group of American banks under 
the so-called Belgian Industrial Credit, and it was expected 
that other loans or accommodations of the same or similar 
kinds would take place in the near future. It would, however, 
be some time before the reparation thus paid could, in fact, 
amount to more than a fraction of the sums needed to re- 
establish industry abroad upon anything like its pre-war basis. 
The problem of importing capital into practically all of the 
European countries was thus a continuing one, and a successful 
basis for such importation could be found only in the assur- 
ance to individual investors in this and in other countries which 
had a surplus of savings for current requirements that there 
was a better field for the use of such savings abroad than at 
home. It was a problem of continuous rather than of tem- 
porary financing, and had reference to the ability of foreign 
countries to produce income through investment rather than 
to produce immediately consumable goods for the purpose of 
re-establishing their merchandise balance. 


Foreign Exchange Developments 


During the month of May, 1919, the foreign exchange 
situation continued to become more difficult than it appeared 
to be immediately after the period of “pegging” which came 
to a close on March 18. An immediate indication of difficulty 
in this connection had been afforded by a sharp decline in 
quotations for the principal foreign currencies, sterling going 
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as low as $4.63, francs to 6.77 per dollar, and lire to 8.75. 
These figures constituted record low quotations for francs and 
lire, and while the quotation for sterling was not so low as 
those made after the close of the pegging, it was lower than 
the rates which prevailed at the close of April. French cur- 
rency was worth little more than three-quarters of its face 
value as expressed in terms of American dollars. 

The immediate causes of this condition of affairs were 
obvious. It was reasonably estimated that the trade balance 
of the United States during the fiscal year ending June 30, 
1919, would be about $3,000,000,000, or practically the sum 
that had been annually recorded for the past three years. The 
interest due and payable on our holdings of foreign securities 
was not much below $500,000,000 annually. While it was 
impossible to say what were the total amounts payable to 
American citizens who were owners of foreign securities, or 
who had advanced sums for use in foreign countries upon 
which they received regular returns, it could be conservatively 
estimated at $100,000,000. Unofficial figures for the amount 
of foreign obligations maturing in the United States during 
the calendar year 1919 placed that sum at possibly $600,000,000 
to $750,000,000. If the figures thus given, partly for the 
calendar year and partly for the fiscal year then drawing to a 
close, be regarded, as they reasonably could, as applicable to 
conditions for the calendar year, it was apparent that means 
would have to be found during 1919 for the financing of 
about $3,600,000,000 of new obligations and for the renewal 
of perhaps $600,000,000 old ones. 

This made a gigantic, probably an unprecedented, financial 
problem. The Treasury’s ability to advance sums to foreign 
countries had been limited by Congress to the sum of 
$10,000,000,000, of which about $9,500,000,000 had been 
taken up. The department had therefore at most a sum of 
$500,000,000 (most of it allocated) which could be used for 
this purpose, so that it would seem that probably much more 
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than $3,000,000,000 of new funds must be provided by private 
initiative if we were to continue our export trade upon its 
existing level. It should be recalled that, as already mentioned, 
Congress had provided an export credit of $1,000,000,000 
which might be made available through the War Finance Cor- 
poration. The doubt whether our export trade could be 
continued upon its existing level without involving serious 
financial strain made the question of our national policy in 
reference to such trade one of urgent concern for the whole 
community. 


Export Trade and Prices 


The primary effect of the great exportation of goods from 
the United States was twofold—that of keeping fields, fac- 
tories, and men employed, and disposing of their product, on 
the one hand; and on the other, that of maintaining prices. A 
slackening of the export trade would mean an increased con- 
sumption of goods at home or else a lessened production of 
them. The constant assumption was that the latter of the two 
alternatives would be the one to be pursued and that accord- 
ingly a reduction of exports from the United States would 
mean a limitation of prices in this country. Shortened indus- 
try, less demand for labor, and accordingly falling prices, 
would be the net result of such a change in the direction of our 
business. For this reason many business men and financiers 
evidently regarded the maintenance of a great export balance 
_as practically essential, the chief modification which they 
seemed to wish to make in it being that of substituting manu- 
factures for a part of the agricultural products which we were 
shipping abroad. It was for the attainment of this end, and 
incidentally that of selling these exports at practically the 
prices prevailing, that much of the theorizing and most of the 
practical expedients that were suggested in prevailing dis- 
cussion of our international position were intended. 

This left untouched, however, the possible alternative that 
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even if export trade should be less active, there might be 
developed an equal demand for our goods in domestic trade 
which would result in employing our labor and capital at 
practically the same rate. The question was really reducible 
to this—whether we were to use all such new capital as might 
become available through savings above what was requisite 
to absorb undigested Liberty loan bonds for the purpose of 
developing our own natural resources and expanding our own 
industries; or whether a considerable part of it was to be 
loaned for use in European fields of investment naturally less 
productive but for the time being offering large returns, be- 
cause of the necessities in which the peoples of Europe found 
themselves at the close of a war of economic exhaustion. 
Should it be true that we could to greater advantage use all 
our capital at home, the only consideration in favor of an 
attempt to maintain export trade at its present level would be 
that such assistance to foreign countries had not only an eco- 
nomic bearing, but also a broader aspect. This aspect would 
be found in the view put forward by some that there was a 
motive of self-interest as well as of altruism underlying the 
idea of assisting foreign countries rapidly to restore their 
productive capacity and to get back into sound economic 
condition. 


Domestic Investment Field 


Economically speaking, the question of maintaining our 
export trade by means of loans and advances thus reduced 
itself to the problem whether there was a better field at home 
than abroad for the use of new capital. It was undoubtedly 
true that many industries in the United States were still re- 
tarded and still feeling the effects of the war which operated 
to reduce their access to capital. The building trades had 
suffered severely and both commercial and domestic construc- 
tion had fallen far behind their natural ratio of advance during 
the preceding four years. Municipal utilities and public utili- 
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ties generally had been feeling the difficulty of securing suffi- 
cient capital for adequate expansion, due to lack of confidence 
in their ability to earn at existing rates. New industrial oppor- 
tunities had not presented themselves with their accustomed 
speed, and only in a comparatively few industries whose work 
was largely contributory to the waging of the war could it be 
said that there had been a sufficient stimulus to development. 
This situation was evidenced by the high rates of interest 
which many industries stood ready to pay for the obtaining of 
capital in the present market. Assuming that foreign countries 
were in position to pay equally high rates, the question of the 
use of our available loan funds would be determined by the 
views entertained by business men and experts concerning the 
probable earning power of the industries of those countries. 
A reduction in our export trade would necessitate some read- 
justment of conditions or relationships such as that which 
followed the armistice, but the transition could undoubtedly be 
effected. Existing exportations were unquestionably upon a 
basis which it would be difficult to maintain as a permanency, 
inasmuch as they were so far above the pre-war level. 


Position of Banks in Foreign Financing 


Pending a decision of these large questions, American 
banks were doubtless in a somewhat embarrassing position. 
Their managers naturally did not care to place themselves in a 
situation in which they would own large balances abroad unless 
some definite provision was made for continuously financing 
the export balance. Accordingly, many conservative bankers 
were “covering” or “‘hedging”’ their discounts and purchases of 
foreign bills, refusing to discount or buy until they had sold a 
corresponding amount of the foreign currency which was to 
result from the paper offered them when such paper had 
matured. The effect of this policy, of course, was to reduce or 
limit the holdings of foreign currency by American banks, or, 
in other words, to require such foreign countries in every case 
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to provide for the liquidation of their purchases before they 
were actually able to finance them in the United States. In 
former times such a tendency would have afforded a sharp 
check to their purchases of American goods, but as things 
stood the disposition of foreign countries to buy upon long- 
term credit instead of providing themselves with means to 
liquidate this credit within an ordinary period through the 
exportation of their own goods or gold, would shortly reach a 
point at which the disparity of values between our own and 
foreign currencies would become so great as seriously to 
handicap further business. Alternative to this conclusion, or 
as an expedient which would probably be resorted to before 
any such final outcome had been arrived at, was the possibility 
that more gold might be shipped to the United States by debtor 
countries, thereby tending still further to raise prices here and 
to maintain them upon some basis of parity with the level exist- 
ing abroad. 


Call for Government Aid 


In this situation it was not unnatural that some important 
private interests had been calling for government aid in sup- 
porting exchange and in the extension of credits for export 
business. Congress had already declined to increase the powers 
of the Treasury Department with respect to direct loans to be 
made to foreign countries, and it remained to be seen how far 
the credit of one billion dollars placed within the reach of the 
War Finance Corporation could be availed of in practice. 
Whatever might be determined on that score, it was not desir- 
able that government direction of private industry should be 
continued longer than absolutely essential. When a foreign 
country obtained an advance from the government of the 
United States and then spent the funds thus allotted it in the 
purchase of American goods for exportation to its own citi- 
zens, there was practically a joint government guaranty of 
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either private consumption or private manufacture, or of both, 
with the results which usually follow from such guaranties. 

These results might be considered embodied in a tendency 
to indiscriminate consumption and more or less uneconomic use 
of the funds or goods which are thus set apart for the promo- 
tion of national development. A time would inevitably arrive 
when the emergency would no longer be such as to require 
national borrowing in behalf of private individuals, and when 
to continue this policy of subsidy or public support practically 
would result in the increase of an indebtedness which was 
passing beyond the power of the debtors to liquidate. Our 
banking organization was capable of safeguarding the country 
against undue devotion of its funds to foreign development 
should such tendencies manifest themselves, and at the same 
time of avoiding unwise withholding of support which comes 
from a lack of vision or a failure to understand the ultimate 
results of the. refusal of present accommodation. This, of 
course, still left open the question of the precise means by 
which our bankers and exporters could thus protect themselves. 
But it was understood that the problem was now fully under 
consideration and reasonable provision for the needs of the 
future might accordingly be expected. 


Prices and Banking 


As has been stated, the overgrowth of our export trade 
had undoubtedly had a powerful effect in preventing a decline 
of prices. This was due not only to the actual subtraction of 
goods from our domestic market to the extent that our exports 
were sold on long-term credits, but also to the more subtle and 
less obvious influence produced through the general continua- 
tion of inflation. To this perhaps more than to any other 
current factor might be ascribed the fact that prices had again 
turned upward. It had been supposed in some quarters that, 
as the demands of the government for the financing of war 
expenditures grew less, and as the demands of private business 
men and bankers for the financing of industrial enterprises 
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grew more, there would be a distinct check to inflation and a 
definite tendency toward restriction of prices. 

This would normally have been true had bank credit been 
confined to a strictly banking (i.e., short-term) basis. When, 
however, advances on the part of banks took the form of 
practically long-term or investment credit, their influence was 
to withdraw commodities from the market and to permit the 
use of them either for consumption or for the creation of 
investment capital whose actual power to produce an income 
return was necessarily rather far in the future. Such advances 
on the part of banks inevitably tended to maintain prices; and 
when such loans were made for the purpose of facilitating or 
carrying on export trade which had produced a steady and 
“favorable” balance (that is to say, a condition showing far 
greater exports than imports of merchandise), the influence 
upon banking conditions was very similar to that created 
through the use of bank funds for the support of public credit. 
In the present circumstances, therefore, a continuous excess of 
exports over imports, paid for by the issue of long-term obliga- 
tions more or less largely sustained by the banks, had to be 
regarded as a distinct factor tending to maintain the existing 
inflation and to keep things upon an unduly expanded basis. 

The foreign banking institutions were already meeting the 
same problem, and it was under discussion in a number of 
countries, notably Great Britain, where the continued large 
importation of commodities purely for purposes of personal 
consumption was being discouraged so far as practicable. 
Nevertheless, the reaction of feeling resulting from the close 
of the war had unquestionably tended to increase the disposi- 
tion of individuals to buy and spend with comparatively little 
regard for the eventual results of their action. Possibly the 
most important immediate outcome of this condition of affairs 
was the overstimulation of retail trade in consumable com- 
modities and especially in luxuries, and the relative retardation 
of business in basic commodities and materials for manufac- 
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ture. The existence of this state of things was very obvious, 
not only abroad, but in the United States. 


The Edge Act 


The Edge Act was based upon the idea of keeping undesir- 
able long-term foreign paper out of the federal reserve banks 
by providing a special set of institutions whose duty it would 
be to finance foreign trade, and by taking and holding such 
paper to afford a basis for the business, while at the same time 
drawing in from all possible resources the investment or semi- 
investment funds which the public might be willing to devote 
to this purpose. It was bottomed to some extent upon the 
War Finance Corporation, although it borrowed largely from 
the so-called “investment trusts” of European countries. 
Under it there would have been created, had it ever come fully 
into being, two distinct classes of corporations. One would 
have made acceptances and dealt in relatively short-term paper, 
running to, say, a year or more, such paper being “short’’ only 
in comparison with the operations of the other or second type 
of Edge Act banks. In this second type the institution would 
have taken over securities representing long-term advances to 
foreign countries and to other industries, would have placed 
these bonds in a pool as a trust fund to protect an issue of 
debentures, and then would have sold these debentures. 

The two kinds of business were essentially different, the 
former class being distinctly of the so-called ‘intermediate 
credit” variety, the second being definitely an investment busi- 
ness. It was undoubtedly a mistake to try to associate the two 
things together in the act and, as experience speedily showed, 
there was no basis or demand for any such measure in any 
event. “The public was not particularly concerned in the financ- 
ing of foreign trade. A group of manufacturers were so 
interested and they were already being called upon by the banks 
to guarantee the credit of foreign buyers. They were, how- 
ever, not particularly ready to transfer this guaranty to a 
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separate type of institutions by purchasing the stock or bonds 
thereof, while the public certainly was in no humor to do it, 
and interest rates were such that the average owner of a small 
sum of money could, easily enough, get 7 or 8 per cent with a 
fair degree of security on an industrial investment. There was 
no reason why he should take the bonds of an Edge Act cor- 
poration at any lower figure and so in order to get his money 
a higher one would doubtless have to be offered by such a 
corporation. A rate of 8 to 10 per cent on industrial bonds 
would, of course, have meant 10 to 12 per cent to the foreign 
user of the capital, and this was likely to be very nearly pro- 
hibitive. The Edge Act entirely misconceived the needs of 
the foreign situation. There was no reason why abundant 
capital should not have been obtained by financiers through 
existing methods of financing; the trouble lay in getting to 
any sound basis for financing abroad. If no sound basis could 
be provided domestically, an Edge Act corporation could not 
supply it. Indeed, soon after the war it became evident that 
large lenders in this country wanted the guaranty of foreign 
governments and nothing less. ‘Having that, they were about 
as well off as with bonds of an Edge Act corporation. 
Although the Edge Act was widely advertised and almost 
universally praised, it met with no success. Institutions of 
rather low capitalization were created’ and undertook an ac- 
ceptance and long-term foreign credit business. An effort was 
made by the American Bankers Association, and interests 
affiliated with it, to create a $100,000,000 corporation of the 
debenture type, but the effort did not succeed. After a few 
months of discussion and advertising, the notion was aban- 
doned. There was no further organization of Edge Act 
corporations, and the one or two which survived found it 
difficult to get more than an adequate amount of business to 
keep themselves going and pay expenses and dividends. The 
effort to afford a new type of foreign financing disconnected 


2 One in New York, a later one in New Orleans and another in Alabama. 
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with the federal reserve system, save in so far as its accept- 
ances might be bought by the reserve banks, had proved a 
complete failure, and the system was still as much isolated from 
foreign affairs as ever, while its members were subject to as 
great danger as ever in connection with their foreign financing. 


Growth and Recognition of Dangers 


The recognition of these grave dangers was not, however, 
immediate. Not very many bankers or business men had 
realized the extreme hazard which might be incurred as a 
result of operations that continuously developed a credit bal- 
ance in favor of the United States which foreign countries had 
no means of settling. Lacking a central banking provision 
which: would have tended to co-ordinate foreign sales and 
transactions, business men and bankers had pressed forward 
independently without much reference to the effect of their 
aggregate effort. The consequence was to develop an enor- 
mous credit balance in favor of the United States. Foreign 
buyers possibly did not themselves realize how heavily into 
debt they were going, and the result was that they became 
greatly overloaded and placed themselves in a position in 
which the slightest recession of prices would make it impossible 
for them to settle. Toward the close of the year 1919, this 
state of things was reaching a most aggravated position and 
not a few bankers recognized that a crash was undoubtedly 
imminent. There began to be widespread doubt and _ fear. 
Many persons expressed the opinion that the federal reserve 
system was very efficient in promoting inflation but that it 
obviously had no power to bring about contraction or deflation. 
What would be the result of the enormous overexpansion of 
foreign trade with the development of the immense unfunded 
balance of debt was the constant subject of debate and con- 
troversy, while the responsibilities of the reserve system in 
these circumstances were fully recognized in Washington but 
nothing material was done to comply with them. 


CHAPTER LIX 


RESUMPTION OF CONTROL OF DISCOUNT RATES! 


As has been seen in Chapter LVII, a hazardous condition 
had developed in domestic speculative markets. Similarly. 
hazardous conditions had, as just seen in Chapter LVIII, been 
involved in foreign trade. The two situations together com- 
bined to produce upon the mind of the Federal Reserve Board 
the conviction that something must be done to resume control 
of the credit situation or to develop such control to a point that 
had never before been attained. 

Final returns for the Victory Liberty Loan, as compiled 
by the Treasury Department, showed that the aggregate sub- 
scriptions amounted to $5,249,908,300, while the total num- 
of subscribers receiving notes of the new issue was approxi: 
mately 12,000,000. The outcome of the Fifth Loan, as thus 
indicated, was therefore an appropriate conclusion to a great 
and probably unprecedented series of government offerings. 
The actual loans placed by the government since it became 
a belligerent, with the number of subscribers and amounts 
accepted, were at the time summarized thus: 


Estimated 


Li umber of Amount 
fae Ei pees allotted 
subscribers 
Pirst loans ns es ee eee eee 4,000,000 | $ 1,989,456,650 
Secondwloat + ance vunleopeensh peme ed de. ak 9,400, 000 3, 807,891,900 
Aird |OATIMewNsere Cir hare arise ieocre aniarie ats 18,376,815 4,176,516,850 
Hourthiloamh. ers. Sek, 1 SIs 21,000,000 6,992 ,927,100 
Fifth loan (preliminary estimate)........ 12,000,000 4, 500,000,000 
AMGEN Sot, EEE OTe OOD Cord ore te as eee Pm eect $21, 466,792,500 


1 The situation in 1919, as outlined on pp. 1321-1328, was discussed by the author 
in a statement prepared for the Federal Reserve Board and published in Bulletin, June, 
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The Victory Liberty Loan simply sufficed to fund the 
greater part of the outstanding certificates of indebtedness into 
bonds. It therefore in no respect changed the problem of con- 
temporary borrowing by which the Treasury was necessarily 
faced. Expenditures were running, eight months after the 
armistice, at about the rate of $1,100,000,000 per month. 
On May 1, the Treasury Department had placed another issue 
of certificates of indebtedness amounting to $591,300,000, and 
it was understood that further issues would necessarily have to 
be offered to the public from time to time in order to make 
up the difference between current receipts from ordinary 
sources of revenue and the outlays on the basis just sketched. 
The obvious method of obtaining these funds currently was 
that of continuing to place issues of certificates with the banks. 
Such issues, however, had in the past been based upon the 
plan of periodically selling an issue of Liberty bonds. Since 
this plan was now definitely terminated, the change in public 
finance thereby rendered necessary would be that of provid- 
ing a new method of funding the certificates from time to 
time currently sold to the banks. This offered a problem 
somewhat resembling that of successfully placing the war 
savings stamp issues. It required effort designed to fix the 
attention of the investing public upon the needs of the gov- 
ernment and at the same time to offer a security which fur- 
nished a reasonable amount of remuneration and into which, 
therefore, the savings of the community might be expected to 
flow. Thus again was presented the necessity of enlarging 
the savings of the community and of devoting these savings 
to the absorption of government securities, a duty which was 
strongly insisted upon during the continuance of hostilities, 
but which none the less today exists in as acute a form as it 
did then. Financially, the war was by no means over. 


A Period of Reconstruction 


The economic problem before the country of which these 


a 
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phases of war financing formed a part involved two issues. 
One was the question how to proceed in meeting the needs 
of domestic growth. The other was that of establishing the 
proper balance between our own progress toward a new eco- 
nomic adjustment and that which we might assist European 
countries to bring about through aid to be extended to them. 
A proper settlement of these two questions in their relation 
to one another involved a process whereby price levels in all 
countries would automatically work toward a new basis, and 
implied also the establishment of a new rate of return to 
capital which might probably show a greater approach to uni- 
‘formity than previously attained. Not to establish a working 
community of prices, values, and rates of yield on investment 
would have meant that interchange of goods .and of invest- 
ment funds among nations would meet with difficulty. The 
situation of the world was such that for some time there would 
be a marked reduction of the differences between the economic 
systems of the leading countries. It was certainly not to the 
interest of any nation that other nations with which it had 
close relations should be seriously retarded in the legitimate 
use of resources and in the proportionate employment of labor. 

The attention of the people of the United States had natur- 
ally been focused upon the further improvement and expan- 
sion of domestic industry, but the position of the country 
when considered from a world standpoint showed that such 
expansion involved for its fullest success expansion elsewhere, 
both in order that customary markets for sale and purchase 
might continue to exist for domestic products, and in order 
that foreigners might be enabled to liquidate in due time 
their obligations to American creditors growing out of ad- 
vances made to them in the past and those necessarily to be 
made to them in the future. The continuation of such ad- 
vances accordingly implied that such foreign countries should 
be helped to attain to a condition in which they might settle 
their indebtedness by the shipment of goods—a means of 


1324 FEDERAL RESERVE SYSTEM IN OPERATION 


liquidation which they could not successfully employ unless 
they were enabled to place themselves in a productive condi- 
tion. Our banking and financial organization thus had a new 
and important function to perform—more important and re-. 
sponsible than any it had been called upon to perform in the 
past—that of determining the division of capital in the inter- 
national field, just as it had previously been one of its prin- 
cipal functions to determine the division of capital within our 
own territory and within different fields of industry. The 
banking system of no country has ever been confronted with 
a greater or more serious responsibility. For the disposi- 
tion that is made of our financial resources will affect every- 
one in the country for better or for worse, either as a consumer 
or as a produced. 


Growth of Business Activity 


Apparently, in consequence of the further progress toward 
peaceful conditions and a stable price outlook, as well as the 
elimination of the artificial conditions which existed during 
the war, there was evident a continuous growth toward the 
restoration of private business activity to a more normal level. 
Conditions during the autumn of 1919 more than ever favored 
this renewed trend toward activity and efficiency. The excel- 
lent agricultural outlook had undoubtedly contributed in no 
small degree to the development of an optimistic attitude on 
the part of business men and bankers, while a belief that fur- 
ther reductions in prices were not to be expected in the near 
future had had a considerable share in encouraging construc- 
tion and manufacture. The re-entry of the railroad adminis- 
tration into the market as a large buyer of iron and steel was 
expected to have an important effect upon private demand for 
those articles, while a rise in the price of copper and other basic 
metals was already observable. It still remained true that the 
steel industry as well as other fundamental lines of manufac- 
ture was far below the normal level of production. Building 
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operations were, however, resuming in a number of important 
directions and there was some increase in the volume of rail- 
way tonnage, which had been reduced to a relatively low level 
during the early months of the year. The strong foreign de- 
mand for American products resulted in keeping up the activity 
in shipping, although vessels had difficulty in obtaining return 
cargoes from European ports to the United States. 

This resumption of business activity necessarily meant a 
considerable increase in demands for loans and discounts at 
banks of all classes, an increase in demand to which bankers 
. made a ready response. Partly as a result of these conditions 
and partly, as will later be noted, in consequence of strong 
foreign demands for shipments of goods produced in the 
United States, the general trend of prices was upward. The 
Board’s index number showed that there was an advance dur- 
ing the month of April of about three points, and the reports 
of the Federal Reserve agents indicated that this upward 
movement did not only not cease but was on the increase. 


End of Government Control 

Significant developments had also occurred in connection 
with the progressive elimination of government control from 
business. Possibly the most important administrative devel- 
opment in this connection had been the abandonment of the 
attempt of the government and the steel producers to find a 
working basis for price revision in that industry with the 
presumed result of establishing an open steel market. An- 
other important step had been the removal of import restric- 
tions by Great Britain, such removal restoring to a condition 
of unrestricted movement the long list of articles whose im- 
portations had previously been barred. ‘The President's mes- 
sage presented to Congress on May 20 fixed a definite limit 
for the return of the railroads to their owners, and indicated 
that the return of the telegraph and telephone systems would 
take place as soon as practicable. Numerous minor restric- 
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tions upon business had been eliminated during the spring 
and it was probable that there was by mid-year a greater degree 
of freedom of movement and lack of restrictions upon trade 
throughout the world than had existed for nearly five years. 

The restoration of business to a competitive basis neces- 
sarily implied the restoration of the banking and financial 
mechanism to the exercise of its normal functions in connec- 
tion with the development of trade. Among these were the 
restriction of undesirable or excessive borrowing and the ap- 
plication within reasonable periods of the test of liquidation 
to our foreign trade. It would probably be some time before 
the mechanism recovered its full effectiveness and was able 
in the same degree as formerly to adjust the relationships of 
demand and supply and to control undue fluctuations in prices. 
During this period of transition danger of maladjustment or 
inflation would necessarily exist in greater or less degree, and 
such safeguards as could reasonably be applied needed to be 
invoked. This placed upon the banks of the country an ex- 
ceptionally responsible task. 


A Speculative Era 


One phase of the present situation which paralleled condi- 
tions that had existed at the close of most former wars was 
the development of an active speculative situation in the secu- 
rities market. Operations on the New York Stock Exchange 
had reached a basis practically unprecedented since the open- 
ing of the war and paralleled only by the active market opera- 
tions which marked the advent of large munitions orders when 
the European contest had definitely established itself. A suc- 
cession of “million-share days” with abnormally high prices in 
many classes of goods, had indicated the scope of the specula- 
tive movement itself, while the fact that much of the buying 
was said to have come not from professional traders but from 
prospective investors throughout the country, indicated the 
hold which the movement was already taking upon the popu- 
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lation of the United States. One phenomenon which had pre- 
sented itself as an incident to this speculative movement was 
the existence of high call money rates. These rates had at 
times gone as high as 7% per cent, although only for a short 
period in any instance. Such fluctuations of the call-money 
rate had promptly been followed by little more than very mod- 
erate curtailment of the volume of banking accommodations. 

There was thus undoubtedly an element of danger to the 
financial position of the country. Ordinarily a sharp check 
could be administered through the advancing of rates of redis- 
count at federal reserve banks. Such a check for the moment 
encountered some difficulty so long as the policy of promoting 
the absorption of government securities by favoring rates was 
maintained. For the moment the avoidance of abnormally 
high loan accounts had to be effected by means other than 
those which would ordinarily be applied under the methods 
and principles of central banking. Eventually, when cir- 
cumstances permitted, and the federal reserve banks 
assumed their normal functions, making advances chiefly 
against liquid commercial paper and reducing to small pro- 
portions advances against United States government collateral, 
a natural and effective check to existing conditions in the 
money market might be afforded through changes in rates at 
federal reserve banks. As things stood, the continuance of 
emergency conditions caused by the war induced this primary 
function of the federal reserve system to be held more or less 
in abeyance. 


Short Supply of Capital 

That the supply of capital for meeting the manifold re- 
quirements of reviving business and foreign trade was dis- 
tinctly deficient, was a view already widely accepted. Just how 
deficient this capital supply was, had not been fully known; in- 
deed, could not be until the necessities and requirements of 
the several countries had become better recognized and estab- 
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lished. The few months after the armistice had shown that 
their needs were far greater than had been supposed and that 
very great sums could be used to advantage if they could be 
obtained on a satisfactory basis. European countries did not, 
of course, afford a virgin field of investment, but the restora- 
tion of industry and trade in Europe was so important to the 
whole world in. an economic sense, and was so desirable in 
other than commercial ways, that the field of investment of- 
fered by Europe might in a practical sense for the time being 
be regarded as tantamount to a new field. The economic 
scheme of the world would be out of balance and adjustment 
until Europe’s economic power was measurably restored. 

The United States, however, like every other country, had 
to consider carefully what was the maximum amount with 
which it could reasonably part. An advance of long-term 
credit meant the taking of capital and hence of goods from 
the American market. The attempt of our financial system to 
advance credit at a rate more rapid than justified by the rate 
of saving would, therefore, simply mean advance in the “cost 
of living” to the average consumer through a further aggra- 
vation of existing conditions of inflation in banking and credit, 
with harm not only to ourselves but also to those who received 
advances on an unreasonably high basis’ of valuation. The 
natural tendency of the time was to attempt to accomplish too 
much in a short time and to go beyond the natural limits set 
by available resources, thus overstraining and crippling the 
investment mechanism of the country and opening at least 
the possibility of serious danger as a result. The difficulty 
in the situation was rendered more complex by the fact that 
American investors had in the past been so little used to judg- 
ing and absorbing foreign securities. 


Inflation Continued 


Continuous inflation of prices, credit, and speculation pre- 
vailed throughout the year 1919. The temporary hesitation 
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which had succeeded the armistice had been speedily followed 
by strong upward movements in all branches of business and 
prices, and these were accompanied by enormous increases in 
federal reserve notes as well as in deposits outstanding. The 
outcome was to leave the speculative community largely free 
to do as it pleased, so that toward the close of 1919 matters 
were rushing forward toward a climax. The high-water mark 
in stock-brokers’ loans in New York was presumed to have 
been reached at about the close of the autumn of rg19, and 
it was finally admitted that the practice of drawing heavily 
upon reserve banks through the rediscounting of Liberty bond- 
secured paper could be checked only by the application of a 
new and far more stringent control of discount rates than any 
that had thus far been attempted, as well as by determined 
effort generally to discourage the discounting of Liberty bond 
paper. ; 

Accordingly, the Federal Reserve Board set before itself 
the attainment of two principal objects—the first, the abolition 
of the preferential rate designed to favor paper secured by 
Liberty bonds or Treasury notes; the other, the raising of 
the rates of discount all around to higher levels. Of the two 
the former seemed to be the easier to accomplish at the outset 
and was therefore first attempted, the intention being to drive 
Liberty bond paper, so far as practicable, out of reserve banks 
and thereby to restore their liquid character, at least in so far 
as circumstances would at all permit. This program. evidently 
could not be carried through to successful effect at one stroke 
of the pen. It would manifestly require a number of months 
for its consummation and called for joint and skilful effort to 
reduce inflation in all branches of trade. Increase of discount 
rates at the end of 1919 was therefore looked upon as merely 
the first step in a large program, and the Board allowed it 
informally to be known that what had already been done was 
by no means final. 


1330 FEDERAL RESERVE SYSTEM IN OPERATION 


Action Finally Taken’ 

Secretary Glass eventually assented to higher rates. Ad- 
vances took effect in November, 1919, and gave the signal for 
a shrinkage of stock market values, which was stigmatized bv 
some unsuccessful speculators as the ‘Federal Reserve Board 
panic.” The remedy was urgently needed but came too late to 
act as a corrective. 

On the basis of Treasury daily statements, the total gross 
debt, which on June 30, 1919, amounted to $25,484,506,160, 
and on August 31, 1919, had reached the peak at $26,596,- 
701,648, had been reduced by September 30 by more than 
$400,000,000. Notwithstanding the increase resulting from 
the Victory Loan instalment payments in October and No- 
vember, when the final payment was made, it stood on 
November 29 at $26,116,051,952, a net reduction of about 
$480,000,000 from the high mark at the end of August, and 
a net increase since June 30 of only $631,545,792, although 
in that period only one quarterly income and profits tax instal- 
ment had been received. The total amount of loan certificates 
outstanding and unmatured, which on June 30 was $2,478,- 
317,500 and on August 31 $2,012,387,500, was reduced in 
September to $1,634,671,500; while the total amount of tax 
certificates outstanding and unmatured, which on June 30 was 
$789,561,000 and on August 31 was $1,925,837,500, was re- 
duced in September to $1,827,586,500. Of the latter, certifi- 
cates to the amount of $746,869,500 matured December 15, 
1919, and were amply provided for by the income and profits 
tax instalment payable on that date. 

During the period of five months from June 6 (when hold- 
ings of Victory notes were first reported separately) to No- 
vember 7, all reporting member banks (about 783 member 
banks in leading cities, which are believed to hold about 40 per 


2 This description (pages 1330-1 
I t 338) was prepared by th t 
was first printed in Federal Reserve Bulletin, Decker 4 am see paaeaed 
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cent of the commercial bank deposits of the country) had re- 
duced their holdings— 


of Liberty, Bonds frome ter mee $ 646,273,000 
COME ad eta uke fa tacerater’, “asks peicaa ed's c.s 633,950,000 
OD, STA ee eeeet Aor he avon de thee wi ote oe or aatrme ces $ 12,323,000 
ofey ictory Notes trom. sy... oe. $ 438,589,000 
LRO}” ckd ech ee dicate ch ois techy At Cbs Ceara ANN 292,410,000 
Olena ats ow © terete custo, teks, tetanai ba selels cp das ods 146,179,000 
of United States Certificates of 
dndebtednesss irom... saeuen $1,514,462,000 
CORDES ot, in io ca craps eonstopeysrresitencitew sae? 847,558,000 
QU, aevetrens Mtns Heke ce este STS ems Gayene 666,904,000 


Making a total reduction in all reporting 
member banks’ holdings of United States 
Wat Sectirities Of: 0. ro. . cous Bode oeee $825,406,000 


The long intermission in the issue of certificates of all 
kinds made it possible, upon resuming, to issue loan certifi- 
cates, bearing 4% per cent interest, and having shorter ma- 
turity than those issued heretofore. Coincident with the issue 
of these loan certificates, it had been thought wise, in order 
to make it possible and convenient for taxpayers to prepare 
further for the large tax payments which fell due on March 
15, 1920, to offer an issue of 444 per cent tax certificates of 
that maturity. 


Higher Level: of Rates 


When in November the federal reserve banks advanced 
their rates to the extent of about % of 1 per cent, the changes 
made at each bank resulted in the sheet given on the following 


page. 
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It could not be expected, however, that the changes in rates 
would -bring about immediately a strengthening of the reserve 
position of the system as a whole. In the fall season of the 
year the demands upon the banks are always heavy and no 
material improvement could therefore be expected before the 
end of the year. 


Changes in Reserve Percentages 


Shortly prior to the announcement of the advance in rates, 
the reserve: percentage of the federal reserve system had fallen 
to approximately 47 per cent as at the close of business on 
October 31. The report for the week ending November 8, 
showing condition at the close of business of the preceding 
day, indicated a reserve percentage of only about 46 per cent, 
while for the Federal Reserve Bank of New York the corre- 
sponding percentage was but little more than 40 per cent. 
During the week ending November 8, other federal reserve 
banks took over from the Federal Reserve Bank of New York 
ninety million dollars of acceptances, and in these circum- 
stances in order to prevent further expansion, it became neces- 
sary to call the attention of the large rediscounting banks to the 
situation. 

Practically the entire banking community recognized the 
necessity of curtailing the unduly large lines of loans which 
had been granted upon stock exchange collateral, and accord- 
ingly the developments during the week ending November 15 ° 
centered around the call-money market. The high call rate had 
the effect of checking further advances on purely speculative 
account and undoubtedly tended to promote liquidation. It 
was a precautionary measure on the part of the large» redis- 
counting banks. The report of the federal reserve system for 
the week ending November 14 showed a reduction in discounts 
at the Federal Reserve Bank of New York, amounting to 
about eighty-four millions, a change which should have sufficed 
to improve the position of the system very materially, except 
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for the expansion of loans and discounts at other federal 
reserve banks, part of which was no doubt due to the crop- 
moving operations then in progress. 

The reserve percentages for the system as a whole since 
October 15 had been as follows: 


Per Cent 
October 27.1): son an oh ae aw eae Mee Es 5s ae 48.3 
October 24 soc 00: + +o s TORR EROOII Oe coed 48.7 
October 3i ioe spice cinco ete > ids Bt ee 
NOvembete yi. oe ect ant secon lune ore mielarersets 46.8 
IN OVEMNDEEMIA SH eees ores Sete etene tiie ne tos sms 47.1 
November ar, Sat eee. JA Ve. See 46.9 
Novemben28is. dada: . Sit. ERT, RMNISES Sie ee 45-5 


Improvement between the dates November 7 and 14 was 
due to some extent to the transfer of a balance of German gold 
from the Continent to London, and the inclusion of the 
amount thus transferred in the banks’ reserves. 


Banks and Speculation 


The use by member banks of the resources of the system 
for speculative advances to their customers required the appli- 
cation of a corrective to the situation. It should be recalled 
that the resources of the federal reserve system were never 
intended for speculative purposes. Section 13 of the act pro- 
vides in part that federal reserve banks may discount notes, 
drafts, and bills of exchange arising out of actual commercial 
‘ transactions; that is, notes, drafts, and bills of exchange issued 
or drawn for agricultural, industrial, or commercial purposes, 
or the proceeds of which have been used, or are to be used, for 
such purposes. It provided further that nothing contained in 
the act shall be construed to prohibit such notes, drafts, and 
bills of exchange, secured by staple agricultural products, or 
other goods, wares, or merchandise, from being eligible for. 
such discount; “but such definition shall not include notes, 
drafts, or bills covering merely investments or issued or drawn 
for the purpose of carrying or trading in stocks, bonds, or 
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other investment securities, except bonds and notes of the 
Government of the United States.’’ 

Clear and emphatic as the act thus was with reference to 
the speculative use of the resources of the system, experience 
had demonstrated that the prohibition of direct speculative 
loans did not of itself act to prevent the indirect use of funds 
obtained from the system for speculation. Bonds and notes 
of the government of the United States were not included in 
the list of prohibited collateral, and because so large a volume 
of these admissible securities was outstanding, the collateral 
loan was used to obtain accommodation and for making good 
reserves which might previously have been depleted by making 
ineligible loans. As Governor Harding, in a letter to Hon. 
Robt. L. Owen, said: “The Board has repeatedly called atten- 
tion to the fact that resources obtained from the federal reserve 
banks should not be used for speculative purposes, and at vari- 
ous times when there has been unusual speculative activity it 
has issued public warnings as to the bad effect of such activi- 
ties upon the banking situation. The first warning of this 
kind was issued as long ago as October, 1915, and the warning 
has been repeated on several occasions since that date when 
conditions made it necessary.” 

On June 10, 1919, the Board had already made public a 
letter, which it had addressed to all federal reserve agents, 
reading as follows: 


The Federal Reserve Board is concerned over the existing tendency 
toward excessive speculation, and while ordinarily this could be cor- 
rected by an advance in discount rates at the Federal Reserve Banks, 
it is not practicable to apply this check at this time because of Govern- 
ment financing. By far the larger part of the invested assets of Fed- 
eral Reserve Banks consists of paper secured by Government obliga- 
tions, and the Board is anxious to get some information on which it 
can form an estimate as to the extent of member bank borrowings on 
Government collateral made for purposes other than for carrying 
customers who have purchased Liberty Bonds on account, or other 
than for purely commercial purposes. 
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This letter was sent out for the purpose of ascertaining 
to what extent government obligations were being used to 
secure loans from federal reserve banks for other than com- 
mercial purposes or for carrying subscriptions. The Board 
had called attention repeatedly to the dangerous speculative 
tendencies which have been prevalent. 


Effect of Public Borrowing 


The usual method of restricting the undue use of the redic- 
counting privilege is to advance rates. That policy would 
doubtless have been put into operation several months earlier 
except for its bearing upon government financing. The fact 
that the Treasury had sold more than twenty billions in bonds 
and Victory notes, many of which had been taken by persons 
who had been unable to pay for them in full but were obliged 
to carry them at banks, liquidating their obligations in part 
from time to time;.and that member banks had obligated them- 
selves to make loans to subscribers at coupon rates for a 
definite period of time, and that this policy on the part of the 
member banks had been approved by the federal reserve banks, 
materially altered the policy which would otherwise have been 
adopted by the Board. That a relatively low rate was main- 
tained for the purpose of accommodating bona fide subscribers 
to government obligations opened an opportunity for other 
borrowers to obtain funds for their own purposes at compara- 
tively low cost. This was availed of in large measure during 
the summer of 1919, and the speculative movement continued 
throughout the early autumn. These demands upon the banks 
for credit came in addition to the very heavy commercial 
requirements, to seasonal crop movement demands, and to 
needs arising out of unusual congestion of export commodities 
at ports. The advance in discount rates by federal reserve 
banks, announced early in November, was thus intended as a 
warning to the business community. 


This situation, which reached its climax in November, did 


a 
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not develop without warning. As Governor Harding has 
expressed it in the letter already referred to, ‘““The high rates 
for call money which have prevailed continuously for the past 
two weeks and intermittently for several months past were in 
themselves very clear indication of, the strained position into 
which the unbridled speculation had thrown the stock market 
and rendered a readjustment inevitable unless the resources of 
the Federal Reserve Banks were to be indirectly drawn upon 
for stock market purposes. The public has had ample notice 
of the Board’s policy.” The high rates for call money estab- 
lished early in the month of November exerted an important 
influence in discouraging undue applications for bank funds to 
be used in the carrying of securities. Call rates, in fact, prac- 
tically throughout November maintained a high level, with a 
corresponding effect upon the volume of trading. 


Location of Speculation 


As pointed out in the Board’s statement of November 4, 
1919, the speculative situation was not regarded as being con- | 
fined to any one part of the country, but there had been 
extraordinary speculative activity in all sections. The conse- 
quences of overspeculation are as evident and may be as 
serious when the funds of banks are used for the purpose of 
carrying commodities or real estate as they are when they are 
employed in a similar way in connection with stocks and 
securities. As was stated by the Board at the time, ‘The real 
character of the situation depends upon the use that is being 
made by member banks of credit facilities to be obtained at 
federal reserve banks. . . . The reports which come to the 
Board from the federal reserve districts indicate a marked 
advance in the growth of speculative transactions” ; and again, 
“There has been an increasing demand for funds, speculation is 
attaining an unprecedented activity and is embracing real estate 
and many classes of commodities.” It follows from what has 
been said, that the repression of undue speculative activity and 
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overextension of credit is as clearly a duty of the banking 
system in the South and West as it is in the East and North. 
In reply to a message received from a cotton-growers’ com- 
mittee, the Board on November 19 telegraphed the National 
Farmers’ Union, in session at Memphis, that there had been 
no change in policy with respect to the extension of productive 
credit, but that federal reserve bank resources should not “be 
used directly or indirectly for speculative purposes nor for 
facilitating the hoarding of commodities for such purposes.” 
The Board had consistently advocated during the previous 
five years the policy of orderly marketing of crops. Assuming 
that adequate warehouse facilities were available, it seemed to 
be in the interest of the consumer as well as of the producer 
that staple commodities should remain as far as possible in 
the hands of producers until sold for consumption. This 
policy gave the producer the benefit of an average price, in 
that he was not required to “dump” his products upon the 
market in excessive volume, thereby depressing the price to 
the advantage of favored consumers or of speculators who do 
not as a rule pass the advantage on to the consumer. Owing 
to the great number of producers, there was always competition 
between them to sell, which would not be the case if large 
syndicates were able to acquire control of the bulk of the crop. 
But in times when there was a world-wide demand for neces- 
sities, there was no warrant for hoarding or withdrawing staple 
commodities from the market for speculative purposes, and the 
use of the resources of the federal reserve banks either directly 
or indirectly for speculative purposes was forbidden by the act. 


Speculation in Commodities 


Marketing, transportation, and sale of commodities are 
essential and legitimate industries, and as commercial opera- 
tions have no speculative quality. They constitute a legitimate 
and normal basis upon which to ask for credit. Such opera- 
tions tend to become speculative, however, when their time or 
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maturity is no longer limited to that period which is required 
for the transportation and orderly marketing of the staple 
commodities, or when credit is requested from the banks for. 
the purpose of carrying commodities indefinitely in the expecta- 
tion of an advance in prices. Whatever may be thought of 
such undertakings in periods when abnormally low prices have 
’ developed because of inability to market commodities in the 
normal way, due to sudden disturbances of the transportation 
system or other like conditions, as was true at the opening of 
the European war, there was no ground for withholding of 
such commodities from sale when a shortage of practically all 
staples prevailed throughout the world, and when the general 
level of prices everywhere was abnormally high. In such cir- 
cumstances the use of bank credit for the purpose of carrying 
staples indefinitely in warehouses constituted an unwarranted 
drain upon the general fund of credit. These observations 
applied not only to cotton but to all ‘other products which have 
a broad market. 


Policy of Secretary Houston 


In the effort to bring about a more normal state of things 
and to prevent the country from plunging further into a morass 
of high prices and inflation, the policy of the Treasury was 
likely to be of the utmost importance. Secretary of Agricul- 
ture Houston had been appointed by the President as head of 
the Treasury upon the retirement of Secretary Glass, and 
almost immediately committed himself to the idea of retire- 
ment and of limitation of war credit. His policy in handling 
the finances of the Treasury was parallel to his policy of Treas- 
ury note refinancing, and as a corollary he early accepted the 
notion of ending the War Finance Corporation and terminat- 
ing its activities. This determination on his part was an- 
nounced early in 1920 and constituted an important step toward 
the elimination of unsound finance. At the same time the Fed- 
eral Reserve Board continued to raise discount rates, the figures 
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advancing until about the middle of 1920, when they reached 
a maximum level of 7 per cent. It required no little courage 
on the part of the Treasury Department to see the prices. of 
Liberty bonds fall off as the plan of cutting down the paper 
collateraled by such securities was pressed forward to com- 
pletion, but the Secretary of the Treasury, having made up 
his mind to the necessity of the policy, adhered to it rigidly and 
steadily throughout. 


Stock Market Recession 


In the stock market the recession which had been initiated 
as a result of the first advance in discount rates, did not steadily 
continue but it was succeeded by fluctuations of value which 
were evidently the precursor of general reaction in quotations. 
The-excessive price levels of the year 1919 had evidently passed 
their peak and there was a situation throughout the country 
which on the whole was inimical to further new financing 
at that time, both because of the exorbitant prices which had 
to be paid for materials of manufacture or for building, and 
because of the extremely high rates of interest at which new 
issues of securities could be successfully placed upon the mar- 
ket. Many who would have gladly refinanced themselves and 
converted their floating debt into funded obligations, shrank 
from the attempt because of their feeling that the level of in- 
terest charges and the general cost of refinancing had reached 
such a point as to make it a matter of great extravagance to 
accept these costs as permanent. 


Warnings of Federal Reserve Board 


In the discussion of the years following much was to be 
said with reference to the question whether the Board did or 
did not consciously start upon a policy of “deflation.” There 
is little to indicate that any far-reaching or inclusive policy of 
deflation was developed by the Board at any given moment, 
but the Board frequently warned the public of the hazards 
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which it was facing in the then existing system of prices, the 
inflation of values, the excessive speculation, and was disposed 
to urge moderation in the further development of credit. Per- 
haps the best illustration of the Board’s attitude with regard 
to this whole question may be found in the so-called Phelan 
bill, for which it was directly responsible and whose enactment 
it succeeded in obtaining from Congress. Believing as it did 
that some banks were getting by far too much credit and were 
using this credit in such a way as to harm or damage the bank- 
ing situation in their respective communities, Governor Hard- 
ing had conceived the idea that it would be desirable to intro- 
duce what was called a progressive rate of discount. The bill 
to that effect was drafted and placed in the hands of Repre: 
sentative Phelan, who meanwhile had become the chairman of 
the House Banking and Currency Committee. Mr. Phelan 
presented the measure with purely minor modifications, and it 
was adopted by both House and Senate early in 1920.° 


The Phelan Act 


As thus adopted, the Phelan Act provided for so-called 
progressive rates of discount, by establishing a basic line of 
credit beyond which further extensions of loans to banks 
should be made only at an increasing rate. The thought was 
that, after a member bank had obtained a certain amount of 
rediscount credit, the cost of further accommodation would 
become so heavy as to lead it to refrain from making further 
obligation, so that the reserve banks would not be subjected to 
the embarrassment of having to refuse accommodation on the 
ground that the member was already unduly extended and 
ought not to have more. Fora long time there had been gradu- 
ally developing in the system a feeling of reluctance with regard 
to applications for credit. Reserve banks were not disposed 
to say to their members that they must abstain from further 
applications, but they were inclined to urge that such banks 


3 See Appendix A for legislative history, 
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should, whenever possible, discontinue lending upon eligible 
paper. Thus the reserve banks sought to restrict their advances 
either by limiting eligibility, or by in some way dissuading 
the public from other demands. While this may not have been 
a very courageous way of looking at the rediscount situation, 
it is worthy of special note at this point because it represents 
the point of view of the Board, which, although undoubtedly 
aware of danger and desirous of checking it, nevertheless 
yielded readily to demands for enlarged accommodation. 


Errors of Phelan Act 


The Phelan Act was thus the means of getting an artificial 
or automatic means of applying the brakes to a movement 
which should have been restrained by direct action; and its 
true character was revealed by the fact that, although in the 
beginning the Reserve Board had designed to make it manda- 
tory, the recommendations of some of the reserve banks event- 
ually resulted in making the progressive rate permissive, so 
that as it finally went into operation this permissive rate was 
applied only at four institutions—the reserve banks of Dallas, 
Atlanta, Kansas City, and St. Louis. It was essentially 
another serious and regrettable departure from the theory of 
the Federal Reserve Act. That theory had been based upon 
the idea of unlimited discount of all offerings of paper of the 
eligible varieties, with general advances in rates or narrowing 
of eligibility for the purpose of applying a check when neces- 
sary. The Phelan Act adopted the opposite point of view and 
shaped its policy upon the theory that the best form of check 
to an overrapid growth of credit was to be found in a cash 
penalty, afforded by the exacting of a progressive rate of dis- 
count from each customer. Later experience was to show in a 
definite way how unwise this plan certainly was, but it did 
not require experience to perceive the theoretic defects of the 
scheme, since they were inherent and grew out of a desire to 
find an easy way of refusing, something whose withholding 
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could best and most wholesomely be accomplished by a blunt 
statement on the subject. 


Application of Progressive Rates‘ 


Under the terms of the Phelan Act, provision was made for 
the application of graduated rates of rediscount, rising from a 
base rate to be established at the option of the board of directors 
of a federal reserve bank, according as the applications for 
rediscount filed by member banks exceeded a specified or base 
line to which the normal or basic discount rate was applicable. 
The new plan has been put into effect by four federal reserve 
banks. The basic line adopted by the Atlanta, St. Louis, and 
Kansas City banks was two and one-half times a sum equal to 
65 per cent of the member bank’s average reserve balance, plus 
its paid-in subscription to the capital stock of the federal reserve 
bank, both calculated over a fixed period to which the basic line 
applied. For the Dallas district, however, a basic discount line 
was adopted equal to the paid-in capital and surplus of the 
member bank. Atlanta and St. Louis applied the normal rate, 
i.e., the generally effective rate to all offerings for rediscount, 
and applied a progressive “super-rate”’ at the end of the reserve 
computation period to the average borrowings in excess of the 
basic line; while Kansas City and Dallas imposed the “super- 
rate” upon such part of the current offering as might, together 
with outstanding borrowings, be in excess of the basic line. 
As a scale of rates, all four banks adopted an increase of one- 
half of 1 per cent for anything up to 25 per cent in excess of the 
basic line, with 1 per cent for the second 25 per cent excess, 
and so on upward. Exceptions to this progressive rate plan 
were generally made in case of member-bank collateral notes 
secured by Government obligations, although some variation in 
method of making exceptions had been introduced in the four 
banks where the plan had been in effect. 

As illustrative of the working of the plan, a concrete exam- 


*See Appendix B to this chapter. 


1344 FEDERAL RESERVE SYSTEM IN OPERATION 


ple may be cited. A bank with a normal line of $100,000 and 
borrowings of $200,000 would be charged an excess or super- 
rate of one-half of I per cent on $25,000, I per cent on an 
equal amount, 114 per cent on a like amount, and 2 per cent 
on the final $25,000. All paper under discount on the date 
the progressive rates became effective was exempted from the 
application of the super-rate, although counted as part of the 
general credit structure in determining the scale of super-rates 
applicable to new loans or to renewals. The working of the 
plan was of considerable interest because of the fact that it 
had not been applied in all districts, while there had been dif- 
ference of opinion as to the theoretical advantages of it. 

The following table from the Federal Reserve Bulletin 
affords a general view of the operation of this system for two 
representative months in 1920. 


DISCOUNTED AND PurRCHASED Bit~ts HELD By GROUPS OF FEDERAL 
RESERVE BANKS 


Group I Group 2 Group 3 
Total 

A B A B A B 
May 28 in Rio depssasmera ays 1,752 | 1,686 | 424 | 510 | 762 | 742 | 2,938 
| iptiial ee i, niece ics SIC Gran 1,794 | 1,732 | 420 | 499 | 760 | 743 | 2,974 
JaadegIn 75 ..deAIe wares 1,769 | 1,706 | 415 | 488 | 742 | 732 | 2,926 
‘JUDG. D Oca crise erie 1,603 | 1,564 | 405 | 456 | 686 | 674 | 2,694 
sJuatie 2 5 Aies ee ak eS ee 1,708 | 1,682 | 415 | 468 | 707 | 680 | 2,830 
Ue ee ee ee SP 1,793 | 1,785 | 421 | 475 | 721 | 675 | 2,935 
SJ UIe Qi Mere kee ott creer eee 1,777 | 1,782 | 421 | 462 | 736 | 690 | 24934 
Jtlhy} 16 37s. hth alee toe 1,729 | 1,705 | 413 | 484 | 705 | 658 | 2,847 
MPUly, 29 i. cts deena ey eerie 1,709 | 1,685 | 414 | 501 | 700 | 637 | 2,823 
Julysgo. Hite T A tees 1,708 | 1,677 | 413 | 515 | 716 | 645 | 2,837 


Notes: Group 1 shows totals for the Boston, New York, Chica i i 
: on, ; go, and Minneapol 

Federal Reserve Banks, all of which have raised their commercial discount rate uy i; 
per cent. 

Group 2 shows totals for the Atlanta, St. Louis, Kansas Cit 

i Shot. = y, and Dallas Fed 

Reserve Banks, all of which have adopted a system of progressive discount rates. iby 

Group 3 shows totals for the remaining four banks, i.e., the Federal Reserve Banks 
a iis ahora babe ciaw! bape and San Francisco, which have neither raised 
heir discount rates during the more recent period nor adopt i 
ticiz. discount, p opted a system of progressive 

Column A shows actual totals of discounted and purchased bills held. 

Column B shows adjusted totals of discounted and purchased bills, ie, exclusive 
of bills discounted for or bought from other Federal Reserve Banks, and including 
bills discounted for or bought from other Federal Reserve Banks. 
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Interdistrict Business 


One phase of the discount situation which the Federal 
Reserve Board already perceived and perhaps thought to rem- 
edy by the application of the Phelan Act, was seen in the cir- 
cumstances of some of the reserve districts which had become 
very much more inflated than others. It was also true that 
some of these districts were sufferings the consequences of 
“frozen credit” at the close of the war and thereafter more 
extensively than were others. In fact, the war had not closed 
when the question of applying that provision of the Federal 
Reserve Act which permitted inter-reserve rediscounting had 
been brought into effect. The original act had never, as some 
have asserted, contemplated the idea that every district should 
be independent of every other, but on the contrary it had from 
the very beginning recognized the thought that many districts 
would from time to time have to call for assistance. The 
framers of the act, of course, had never imagined a condition 
similar to that which had existed at the close of the war, but 
they thought it quite likely the burden of “crop-moving de- 
mand” would be shifted to the reserve banks from time to 
time, with the result that the weaker reserve banks located in 
farming districts with a strong crop-moving demand would 
have to call upon the others for help. No such necessity had 
arisen prior to our entry into the war, practically all the reserve 
banks being, during 1914-1917, amply supplied with their own 
funds. A different situation had set in as the war advanced, 
and the Board had established the practice of ordering reserve 
banks which were high in funds to rediscount for others which 
were short of cash or which had only an insufficient percentage 
of reserve. 


Opposition to Rediscounting 
Strange to say, this rediscount policy, although it had 
originally been demanded and insisted upon by a good many 
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business men and bankers who, before they had seen the first 
draft of the Reserve Act, were inclined to charge that it did 
not take care of crop-moving needs, was now opposed by bank- 
ers. This opposition exhibited itself partly through the Fed- 
eral Advisory Council. The reason for it was sufficiently plain 
and lay in the fact that business men and bankers in the more 
prosperous districts feared that their funds would be drawn 
off into districts where the resources available were insufficient 
or where the funds were likely to be used to take up and carry 
large frozen loans. There was also the usual element of self- 
ishness in the situation. A good many commercial banks had 
done a profitable business in financing distant banks in the 
country regions, especially during crop-moving time. They 
undoubtedly feared that this element of their trade would be 
taken away from them, or its profitableness diminished, as the 
reserve system became able to finance completely the require- 
ments of its members throughout the system. Chicago banks, 
for example, could endure the competition of the reserve bank 
in their own district, but they regretted to face the loss of 
profitable business in Missouri or Alabama, due to the fact 
that the southern reserve banks were permitted by the Board 
to draw off funds from the Federal Reserve Bank of Chicago 
and transfer them to those districts. This they felt was some- 
what like using their own funds as a basis of competition witn 
them, since they themselves, of course, had furnished the funds 
of the Federal Reserve Bank of Chicago. The opposition 
accordingly became intense, and perhaps could not well have 
been overcome had it not been for the existence and needs of 
the war. 


Situation at the Close of War 


The beginning thus made laid the basis for a large develop- 
ment of the inter-reserve bank discount policy at the close of 
the war. When the reaction in prices came on, under condi- 
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tions to be later reviewed, it became evident that the reserve 
banks in the South and West would not be able to meet the 
demands of their customers, or perhaps even to liquidate, with- 
out leaning heavily upon the stronger units of the system. 
Accordingly, an important element in the development of a 
discount policy was that of determining the relations between 
districts and the probable effect of low or high rates upon 
transfers of funds through the reserve banking system. In a 
general way, the necessity of transferring funds between dis- 
tricts ought to have operated toward the material raising of 
the rates in the lending districts, with an even greater advance 
‘in the southern and western borrowing sections. When the 
time came for the advance of rates, as it did at the close of 
1919, the Federal Reserve Board, therefore, deemed it best to 
assure the banks that, no matter what might be done, rates 
would be kept so adjusted that they could rely upon getting 
accommodation from other members of the system. In fact, 
it is undoubtedly true that the Reserve Board never refused 
an application for inter-reserve rediscount made by a reserve 
bank. 

In such circumstances a very marked increase of this kind 
of business was to be expected, and it in fact moved upward 
toward a peak which it reached in 1921. After that year, 
business recession and gradual liquidation enabled the weaker 
reserve banks to cancel their indebtedness, and the year 1922 
saw the reserve banks entirely free of such business. Certain 
important aspects of this phase of the discount situation have 
been analyzed by the author in the Federal Reserve Bulletin® 


as follows: 


INTERDISTRICT MovEMENT 
The amount of interdistrict shifting of credit can be seen from the 
following compilation, which gives the figures for each of the first 
seven months of 1921: 


4For September, 1921. 
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REDISCOUNTS AND SALES oF DiscoUNTED AND PURCHASED PAPER BETWEEN 


FEDERAL RESERVE BANKS 
(In thousands of dollars) 


Dis- Pur- 
counted chased Total 
bills bills 
1921 

Janiary. Soe e. aL RIRe eA. Sak $ 98,458 | $ 51,138 | $149,596 
Pebruary: woe Piscine terme un acLa. ae 39 , 500 7,848 47,348 
Watch! eet fae. Ser ae e. aetaels here a arate iene 33° OOOr Ioan. Meee at 33 , 000 
April «tata. dea ydiceee abe - seek 95 47,000, dot .<,4. 46h 47 ,000 
IU Taig cs RS EF Nat A hoy atc 77 OOO Se eae dee 77,000 
faite ye TOu IE SON Te. SALA, eek EI TGOOON! SG .e 111,000 
Pty a oper tte caste teaser < enerete etcetera 523 S50 7a eateceer micas 123,507 


During the present year the interdistrict movement of funds has 


been less complex in character than during the preceding year. 


The 


influence of war conditions has become more remote, while the peak of 
the readjustment period, with its manifold reflections in the position 
of the banking system, has been passed. The banking situation has 


REDISCOUNTS AND SALES OF PAPER BETWEEN FEDERAL RESERVE BANKS, 


First SEVEN MoNnTHS OF I02I 
(In thousands of dollars) 


Federal Reserve Bank of— 


Philadelpniaieith, Jiveeae sn. = 
Cleveland 
Richmond 
Atlanta 
CICA SON ce alinre Gisttec ate Re 
Ohh LOUIS. ie eente tans eee 
Minneapolis 
Kansas City 
Dallas 


Amount received 


Amount furnished 


Redis- Dis- Pur- 

counted Sold counted chased 
$ 84,550 | $10,671 
RY ot 0 ie $57,646 | 267,500 340 
iA Saher hi MR dae tae 5,000 6,823 

Se Pee 172,41 f 
3220), OOO! | cern eee | eee ees bib 
27,957. |se ds Salekteie] tee es ae ee 
Se oe 1, 315 523 oat ol ee 
wok ineoreiemtal.|c. eee 
Cok 0s01 5 Ge eR ERODES ee otea ct versibaiaee cg . : 
2035,500 so) eS PE teh SOR I ee 
vet eee 25 li satiety: 15,058 
$529,465 | $58,986 | $529,465 | $58,986 
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become easier, and conditions during the present year more nearly 
reflect what may be considered to be the normal interdistrict movement 
of funds. As would be expected, the volume of the movement is con- 
siderably less than a year ago. A smaller number of districts also 
have required aid. The movement this year has been more distinctly 
seasonal in character. While a number of the agricultural districts 
have been self-sufficient and self-dependent in a financial way, those 
which have received accommodation from others have been primarily 
agricultural districts. At the same time, the distinctly industrial dis- 
tricts have been those which have supplied the funds required. 

The preceding table shows the amount furnished and the amount 
received by each district in rediscounting with others during the first 
seven months of the year 1921. 


DISTRIBUTION OF CREDIT 


While the Federal Reserve. System is in a strong position to meet 
requirements, and while the machinery for distributing credit to the 
different sections of the country is even more perfect than heretofore, 
there have been some complaints of defects in the distribution of it. 
Whatever these defects may have been, they have not been due to any 
lessening in the number of banks accommodated during the season, 
as may be seen from the following table, which shows comparatively 
the total number of institutions accommodated during the past few 
-years. From this it appears that the aggregate number of banks 
receiving rediscount credit is now greater than at any time in the past. 


NumsBer or BANKS ACCOMMODATED THROUGH THE DISCOUNT OF PAPER 
DuriInG SPECIFIED MONTHS, 1917-1921 


Month 1917 1918 1919 1920 1921 
IMarchianeneetne seria 315 1,568 4,758 3,670 5332 
June sniseontls seiteate goo 3,021 4,047 4,948 5,740 
Sesidesanlelerey (iors doo ole 953 3,464 3,722 A755 Oa eee a Se . 
Decemberv.. -. sae es TOL 3,288 3,659 fT 5 LT ees : 


As has been pointed out, however, in recent discussion, this dis- 
tribution of credit can be considerably furthered by a more general utili- 
zation on the part of the banks. The loans made by the member and 
nonmember banks throughout the country are not in all cases well 
distributed, and in a number of cases have not been judiciously made. 
Something over a third of all member banks have at times appeared 
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not to be borrowing from the Federal Reserve Banks at all, and of the 
two-thirds which were borrowing, more than one-half were borrowing 
very large amounts. Many of these banks extended themselves so far 
that they do not now feel warranted in making any new loans, regard- 
less of the disposition of the Federal Reserve Banks to rediscount the 
paper. They do not want their names on any more paper than they 
already have indorsed. They are indisposed to increase their contingent 
liability. No doubt this situation will be corrected as the season 
advances, through a broader participation on the part of the banks 
in rediscounting, which is clearly evident in the statistics already cited. 


CHANGES IN Discount RATES 

The changes in discount rates on agricultural paper which have 
become effective during the past two months have resulted in a rate 
schedule which compares with that in effect a year ago, as follows: 


FEDERAL RESERVE BANK D1scoUNT RATES ON AGRICULTURAL PAPER 
MatTuriInGc WITHIN Six Monrus, IN Errect SEPT. I, 1920 AND I9Q2T 


Federal Reserve Bank 1920 1921 
Boston Rass. 6 Se TS a Cee Ah tesreh nce seen se 1 
New York urs -anitah. Pande ve. Penance 1 tf. 
Philadelphia tases: s.+\ tau ana des eae Oe ea oe 6 5% 
Cleveland «.scvcaxteroars ata er ae Nee PRN ATE Suelo Ea 6 5% 
Richmond 1. 23134), 4s 3. ES ERR OD, a IIS 6 6 
Atlanta 5.0 Mk thr tare eek ak tee ree ree 6 6 
Chicago.:.:. wivenmuaae? « a obs.: ad ataeee fo. ore AO aA Gea 7 6 
OE LLOUuiss, Aes SI gm ete lbs wc, ceded cof anion eae "on 6 6 
Minn eapolisic cd sito at cnesto cates ene cc ang a ee 7 6% 
Kansas. City visas Giese aoe Gea rT ale a or ramen 6 6 
Dallas... . .@6@8.. <9 05, 280k seh Re. oon SA 6 6 
pSan: Francisco. cast vas ne Caen icncls ome tartan 6 5% 


From these figures it will be seen that a reduction in discount rates 
applicable to agricultural paper varying from one-half to 1% per cent 
has taken place at many ‘banks during the past year, while at others 
the rate was never above 6 per cent. 


Some Conclusions 


Summing up what has been said, it may clearly be inferred 
that the federal reserve system had not fully resumed control 
of discount rates. Before the time had come when the Board 
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could effectively raise its rates, reaction which would naturally 
have set in under any circumstances was about due. The 
Board’s advance of rates may have “given the signal” for such 
reaction, but did not do much more than that. It may have 
accelerated or accentuated a movement which would otherwise 
have developed, but certainly did not restrict the expansion in 
lines of credit or materially tend to prevent business from mov- 
ing into speculative channels. Least of all, was there any 
evidence of a definite deflation policy applied in an effective way 
through refusal to discount paper based upon stored commodi- 
ties or whose proceeds were to be used in stock or other specu- 
lation. The resumption of the control of discount rates, of 
which much has been said, must therefore be regarded as hav- 
ing been theoretical, due to the fact that the raising of rates 
was invariably deferred until such time as the movement of 
prices had far outgrown such control. 


APPENDIX A TO CHAPTER LIX 


Some misunderstanding has occasionally arisen from references to 
the “Phelan bill.’ Two measures are usually referred to under that 
title, the one adopted in 1918, the other in 1920. The text above deals 
with the law of 1920, but a brief outline of the earlier measure of 1918 
is herewith given. 


LEGISLATIVE History OF THE PHELAN BILL oF 1918 


House Bill 11283 was introduced on April 8, 1918, by Mr. Phelan 
and considered on the 24th. In his explanation Mr. Phelan brought out 
the following main points of the amendment. The first section pro- 
vided for a slight change in the method of election of class A and 
class B directors. Under the original act member banks were grouped 
according to their capitalization, in three groups each of which was 
to include possibly an equal number of banks. It had however been 
found impossible to put into one group a number of large banks 
equal to the number of medium or small sized banks in the second 
group for the reason that there were fewer large banks. As a 
result it was practically impossible to do what was actually intended. 
The new provision left it to the discretion of the Federal Reserve 
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Board to decide the number of banks which were to go into one 
group, while the provision that the banks in each group should 
be as nearly as possible of the same capitalization remained. 

Mr. Phelan said: “We feel that the smaller banks ought to have 
representatives who will represent them for their interest, and not for 
other interests interfering with that representation.” (Record, p. 5575, 
65th Congress, 2d Session. ) 

Section 2 referring to section 11 (k) of the Federal Reserve Act 
extended the fiduciary powers which were already granted to the 
national banks so as to par them altogether with the State banks, to 
the effect, “. . . . that the Federal Reserve Board shall have the 
power under the limitations of the act, to grant these fiduciary powers 
to national banks even though in the State law there is expressly 
or by implication some prohibition to the granting of this power to 
national banks, with, however, this provision: That that shall apply 
only where as similar power is granted to State banks, trust com- 
panies or other competing corporations.” (P. 5576.) As Mr. Phelan 
explained, the provision was intended to prevent national banks from 
being discriminated against by the States. 

Another provision of the bill called for the issue of federal re- 
serve notes of larger denominations including $500, $1,000, $5,000, 
$10,000 notes; with the purpose of conserving the gold supply. ‘“‘At 
the present time certain individuals, corporations and banks in par- 
ticular, like notes of large denomination, which makes it easier for 
exchange purposes to pay off balances and other purposes.” (P. 5578.) 
Since federal reserve notes would serve as well as gold certificates, 
which were used until then, the constant draft on the gold supply 
would be avoided. 

Section 4 amended the act in reference to reserve requirements. 
It permitted the Federal Reserve Board to let down the reserve re- 
quirement in certain instances. “It permits the Federal Reserve Board 
in the case of banks situated in outlying districts of central reserve 
cities, which are New York, Chicago and St. Louis, and in territory 
which has been incorporated within the municipal limits of those 
cities through expansion, to require of banks in such sections only 
such reserves as are required of banks in reserve cities or only such 
reserves as are required of country banks as the board may decide.” 
(P. 5579.) A similar provision was included with reference to banks 
in reserve cities. 

Section 5 of the bill was intended to clarify section 22 of the act, 
which had remained all the time doubtful as to its interpretation. 
“There was nobody who could tell authoritatively as to what or what 
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could not be done, because no attorney connected with the Federal 
Reserve Board or Treasury Department or anyone connected with 
the Department of Justice could tell what a court would hold, nor 
was any such individual authorized to give a definite construction of 
the section.” (P. 5580.) Subsections (a) and (b) were simply a 
re-enactment of the existing law. Subsection (c) prohibited any 
director from getting any commission for any service rendered by 
him, like obtaining a loan, getting a note, etc. In subsection (e) it 
was provided that no officer of the bank could obtain any higher rate 
of interest on his deposits than anyone outside the bank. Subsection 
(d) modified the provision forbidding directors of a bank to sell secur- 
ities to the bank, since the enactment of this prohibition had resulted 
in driving men who were in the security business off the boards of 
directors. Mr. Phelan admitted that from a theoretical banking stand- 
point it was not desirable to have such men on the boards. But owing 
to the peculiar development of the banking business in this country 
the practical situation had to be met. “Hence the committee felt we 
ought to go at this thing in a liberal spirit, provided we safeguarded 
things, so that it.is difficult if not impossible for an abuse to grow 
out of what we frame; that we ought so far as possible to liberalize 
the provision relative to the board of directors of these various 
banks: ~ (P5580, ) ‘ 

The next two sections, while long and complicated, were simple, 
as Mr. Phelan explained, when it was understood what they intended. 
“They simply apply the existing law with reference to national banks, 
to Federal reserve banks. In other words, strange as it may seem 
there is no statute law punishing officers or employees of the Federal 
reserve banks for overcertification of checks and other offenses.” 

Practically the only objection was raised by Mr. Robbins, who 
protested against the extension of fiduciary powers. The real pur- 
pose of this provision he asserted was, to force the trust companies 
into the federal reserve system. “That is what you intend to do, 
and it will affect more or less the special privileges and franchises 
that these companies hold and enjoy, under which they have been 
doing business in many instances for more than half a century, some 
of them, and will affect the right that they have already acquired 
and have long enjoyed under the laws of our State.” (P. 5586.) 

The bill was passed by a large majority. 

Mr. Owen reported an amendment, striking out all except section 3, 
providing for the printing of large denominations of reserve notes, and 
section 7, imposing penalties for embezzlement of the funds of federal 
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reserve banks. The bill as amended passed the Senate with little dis- 
cussion, and a conference was agreed to on the part of both houses. 

On September 9 Mr. Owen reported in the Senate a disagree- 
ment on the bill. Since the House conferees insisted on the adoption 
of the provision as to fiduciary powers, and the Senate had previously 
voted for the bill without this section, Mr. Owen did not feel justi- 
fied in agreeing to that proposal, until the Senate had been informed 
of it. “Personally I think that the trust privilege ought to be granted, 
because in some instances the national banks are subject to a serious 
handicap because of the competition of State banks, and I think it 
desirable, that the banks should be upon the same basis, so that, when 
they do compete with each other they may compete upon fair terms.” 
(P. 10097.) No further debate ensued and when the conference report 
was presented on September 18, the Senate receded from its amend- 
ments, and the report was adopted. The House likewise voted upon it 
favorably on the same day. 


APPENDIX B TO CHAPTER LIX 
WoRrKING OF THE PHELAN ACT OF 1920° 
In January, 1923, Acting Governor Platt sent to the Senate a full 
account of operations under the Phelan Act, as follows: 


Washington, January 17, 1923. 
Sir: On December 7, 1922, the Federal Reserve Board received 
from the Secretary of the Senate a resolution (S. Res. 335) adopted 
December 6, 1922, reading as follows: 


“Resolved, That the Federal Reserve Board be requested to 
obtain from the federal reserve banks of Atlanta, St. Louis, 
Dallas, and Kansas City statements showing all cases where inter- 
est ranging between 10 per cent and 87% per cent per annum, 
both inclusive, was exacted from member banks, giving names of 
the banks, their capital and surplus, and location where 10 per 
cent per annum or more was charged on loans and rediscounts, the 
rate and amount of interest charged in each instance as expressed 
in dollars and cents; also a statement showing whether the federal 
reserve banks have refunded to each member bank from which 
such exactions were made the amount of such interest collected 
in excess of 10 per cent per annum upon each loan upon which 
such interest was charged.” 


In view of the fact that progressive rates were assessed against 
average borrowing in excess of the basic line determined in the manner 
outlined in Appendix A [not given in this book], attached to this reply. 
by the Federal Reserve Banks of Atlanta, St. Louis, and Dallas, and 
not against each individual loan, and that the same result was obtained 


° Congressional Record, 67th Congress, qth Session, p. 256s. 
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by the Kansas City Federal Reserve Bank by adjustments and rebates 
currently made, it would have been possible to have interpreted thg 
resolution as applying only to those banks which were charged intérest 
_at the rate of Io per cent or more on total borrowings during any 
period in which progressive rates were assessed. If this had been 
done, the report of the Board would have covered only 5 banks in the 
Atlanta district, 5 in the St. Louis district, none in the Dallas district, 
and 16 in the Kansas City district. The Board felt that such inter- 
pretation would not give the Senate the information desired, nor would 
it give a fair picture of the real effect which the progressive rates 
had on borrowings of member banks. Accordingly, the resolution 
was interpreted to call for the additional discount charged member 
banks at progressive rates in each instance where the maximum point 
to which the rate progressed was 10 per cent or over. The report 
therefore covers 44 banks in the Atlanta district, 49 in the St. Louis 
district, 114 in the Kansas City district, and 20 in the Dallas district. 

It should be understood, however, that the range of rates charged 
is merely a record of the mathematical steps used in the calculation 
of the amount of discount chargeable under the progressive-rate plan. 
It was somewhat similar to an interest table, in that tables could have 
been used showing the average rate to be charged under each range 
of progressive rates. As stated in Appendix A to this letter, graduated 
rates were progressed at the rate of one-half of 1 per cent for each 
25 per cent by which the amount of borrowings exceeded the basic 
line. In the calculation of the amount of discount chargeable, there- 
fore, it was necessary to divide the excess borrowings into portions 
equivalent to 25 per cent of the basic discount line of the member 
bank and then to assess the superrates by successive steps, beginning 
with one-half of I per cent. 

For example, if a certain member bank had a basic discount line 
of $100,000 and its total borrowings during a given month averaged 
$400,000, of which $100,000 was secured by Government obligations 
and exempt from the application of progressive rates, its excess bor- 
rowings subject to progressive rates would amount to $200,000, as 
indicated below: 


Total borrowings, average during the month................... $400 , 000 
Deduct: 
Bastercdiscountplines™ terse aac teres $100,000 
Paper secured by Government obligations and ex- 
empt from the application of progressive rates... 100 ,000 
200 , 000 


Excess borrowings subject to progressive rates... +ssrrreereees $200 , 000 
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Progressive rates increasing at the rate of one-half of 1 per cent 
for each $25,000—25 per cent of basic line—by which the borrowings 
subject to progressive rates exceeded the basic line would have been 
assessed against the $200,000 as follows: 


$25,000 for one month at one-half per cent..............---..--- $ 10.42 
$25,000 for'one month at 1 per cent.) / 02... 6s. te ee ee 20.83 
$25,000, forjone month at 144 per cent. ;.)5.) 20. asid-m om - Peiteele 31.25 
$25,000 for one month at 2\per Cent, 22 22. eye ae. ooh. oars os 41.67 
$25'o00 for one monthiat 25% pen CONb je sa. etait er let 52.08 
$25,000ifor one month iat giper icent!!. Signer ark a-ha. Sols lao. t 62.50 
$o5-000 for one monthiathse Der. Cenb a. see ao weap 72.92 
$25 O00, formOne mOntn atria) Percent atts nts ieee eet ee seeks oid 83.33 

Totaliu($200,000))..4) + lemcitibias -ea4 ter las. qh -leahetots $375.00 


In this particular case the member: bank would have been charged 
$375 on its excess borrowings of $200,000 for one month—in addition 
to the discount charged at the basic rate—and this would represent 
an interest charge of 2% per cent on the excess borrowings of $200,000, 
or of 1% per cent on total borrowings. As explained below, this would 
have represented an interest charge on total borrowings of 67% per cent. 

It will readily be seen from the above example that the rate which 
is most significant, inasmuch as it measures the extent of the penalty 
imposed on the member bank under the progressive-rate plan, is the 
one which, when applied to the total amount of excess borrowings, 
yields the amount of interest charged to the member bank. In the 
case just described this rate is 2% per cent and not 4 per cent. The 
total rate chargeable on excess borrowings in the above example 
would be 8 per cent, or thé basic rate, which may be assumed to be 
534 per cent, plus the average superrate of 2% per cent on excess 
borrowings. This calculation should be carried one step further in 
order to determine the average rate such a bank would be paying on 
its total borrowings at the Reserve Bank, which we find to be 534 per 
cent plus 1% per cent, or 67g per cent, at a time when the bank was 
borrowing altogether an amount equal to four times ‘ts basic line. 

It may be well at this point to call attention to the fact that while 
there has been considerable criticism of the progressive rates as 
applied by the four Federal Reserve Banks, most of the criticism has 
come from sources other than the banks which paid these progressive 
rates. In fact, as shown on pages 47—48 of part 22 of hearings before 
the Joint Commission of Agricultural Inquiry, the Kansas City Federal 
Reserve Bank received resolutions from banks in a number of cities 
in its district requesting that the progressive rates be continued. 

A careful examination of the statements inclosed herewith will show 
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that very few of the banks paid an average rate—normal rate plus 
superrate—on total borrowings as high as Io per cent in any period 
during which progressive rates were assessed, even before rebates were 
made of interest charged in excess of 12 per cent by the Atlanta and 
Kansas City Federal Reserve Banks. In the case of the Dallas Reserve 
Bank the maximum average rate charged on total borrowings did not 
reach 8 per cent except in the case of one bank, and in that instance 
it only reached 8% per cent. When it is taken into consideration that 
the average rate charged by member banks to customers in this dis- 
trict, especially in the smaller towns, was from 8 to Io per cent, it 
will be readily seen that the adoption of the progressive rates, though 
it may have reduced materially the profits of the borrowing member 
banks, did not penalize them in the sense of making them pay more 
for accommodation at the Federal Reserve Bank than they were charg- 
ing their customers. Even in the much-quoted case of the bank in the 
Atlanta district which paid a maximum rate of 87% per cent on a 
small portion of its excess borrowings during the two-week period 
ending September 30, 1920, we find that that bank was charged only 
13.37 per cent on total borrowings during the period from June to 
November when it was assessed progressive rates and only 8.8 per 
cent after charges in excess of I2 per cent were rebated. 

One reason for the high progressive rates in the Kansas City dis- 
trict was that as they were applied to current borrowings at the time 
paper was offered for discount, and the rate of progression began at 
a point determined by the amount of the bank’s borrowings in excess 
of the basic line, including the current offerings, the minimum rate 
applicable was frequently materially above the basic rate. These rates 
were charged, however, with the distinct understanding that the excess 
in the amount of interest charged over what would have been charged 
had progressive rates been applied to daily excess borrowings instead 
of to the current offerings would be subsequently rebated. 

The resolution requests the Federal Reserve Board to give the Sen- 
ate the name, capital and surplus, and the location of each bank which 
paid interest at progressive rates ranging from 10 to 87% per cent 
per annum, together withthe rates paid and amount of interest charged 
in each case. While the Board desires to comply with the resolution in 
its entirety, it does not feel at liberty to divulge the names of member 
banks which were charged interest at’ progressive rates. Many of the 
member banks in these four districts, which were borrowing excessive 
amounts from the Federal Reserve Banks and consequently paying 
progressive rates, were in a very overextended condition, and if the 
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name of any particular bank were made public in this connection it 
might create doubt in the minds of some of the bank’s customers as to 
its soundness and as to the judgment and ability of those responsible 
for its management. Some of the bank’s depositors might withdraw 
their accounts in the belief that it is not safe to leave their funds on 
deposit with an institution which had been permitted to get into an 
extremely overextended and perhaps unsafe condition. In the state- 
ments submitted herewith the names and locations of individual member 
banks have, therefore, been omitted. 

In adopting the policy of charging progressive rates, the Federal 
Reserve Banks were guided by the fundamental principle that each 
member bank is entitled to accommodation in proportion to its contri- 
bution to the lending power of the Federal Reserve Banks, consisting 
of its lawful reserve on deposit with the Federal Reserve Bank and its 
quota of the paid-in capital stock. It was this contribution to the 
Federal Reserve Bank’s lending power which was used in determining 
the normal or basic discount line, except in the case of the Federal 
Reserve Bank of Dallas, where the capital and surplus of the borrow- 
ing member banks was used as the basic line. This was done for the 
reason that the directors of the Dallas bank, after careful analysis, 
felt that this method of determining the basic line was more satisfac- 
tory, especially in the case of the smaller banks. The principle of the 
basic line is recognized in section 4 of the Federal Reserve Act, which 
provides that the board of directors of each Federal Reserve Bank 
shall, “subject to the provisions of law and the orders of the Federal 
Reserve Board, extend to each member bank such discounts, advance- 
ments, and accommodations as may be safely and reasonably made 
with due regard for the claims and demands of other member banks.” 
The authority for charging progressive rates is contained in section 14 
of the act, which provides that discount rates, “subject to the approval, 
review, and determination of the Federal Reserve Board, may be 
graduated or progressed on the basis of the amount of the advances 
and discount accommodations extended by the Federal Reserve Bank to 
the borrowing bank.”” The method of arriving at the basic discount 
line in each of the four districts was detefmined by the boards of 
directors and is fully explained in Appendix A [not shown]. 

While the details of operation of the progressive rate scheme were 
somewhat different in each of the four Federal reserve districts in 
which it was put into effect, the Board has endeavored to present the 
figures for all four districts in as uniform a manner as practicable, in 
order that the data may be as nearly on a comparable basis as the 
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different methods of application will permit. But it has been neces- 
sary to use three slightly different forms of presentation, one for the 
Federal Reserve Districts of St. Louis and Dallas, another for the 
Kansas City district, and a third for the Atlanta district. In examin- 
ing these statements, it should be borne in mind that the object has 
been to show the additional discount charged at rates above normal, 
i.e., the penalty which was assessed against each member bank on 
account of its obtaining accommodation in an amount greatly in excess 
of its equitable proportion of the lending power of the Federal Reserve 
Bank. 

Amounts shown in the columns, “Additional discount charged at 
superrates,” therefore, do not include—and this is explained in the 
note at the bottom of each statement—the discount charged at normal 
or basic rates which the bank would have been required to pay had 
no progressive rates been in effect. Likewise, the rates shown in the 
tables are stated exclusive of the normal discount rate in order to 
enable one to get a clear picture of the penalty rate assessed. If it is 
desired to obtain the average rate applied to borrowings in excess of 
the basic line, or to total borrowings, it will be necessary to add the 
normal-rate in effect to the superrates shown. For instance, member 
bank No. 1 in the Kansas City statement was charged in May, 1920, a 
superrate on excess borrowings, before adjustments and rebates, of 
2.46 per cent, and on total borrowings of 1.12 per cent. These rates, 
when added to the normal rate of 6 per cent—applicable to all paper 
not secured by United States Government obligations—bring the total 
rates charged up to’8.46 and 7.12 per cent, respectively. The rates 
shown in the column headed, “Range of supperates,’ are also the 
penalty rates charged, and must therefore be combined with the normal 
rate to get the total rate charged. Therefore, in cases where the 
penalty or superrates ranged from one-half to 4 per cent, the total rate 
charged on borrowings in excess of the basic line ranged from 6% to 
IO per cent. 

The normal rate in the four districts which applied progressive 
rates was 6 per cent on all paper except that secured by United States 
Government obligations. Such paper was accorded preferential rates, 
with a minimum of 5 per, cent, during the period in which progressive 
rates were in effect. In the Atlanta and Dallas Federal Reserve Dis- 
tricts rates on paper secured by Liberty Bonds and Victory Notes 
remained at 514 per cent during the entire period in which progressive 
rates were in effect. In the St. Louis and Kansas City districts the 
rates were increased from 514 per cent to 6 per cent on May 21, 1921, 
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and September 28, 1920, respectively. When progressive rates were 
established, rates on paper secured by Treasury Certificates of Indebt- 
edness were 5 to 5% per cent in each of the districts except Kansas 
City, where a uniform rate of 5 per cent was in force. While the 
minimum rate remained unchanged in the Atlanta and Dallas districts, 
the maximum rate was increased to 6 per cent on July 2, 1920, by 
Atlanta, and on July 13, 1920, by Dallas. The discount rate actually 
chargeable on such paper corresponded with the rate borne by the 
securities pledged as collateral within the minimum and maximum 
limits stated above. In the case of the St. Louis district on January 22, 
1921, a flat rate of 6 per cent was substituted. The Kansas City Fed- 
eral Reserve Bank increased its maximum to 6 per cent on July 3, 1920, 
and on July 1, 1921, adopted a uniform 6 per cent rate on all classes 
of paper. 

In view of these preferential rates on paper secured by Government 
obligations, the average normal or basic rate charged in these districts 
was somewhat below the 6 per cent rate on commercial and agricultural 
paper in effect and averaged around 534 per cent. 

The Kansas City Federal Reserve Bank applied the progressive 
rates to paper at the time it was offered for discount, and in accord- 
ance with its previously announced policy made current daily adjust- 
ments in the amount of discount charged on excess borrowings as 
paper matured and was paid. The borrowing member bank knew, 
therefore, that the progressive rates originally applied were only 
tentative and that after adjustments and rebates they would be 
charged progressive rates only on their actual borrowings in excess 
of their basic line. This plan of operation, however, made it neces- 
sary, in order to present a complete picture, to show in the exhibit for 
the Kansas City bank the amounts charged member banks at super- 
rates, both before and after adjustments and rebates. In both the 
Kansas City and Atlanta districts, rates of interest charged certain 
member banks progressed to exceptionally high levels, largely because 
of the fact that these member banks allowed their reserve balances— 
which entered into the determination of the basic line—to fall far 
below legal requirements. In view of the high rates, these two Federal 
Reserve Banks requested and obtained permission from the Federal 
Reserve Board to rebate all discounts charged in excess of 12 per cent. 
In the case of the Atlanta Federal Reserve Bank, the amount of dis- 
count charged at superrates, both before and after these rebates, is 
shown, while in the case of the Kansas City bank these rebates have 
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been included with the rebates arising from current adjustments 
explained above. 

As brought out in Governor Harding’s testimony before the Joint 
Commission of Agricultural Inquiry, and in the report of that com- 
mission, the situation in some of the Federal Reserve Districts early in 
1920 was such that a relatively small number of banks were borrowing 
excessively from the Federal reserve banks, while other member banks 
were borrowing little or nothing. At that time the reserve percentage 
of the Federal reserve banks. was approaching the legal minimum 
provided in the Federal reserve act, and it was therefore felt that, if 
member banks which were not borrowing should apply for such 
advancements and accommodations from the Federal reserve banks as 
they were entitled to receive, the Federal reserve banks would soon find 
themselves in a position where the reserve requirements provided in 
the Federal reserve act would have to be suspended. The Federal 
Reserve Board and the Federal reserve banks concerned felt that there 
should be a more even distribution of accommodation extended to 
member banks, and four Federal reserve banks—Atlanta, St. Louis, 
Kansas City, and Dallas—requested and obtained approval of the 
Federal Reserve Board to establish progressive rates which would 
have the effect of restraining borrowings on the part of banks in an 
overextended condition. It was thought that this would discourage 
such member banks from making further loans and that consequently 
any demands for additional credit would come largely from banks 
which were not in an overextended condition. 

As a matter of fact, this is about what happened, as may be seen 
from the following quotation taken from pages 56-58 of part 2 of the 
Report of the Joint Commission of Agricultural Inquiry, which relates 
to loans in the Kansas City district: 

“In January, 1920, 14 banks in Kansas City had absorbed 34 per 

cent of the normal lending power of the federal reserve bank and 

9 Omaha banks had absorbed 23.5 per cent. Therefore these two 

cities alone had absorbed 57 per cent of the normal lending power 

of the Kansas City Federal Reserve Bank. There was a slight 

recession in the borrowings of these banks due to temporary sea- 

sonal deflation in the early part of 1920, but by April, 1920, the 

14 Kansas City banks were absorbing 50 per cent of the normal 

lending power of the Kansas City Federal Reserve Bank and 9 

Omaha banks were absorbing 23 per cent, representing a total of 

73 per cent of the normal lending power of the Kansas City 

Federal Reserve Bank, and leaving only 27 per cent of the normal 

lending power available for the 1,063 other member banks in the 

Kansas City district. 


“In the period from April 19, 1920, to December 31, 1920, 
banks which had not been previously borrowing increased their 
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borrowings to 12 per cent of the normal lending power of the 
Kansas City Federal Reserve Bank. During the same period the 
number of banks borrowing in the Kansas City Federal Reserve 
District increased from 178, or 16.8 per cent of all the banks, to 
416, or 38.3 per cent of all the banks. In the same period the 
amount borrowed by all borrowing banks increased from 
$106,851,047 to $117,328,475. While banks not borrowing pre- 
viously to April 19, 1920, when the progressive rate became effec- 
tive, were increasing their borrowings, the borrowings of the 14 
Kansas City member banks paying the progressive rate decreased 
to 36 per cent of the normal lending power of the Kansas City 
Federal Reserve Bank, and the borrowings of the 9 Omaha mem- 
ber banks paying the progressive rate decreased to 13 per cent of 
the normal lending power of the Kansas City Federal Reserve 
Bank. 

“One effect of the adoption of the progressive rate in the 
Kansas City Federal Reserve District, therefore, apparently was 
to compel a reduction in the proportion of the lending power of the 
Kansas City Federal Reserve Bank, which was being absorbed 
by the large city banks in Kansas City and Omaha, and to permit 
the use of that lending power in meeting the requirements of banks 
which were previously not borrowing or borrowing only moder- 


ately.” 

In examining borrowings of member banks in the larger cities, such 
as New York, Chicago, and Boston, we find that no member bank in 
any one of these cities at any time borrowed from the Federal Reserve 
Banks an amount in excess of two and one-half times its basic line. 
Consequently, had the progressive rates been in effect in these districts 
without exemption of paper secured by United States Government obli- 
gations, no member bank, with one exception, in any of these cities 
would have at any time paid an average rate on total borrowings as 
high as 7 per cent, and in the case of this one exception the average 
rate would have been less than 7.05 per cent. In this case, however, 
the bank’s entire borrowings were secured by obligations of the United 
States Government. : 

It is clear, therefore, that every member bank in these big cities, 
borrowing at the 7 per cent commercial paper rate, whether or not 
borrowing in excess of its basic line, paid a higher rate of discount 
than it would have been required to pay had the Federal Reserve 
Banks in those cities adopted a 6 per cent rate on commercial loans 
with progressive rates such as were in effect in the Atlanta, Kansas 
City, St. Louis, and Dallas districts. This statement is based upon 
the assumption that no loans to these banks in excess of their basic 
lines would have been excepted from the application of progressive 
rates; as a matter of fact, as is shown in Appendix A, most of the 
paper secured by obligations of the United States Government was 
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exempted from the application of progressive rates in all districts. In 
the case of the Atlanta district, paper drawn for strictly agricultural 
production up to 100 per cent of the bank’s capital and surplus was 
also excepted from the application of progressive rates. 

From an examination of the statements inclosed herewith, it will 
be noted that the average superrate—excess over normal rate—if 
applied to total borrowings, very rarely exceeded a reasonable penalty 
charge, even in the case of those banks which were in a highly over- 
extended condition. In the case of the bank in the Atlanta district 
which was charged superrates reaching in one instance as high as 
81% per cent, it appears that during that particular two-week period 
the average superrate applied to total borrowings was 27.44 per cent 
before the Federal Reserve Bank rebated all discount charged in excess 
of 12 per cent, and 3.88 per cent after such rebate was made. 

With regard to this bank, the following is quoted from a letter 
received from the chairman of the board of directors of the Federal 
Reserve Bank of Atlanta, printed on page 318 of part 13 of the hear- 
ings before the Joint Commission of Agricultural Inquiry: 


“Taking the matter as a whole, however, from the statement 
submitted below, it can be seen that while the progressive rates 
seem exorbitant the average rates paid to us for money borrowed 
during this period, when applied against the average borrowings, 
will not show anything in comparison to the seemingly high pro- 
gressive rates shown. For instance, the average borrowings of 
the ————— National Bank for the period from June 15, 1920, to 
October 15, 1920, was $149,830. The normal discount rate at 6 
per cent on this amount would be $2,996.60. Add to this amount 
progressive discount rates charged, $3,680.15, and this less pro- 
gressive discount rates rebated $2,281.56, would leave net amount 
of interest paid $4,395.19, which would result in a rate charged 
for the average borrowing of 8.80032 per cent per annum.’ 


At the time the high progressive rate was charged this bank it was 
borrowing from the Federal Reserve Bank an amount equal to almost 
seven times its own capital stock, and at the same time had allowed 
its reserve balance to fall so much below legal requirements—from 
$9,433 to $86-—that its basic discount line, which is based upon the 
amount of its contribution in the form of capital stock subscription 
and reserve balance, was less than one-sixth of what it would have 
been had its reserves been maintained in accordance with the Federal 
reserve act. This failure to maintain reserves as required by law 
resulted in the bank’s having a very low basic line and consequently 
the ratio of its borrowing to its basic line rose very rapidly. Had 
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the bank maintained the reserve required by law, the maximum rate 
charged would have been 17 per cent, and the average rate on total 
borrowings, even before rebates were made, would have been 9.19 per 
cent during this semi-monthly period. 

At the time the Federal Reserve Board authorized the Federal 
Reserve Banks to establish progressive rates, it was not expected that 
any member bank would permit its lawful reserve balance to decline 
almost to the vanishing point, especially at a time when it was in so 
badly overextended a condition as to necessitate borrowings from the 
Federal Reserve Bank in an amount equal to several times its own 
capital and surplus. The Federal Reserve Board did not approve of 
excessive rates, and as soon as it became apparent that the progressive- 
rate plan in effect was in some instances resulting in unreasonable rates 
immediate consideration was given, both by the Board and the Federal 
Reserve Bank, to devising some plan whereby such results could be 
obviated. As a matter of fact, the high rate of 87% per cent was 
charged in the two-week period ending September 30, 1920, and reports 
of these transactions were received by the Board some time during 
October, and on November 1 the progressive rates in the Atlanta dis- 
trict were abolished and that bank substituted in lieu thereof a flat 
commercial rate of 7 per cent, which was in effect also at the Federal 
Reserve Banks of Boston, New York, Chicago, and Minneapolis. 

It is a noteworthy fact that the excessively high rates charged in 
the Atlanta and Kansas City districts in certain instances were, as in 
the case discussed above, due primarily to the effect upon the member 
bank’s basic discount line of its failure to maintain its legally required 
reserve balances with the Federal Reserve Bank. In the case of St. 
Louis and Dallas, the member bank’s basic-discount line, in consequence 
of the method by which it was determined, was in nowise affected 
by failure to maintain its reserves, and accordingly in these two dis- 
tricts the rates charged did not reach excessive levels and no rebates 
were made, as was done in the Atlanta and Kansas City districts, 
where all interest charged in excess of 12 per cent per annum was 
subsequently rebated. These rebates amounted to $9,108.66 in the 
Atlanta district and to less than $300 in the Kansas City district. 

As an illustration of the relationship between discount rates charged 
by the four Federal Reserve Banks which adopted the progressive 
rate plan and the rates charged by the other banks, there are shown 
below the average rates—including discount at progressive rates— 
charged by each Federal Reserve Bank during 1920 and 1921: 
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Federal reserve bank 1920 1921 
BOStOn myer irate ak. ae ae TH Sd: 6.03 5.88 
ING Win ORK err oatettond Mica te EES eases sos. 2 5.97 6.06 
Bhilad elphia sprame «2 vie ee Met eet eeae®., 5.44 5.44 
Cleveland.) ar serys Set OE Ihe yee. na. 3 5.66 5.72 
RICO Gama eta Cert sae ee re ee Ie eT 5.78 5.91 
Ntlanta Sere een. Pee Ss: AG ari e oo es os 5.97 6.05 
(AMON 2's pa ph eS Oe oer le Chee Te 6.32 6.29 
UML OUIS neon ee eta mathe? We a eB iane thet 5.98 5.90 
INBtrameVSzy myelhishe, Gara: euch ee eee eT SI acl eee 6.40 6.35 
Ream seise Oil yayesieteteie Me eats science oN Dace eee 6.65 6.14 
Dallaseeriité asi. 20 Bio tite RE hers cthid et 5.78 6.01 
SEN, [nO oy Mn Se oe hee eee eS aac cic ei 5.82 5.79 
ANGERS. chor roC EES free Dene FO Crete ee 6.02 6.01 


It will be seen from the above that during 1920 the average rate 
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charged by New York was higher than that charged by Dallas, the 
same as that charged by Atlanta, one one-hundredth of 1 per cent 
less than that charged by St. Louis, and sixty-eight one-hundredths 
of I per cent lower than that charged by Kansas City. 
average rate charged by New York was higher than that charged in 
Atlanta, St. Louis, and Dallas, and only eight one-hundredths of 1 
per cent lower than that charged by Kansas City. 


In 1921 the 


CHAPTER GIUX 


THE INFLATION PERIOD* 


Conservation of Credit 


With the opening of the year 1920, the federal reserve 
system had reached ‘a new stage of its career in which it might 
have had as its principal duty and function the conservation 
and proper apportionment of banking credit. This it had 
never been able to exercise, notwithstanding that it was created 
primarily for that purpose. Not only had unprecedented con- 
ditions surrounded its operation, but there was still difference 
of opinion among expert authorities regarding the best method 
to be employed in carrying out the purposes of the system. 
Yet upon the success of the federal reserve banks in perform- 
ing their function of credit conservation depended essentially 
their ultimate serviceability. Most of those who had urged 
what was called banking reform prior to the inauguration of 
the federal reserve system seemed to conceive of a new system 
as a means of emergency relief rather than as a regular factor 
in the banking organization, functioning steadily as a part of 
the credit mechanism of the country. <A study of the Federal 
Reserve Act, however, shows that it was never intended to 
confine itself to any such sphere of action, as is thus indicated. 
Its purpose was that, above all else, of supplying a means of 
credit control—a mechanism by which the supply of credit 
might be automatically contracted or expanded as the business 
conditions of the country required. Could the system now 
resume its original end or must it remain an emergency 
expedient ? 


a In preparing this chapter, use has been made of a paper (written by the author) 
entitled The Control and Apportionment of Credit,” prepared for and published by the 
Bankers Statistics Company, 1920. . 
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Era of War Finance 


It has often been stated that the federal reserve banks never 
actually gained control of the discount market through the use 
of their rate power until a few months before the United 
States became a belligerent. The early period, lasting during 
the years 1915 and 1916, was only just beginning to be modi- 
fied during the closing weeks of 1916. By that time industry 
had assumed much greater activity than was true during the 
first few months after the declaration of war in Europe. Great 
orders placed in the United States by the allied powers had 
built up enormous munitions-making establishments and had 
largely stimulated production of almost every staple and 
essential commodity. 

The transfers of reserve balances from member banks in 
the cities to federal reserve banks had proceeded without em- 
barrassment, and when Congress by law authorized the immedi- 
ate transfer of the remaining balance, not the slightest difficulty 
was experienced. During 1915 and 1916, however, the surplus 
lending power which had been developed under the terms of the 
Federal Reserve Act was thus being gradually brought into 
play, so that at the opening of the year 1917 we had reached a 
point at which the discount rate of the federal reserve banks 
was beginning to have direct relationship to the rates charged 
by commercial institutions. Immediately upon our entry into 
the war, this condition was again profoundly altered, and for 
three reasons, already fully set forth but worth restating here 
for the sake of clearness: 

1. Congress by the law of 1917 had relaxed the reserve 
requirements by cutting the percentage of reserves to 13 per 
cent in central reserve cities, while it exempted member banks 
from the necessity of holding vault reserves. 

2. The development of a strong public opinion in favor of 
the depositing of specie with reserve banks and adverse to the 
hoarding or actual circulation of such specie, likewise had an 
important influence in removing from banks the element of 
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control or restriction to which they would ordinarily be subject 
by reason of the calls of customers for actual money. 

3. The suspension of gold and silver exports which fol- 
lowed not long after the declaration of belligerency and some- 
what later the control over foreign exchange which was insti- 
tuted under legislation. adopted by Congress, still further 
tended to relax the various checks and balances whose influence 
was ordinarily so strongly on the side of credit restriction. 


New Relation to the Public 


Due to these three factors, as well as others of important 
nature, the banking system of the country was given an en- 
tirely new relation to the public in which it was largely released 
from the usual tests of soundness. Such release in itself, or 
any condition like it, must always bring its own hazards, but 
when there were successively added the enormous credit de- 
mands of the government and the requirements of foreign 
countries which the United States undertook to finance, the 
basis of our commercial credit was completely altered. That 
basis was now shifted from commercial paper to government 
obligations. At the time the United States entered the war as 
a belligerent, the holdings of federal reserve banks, although 
relatively small, consisted entirely of commercial paper, while 
the reserve held was near 85 per cent. At the close of 1919 
the evil had been still further aggravated and the portfolios 
of the reserve banks were largely war paper, their bill holdings 
consisting of this kind of asset to the extent of 50.5 per cent 
Although the reserve banks were the holders of vastly more 
gold than they were in the middle of 1917 ($2,041,000,000 as 
against $1,212,000,000 on June 22, 1917), their reserve per- 
centage was only about 45 per cent. This decline indicated 
the gradual seeping into the banks of non-liquid paper—paper, 
that is to say, not settled for or liquidated out of the proceeds 
of current industry, but representing a steadily increasing 
burden of outstanding claims. 
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The effect of the war and post-war financing can be 
reviewed in the following table (in millions) : 


Apr. 5-6 | Dec. 27 Jan. 4 
1917 1918 1920 
Doaletsh '.“: hast tae) Seiad penton. $ 962.7 | $2,146.2 | $2,121.2 
Net deposits and note liabilities......... Tis GnGullneAy 23 oaT 4,849. 
Requiredireserve. Maisie) as eae 416.7 1,619.6 | 1,847. 
IResenve percentagetars ceyuiy Syl we. Sha 84.7 50.6 43-7 
Wariim eTa Sse bon aamyse Mrs acker tere hehe koe. 225.6 2eakon2 3,181.8 
INGSSAVORMOMES SG Fn Gaon Ade tdlens aaee: 400.7 2,855.6 2,998.9 


Discussion of Inflation 


The question whether ordinary banking methods would 
now suffice to correct this situation was clearly urgent. Not 
a few old-line bankers were still of the opinion that traditional 
methods would do the work. 

“The only effective measure,”” said Mr. James B. Forgan, 
“available to the federal reserve banks should be applied, viz., 
to raise the discount rates on all lines of paper discounted by 
them.” This policy had, however, been adopted so far as re- 
moving the preferential rates on loans secured by government 
obligations was concerned and had already had the effect of 
reducing somewhat the volume of such loans. But this had 
practically been offset by an increase in commercial paper re- 
discounted and bankers’ acceptantes. Mr. Forgan further 
suggested that “the policy of the member banks should be to 
discriminate against all loans for speculative purposes and to 
make careful investigation as to the use to be made of all 
moneys borrowed from them by their customers.” These 
were useful suggestions—the question then being how and in 
what measure to apply them. Rates of discount at federal 
reserve banks had of course been advanced steadily during the 
war as rates on Treasury obligations advanced, while since the 
position of the Treasury in the money market altered, rates 
had been at least three times advanced. The general rates pre- 
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vailing in the system at the opening of 1920 were from 5% to 
6 per cent, according to maturities, while those in effect on 
January 1, 1917, ranged from 3 to 5 per cent; 90-day com- 
mercial paper being at 6 per cent as against 4 and 4% pre- 
viously. An actual beginning in the advance of discount rates 
occurred on November 4, 1919, but since that time the expan- 
sion of loan application had nevertheless continued. The ex- 
pansion of federal reserve notes had reached a total of about 
$3,000,000,000, or an increase of something like $372,000,000 
during 1919. 

There was confusion of thought with respect to the ques- 
tion whether the immense demands for bank credit and the 
extension of loans based upon unliquid securities resulting 
from the war caused high prices which in turn necessitated a 
large increase in circulating medium, or whether the increase 
in circulating medium was itself the primary cause of the high 
prices. On all these points the facts were readily available and 
statistical study and investigation may be relied upon to de- 
velop them. What was of immediate interest is the fact that 
discount rates had been advanced as rapidly as public financing 
would permit and were at length being placed upon a com- 
mercial basis, independent of public finance requirements, these 
having been for the time being satisfied. Foremost for dis- 
cussion now were the questions: What were the real funda- 
mentals of a peacetime banking policy? How rapidly and how 
far could rates of discount be advanced, and would these ad- 
vances alone suffice to meet the requirements of the situation, 
thereby laying the foundation for a return to the earlier reserve 
position ? 


Use of Discount Rates 


The federal reserve system found itself, upon the return of 
peace, facing the real problems which it was originally created 
to deal with, but facing them in a way and under conditions 
which were never anticipated and immensely more difficult than 
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could ever have been expected or predicted. It should be em- 
phasized, however, that the problems to be met were, in fact, 
peace problems and that they must be met by those banking 
methods which had been made familiar during long experience 
in the theory and practice of banking under peace conditions. 
The conditions produced by war, in so far as they rested upon 
governmental methods of control or restriction, had been 
altered. The United States was again a free gold market and 
there was nothing to prevent the free exportation of the 
precious metals. Indeed, it had during the last half of 1919 
lost more than $280,000,000 of gold through shipment abroad. 
On the other hand, it had ceased to exercise any control over 
the issue of new securities or the incorporation of new com- 
panies. The restraint upon stock exchange speculation which 
was exercised by the so-called Money Pool Committee had 
been abandoned early in the spring of 1919. It was not likely 
again to be resumed save under wholly extraordinary and at 
present unpredictable circumstances. Among the peace prob- 
lems that had to be met by the federal reserve system were 
accordingly those which are always met by any central reserve 
banking system, and were as follows: 

1. Regulation of rates of interest in such a way as to appor- 
tion credit along beneficial lines and to prevent undue 
diversion of capital into channels which might prove 
injurious rather than helpful. 

2. Regulation of the movement of specie into and out of 
the country. 

3. In connection with the specie movement, regulation or 
supervision of rates of exchange, and conditions under 
which foreign exchange business is carried on. 


These problems were practically contemporaneous with the 
organization of banking upon its present basis and the develop- 
ment of the problems of banking along modern lines. There 
were various obstacles to the handling of these questions by 
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federal reserve banks through the use of the recognized and 
traditional methods. Such obstacles, however, were not 
insuperable. 


Discount Rate Policy 

The foremost method which is employed by a central re- 
serve bank in the performance of its function in relation to 
other banks and to the country at large, has in the past been 
the regulation of rates of discount. Of the practice of such 
regulation, the Bank of England probably furnishes the most 
complete and well-developed example. It has been the habit of 
the Bank of England during its long life to establish rates of 
discount upon such a basis as to lead the market. An increase 
in the rate of discount at the Bank of England accordingly 
means the expression of a belief that credit is being too freely 
used by the commercial lending institutions of the country; 
while, on the other hand, a decrease in the rate of the Bank of 
England is equivalent to the expression of an opinion that 
credit may be more freely employed. During the period of our 
active belligerency no such leadership could be exercised by 
federal reserve banks for the reason already mentioned, that to 
apply this method would have necessitated the establishment of 
rates without reference to the rates of interest which were 
borne by government bonds and certificates of indebtedness. 
It was the policy of the government to keep the latter rates 
down to a moderate figure, and had it been evident that banks 
which purchased such interest-bearing securities would lose 
money through rediscounting at a higher rate with federal 
reserve banks, very much more difficulty would have been ex- 
perienced in the sale of such certificates to the banks and inci- 
dentally in their sale to individuals. 

There was, therefore, during the war a wholly unpre- 
cedented and novel condition of affairs tending to check, if not 
absolutely to prevent, the use of changes of discount rates in 
money market leadership. The nation had only just wiped out 
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the vestiges of this system by abolishing the preferential rates 
which had given to paper collateraled by government obliga- 
tions the advantage over commercial paper, but could it rein- 
troduce the European mode of control ? 

The question asked by very many who had lost confidence 
in the working of the ordinary banking machinery largely as 
a result of long disuse or lack of familiarity with its methods, 
was whether a discount rate policy would succeed in attaining 
the same objects that had been accomplished by it in former 
years. The answer to this doubt or question can be given only 
when there is a clear understanding of the exact object to be 
sought. Those who doubt the efficacy of higher rates as a 
means of controlling excessive credits usually suggest that 
there is no reason to think that any ordinary advance in a rate 
of rediscount amounting to even I or 2 per cent will suffice to 
dissuade men from speculative operations in which they may 
profit to the extent of many per cent in a single day. This 
statement, of course, is true as far as it goes, but has very little 
bearing on the situation. 


Function of Rate “Control” 

Reserve banks were never supposed to control or regulate 
the amount of funds used in speculation by raising their rates 
so high as to make it unprofitable to borrow money for specu- 
lative purposes. What they were expected to do was to control 
_ the total volume of credits in such a way as to proportion it to 

the business and reserve position of the country—a very differ- 
ent undertaking. Reserve holdings by the federal reserve 
banks, for example, may be very low, and yet it may be entirely 
conceivable that the member banks of the country have 
abundant funds on hand and that they may therefore be able 
to extend credits or loans for speculative purposes at compara- 
tively low rates of interest, as was true during the early years 
of the federal reserve system. 

If, however, a condition exists in which most or many of 
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the commercial banks of the country are habitually resorting 
to the central institutions for discounts, low reserve percent- 
ages or the reduction of reserve means that credit is expanding 
and that the expansion is being directly based upon the ultimate 
reserve of the community. Such expansion may be brought 
about by speculative demands, although the member banks may 
be in possession of commercial paper which they are rediscount- 
ing, the funds being used to sustain speculation. In this case 
it may also be true that rates for call funds are moderate. An 
entirely different situation prevails when member banks have 
no spare or floating lending power and when the demands of 
their commercial clients are such as to absorb the proceeds of 
the rediscounts which they obtain from the central institution. 
In these circumstances (stock exchange paper not being directly 
rediscountable at reserve or central banks), the decline of the 
reserve percentage necessarily means a shortening of the funds 
which can be used in speculation, and consequently an advance 
in rates. 


High Call Funds 


Such an advance in rates has no relation to the rate at re- 
serve banks. The latter might conceivably keep their rates at 
ordinary figures but refuse absolutely to discount more than a 
limited volume of paper for individual member banks, and the 
incidental consequences of such action might be even more pro- 
nounced than those of an advance in rates. Ordinarily, how- 
ever, the advance in rates is the most equitable and most easily 
understood mode of controlling the supply of credit. Such ad- 
vances are small because they have to do with the commercial 
rate and not with the speculative rate. The latter is dependent 
entirely upon the surplus or margin of lending power which is 
available in the commercial banks engaged in making loans of 
this description. In ordinary circumstances discount rate ad- 
vances are closely watched and have an important influence, 
because it is believed that they correspond to or foreshadow 
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a shortening of credit which results in limiting the volume of 
speculative loans. 

At the regular meeting of the Federal Advisory Council on 
November 21, 1918, the question was asked by the Federal Re- 
serve Board, “. . . Should the main reliance of the reserve 
system be the adoption of the English practice of regulating 
the flow of gold by a variable discount rate?’ The Council 
replied: “The main reliance of the federal reserve system 
should be the adoption of the English practice of regulating 
the flow of gold by establishing a variable discount rate.” In 
line with this recommendation, increases in discount rates 
have been authorized by the Federal Reserve Board, and 
Governor Harding advised a bankers’ conference in session 
at Washington that: “It is going to be necessary perhaps to 
raise rates beyond their present levels ... A further rate 
increase is a contingency which must be reckoned with.” 


Rationing and Distributing Credit 

During the war we had become habituated to a banking 
policy which was designed to act as a substitute for the market 
leadership that is afforded by changes in discount rates. This 
was the so-called “rationing” of credit which was seen in its 
most characteristic form in connection with stock exchange 
loans. As there applied, the policy involved a maximum lim- 
itation upon such loans fixed by reference to the amount of 
business which was being conducted at a specified date by 
each prospective borrower, it being understood that borrow- 
ing should not exceed this normal or representative level, 
while in consideration of such limitation the rate of interest 
was held down to 6 per cent. This kind of rationing had 
now been eliminated and the result was to release all over the 
country the lending power of the various banks and to pro- 
mote its application to capital development and long-term 
lending, as well as to speculative uses. Since the reduction 
of surplus reserves directed attention to the condition of af- 


1376 FEDERAL RESERVE SYSTEM IN OPERATION 


fairs in the banking system, it had been proposed in many 
influential quarters that the policy of rationing should be re- 
introduced in order to avoid an overgrowth of loans and 
thereby to bring about credit contraction. The thought that 
such rationing could effectually be practiced was based upon 
the success attained in that connection during the war. 

It should, however, be remembered that whatever suc- 
cess was then attained depended entirely upon the fact that 
business was also rationed. Merely to ration credit or lend- 
ing power, while leaving the disposition or application of 
such credit entirely in the hands of those who receive it, 
practically left to them the disposal of the credit as they saw 
fit. They might therefore apply it still further to the uses 
which were causing trouble and might thus continue to pro- 
duce such trouble even though upon a lowered or lessened 
basis. Too much emphasis could hardly be placed upon the 
view that mere rationing of credit in respect to volume would 
not solve the difficulty, and that what was needed was the 
limitation of the use of available funds so as to confine them 
to the purposes of commercial banking, thereby reducing the 
inflation which follows from the improper use of such funds. 
Limitation of Eligibility 

No discount rate policy can, indeed, be “effective” in the 
sense in which that term is correctly employed, unless the bank 
which makes the rate acts upon a fairly strict and narrow 
definition of eligibility. In the Federal Reserve Act “‘eligible’’ 
paper was recognized as being solely that paper which grew 
out of live commercial transactions of agricultural, industrial, 
or business nature. The banks were permitted to trade in or 
discount paper based upon government bonds, but this per- 
mission had been availed of as the basis for transactions which 
had come to be the staple of business at reserve banks. Some 
of these transactions were of a commercial nature, business 
men finding it cheaper (until the elimination of the pre- 
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ferential for government obligations) to get discounts upon 
notes collateraled by such government obligations; other trans- 
actions had been purely speculative, and still others on the 
border-line—unlikely to be eligible in any sense of the word. 

The essential point in this limitation of eligibility is to 
be found in the fact that whereas eligible paper provides its 
own means of payment through productive operations and 
thus automatically contracts as well as expands, paper of other 
kinds is not thus regulated and the credit based upon it may 
exist indefinitely with nothing to produce contraction. A 
mere. change in the discount rate will not, therefore, be effec- 
tive in heading off or curtailing the growth of credit when 
such credit is merely a conversion of government obliga- 
tions into direct purchasing power. During the period of our 
belligerency we allowed practically any paper collateraled by 
government obligations to be admitted to discount. We thus 
weakened and relaxed our power over the volume of credit 
and shifted our central bank portfolios from a purely com- 
mercial basis to one which at best was composite and at worst 
was purely a government obligation basis. 

This action, as already intimated, originated in the belief 
that it was necessary in order to enable the member banks 
to take care of the requirements of bona fide subscribers to 
government bonds who needed the aid of the banks in order 
to pay their subscriptions. Whatever the justice of this view 
may have been when the policy was first adopted, it had no 
basis after the subscription period had passed. For many 
months past, the chief justification for discounts based upon 
the direct notes of banks collateraled with government obliga- 
tions had been the fact that unless the banks had this con- 
cession or consideration they would not be able to lend freely 
to the government. It was a question of relatively cheap 
credit for the meeting of Treasury needs. With the gradual 
withdrawal of the department from the money market, how- 
ever, this condition of affairs changed and it became possible 
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once more to apply the rule of eligibility in purpose if not in 
the form of paper with greater strictness. Unless, indeed, 
this rule were in fact to be applied with decided rigidity, it 
might well be questioned whether any control through discount 
rate changes would be successful in its operations. 


Relation to Foreign Exchange 


But the system was not, after the close of the pegging of 
exchange, controlling foreign exchange rates through the use 
of the discount policy. From some standpoints it had not 
been necessary to do so. The abnormally low rates of ex- 
change which exist in trade with most countries are in theni- 
selves such a barrier to the movement of coin out of the 
country that nothing more is perhaps needed for the time 
being. This, however, was a situation which could not be 
expected to last indefinitely. It was, moreover, already ap- 
parent that exchange relationships were very different with 
respect to the European neutrals and with respect to the former 
belligerents, while those with Oriental countries were in a 
class by themselves. Just as our exchange situation tended 
to prevent the sale of goods in Europe, so it tended to stimu- 
late the sale of goods in the Orient. The federal reserve 
system had never at any time attempted to exercise a vigorous 
share in foreign exchange transactions. Indeed, at one time 
the Federal Advisory Council took ground against its doing 
so, but later adopted a resolution (November 21, 1918) to 
the effect that it should buy and sell foreign bills ‘as a means 
to regulate the exchange market and to control gold.” 

Nor were the member banks showing the power to deal 
with the foreign exchange situation in any satisfactory way. 
While some were extending large credits, others were actually 
short of exchange. There was a very wide divergence of 
practice among them; and most important of all, there was 
no uniformity of policy with respect to the extension of credits. 
This meant that our foreign credit situation was in a decidedly 
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haphazard condition. Secretary Glass, in his annual. report 
for 1919, stated the actual amount extended to foreign coun- 
tries since the armistice at about $2,329,000,000. Our net 
merchandise balance for the year 1919 was estimated at about 
$4,000,000,000. A sum of about $1,700,000,000 thus re- 
mained to be accounted for in connection with the year’s 
financing, and it must be assumed that, apart from some very 
limited sales of bonds and other obligations, this had been 
done largely by actual exporting houses which opened credits. 
As trade with other countries proceeded it clearly became more 
and more necessary to apply central banking methods in the 
development and regulation of our foreign business. Fed- 
eral reserve banks were buying acceptances stated in dollars 
and growing out of foreign trade, but they had neither de- 
veloped their connections abroad nor enlarged the scope of 
such business at home to a point that would enable them to’ 
exert much influence in determining or controlling the dis- 
tribution or apportionment of credit as between domestic and 
international business, or as between the various foreign coun- 
tries which seek commercial accommodation in this market. 
Yet the adoption of the well-recognized relation to foreign 
trade referred to by the Federal Advisory Council must in- 
evitably come as an element of a peace banking policy. Thus, 
it was plain, a broader market for foreign paper, a more highly 
developed participation in the foreign field, would clearly be 
necessary if we were to carry the share of world trade usually 
regarded as ours. 


Summary 

It had grown clear that the policy of our banking system 
must include as its cardinal principle the reduction of the total 
amount of credit granted because of the fact that such credit 
was being so largely employed for purposes of exploitation 
and speculation, for the hoarding of goods, and for the arti- 
ficial raising of prices. This limitation of the total volume 
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of credit meant contraction, and contraction brought as a 
concomitant lower prices. “Reduction of prices invariably hurt 
some of those who had been building their prospects upon the 
idea of continued high or rising prices. But there was a 
very great difference between the groups or classes of per- 
sons who might thus be injured. Contraction should always 
be brought about in such a way as to do the least injury and 
to involve as small an amount of readjustment as practicable. 
Such restriction of the harm or danger following from con- 
traction is best obtained by the gradual but effective reintro- 
duction of strict standards of eligibility in paper. These 
standards should be such as effectually to eliminate purely 
speculative or long-term loans, and to prefer those whose 
purpose it is to carry on the operations of active business. 
It was a mistake to suppose that a mere rationing of credit 
‘in amount could be effective as a substitute for the idea of 
eligibility, although it might at times be necessary to employ 
the idea of rationing or restriction in order to penalize those 
who have shown too great a disposition to enlarge their com- 
mitments at the expense of other borrowing institutions or of 
the central reserve institutions. 

Rationing, in short, aims at an object which is far better 
attained through strict interpretation of eligibility. This 
thought applied in connection with foreign trade financing at 
once suggested the idea of discriminating between that part 
of our foreign trade based upon short-term, live, available 
credit and that which represented long-term accommodation 
credit or capital investment. It is not wise, as noted again 
and again, for American banks to attempt to absorb any con- 
siderable amount of the latter kind of credit, even though their 
refusal to do so meant a reduction in our export trade. On 
the other hand, it was much to be desired that they should 
freely assist in the financing of the paper growing out of the 
bona fide short-term export transactions, even though such 
action might expose them to some danger of loss in connec- 
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tion with the depreciation of foreign currencies. Such opera- 
tions required the leadership and assistance of federal reserve 
banks if they were to be carried on for a consistent purpose 
or in pursuit of a uniform policy. Higher rates for credit, 
curtailment of speculative loans, adjustment or apportion- 
ment of available resources between industries and between 
domestic and foreign trade demands, were thus indicated as 
the necessary and outstanding features of our banking policy 
during the later months. 


CHAP LH RSTEX 


HIGH PRICES AND FOREIGN TRADE 


Edge Law Ineffectual 


The plan to finance foreign trade after the armistice by 
means of a special type of financing to be organized under 
the so-called Edge Act, has already been described. This 
method had, however, as already seen, been unsuccessful. It 
was not clear during the early part of 1920 what would be 
the fate of the Edge Act, for an entirely insufficient time had 
been afforded to permit the organization of institutions under 
the new law. What did very clearly appear was that, even if 
the law had been well adapted to conditions, it had probably 
come too late. The financing of foreign trade by other means 
was already under great headway and was apparently pro- 
ceeding successfully so that an impetus to the creation of new 
institutions could hardly be obtained save through some out- 
side influence which was not yet at work. Whether such an 
influence might have been afforded had there come no sud- 
den check to prosperity, may be fairly questioned, but, as 
already seen in earlier chapters, the structure of credit was 
becoming so heavy and the upward movement of prices so 
extreme that it had become plain to the discerning by the spring 
of 1920 that reaction was almost certain to set in. 


Congestion of Products 


Probably the first symptoms of impending difficulty were 
found in the great congestion of products. Such congestion 
had become very severe in certain parts of the country with 
reference to agricultural commodities. Banks, far from con- 
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stricting agricultural credit, had been too free with it and had 
allowed the development of an extensive hoarding movement 
to occur. This gave rise to an inflation of a dangerous kind, 
banks lending very freely upon stored commodities. Such 
commodities were not always stored at points of production, 
but in not a few cases represented accumulations at primary 
markets or financial centers. Such accumulations had occurred 
in almost every branch of basic industry. There was an over- 
supply of many commodities which had been carried over from 
the war. The government itself had enormous hoards of both 
raw and manufactured goods, and these hoards were only a 
fraction, probably, of those which were held by private con- 
cerns. Manufacturers on a large scale, seeing no limit to the 
advance of prices and believing that postponement of their 
essential requirements would result in the necessity of paying 
still more dearly for what they needed, had accumulated great 
quantities of raw materials. Retailers, frightened by the ap- 
parent difficulty in obtaining delivery of finished products, 
had resorted to the plan of placing orders with a number of 
concerns simultaneously, trusting to obtain a percentage from 
‘each. Thus there appeared to be an immense volume of buy- 
ing orders all over the country. 

This volume of orders was in many cases far ahead of 
what concerns could supply, and gave the impression to their 
bankers that the stocks they had on hand were not in great 
surplus and by no means to be deemed oversufficient to their 
early necessities. Hence the further extension of credit not 
only upon local raw products, such as cotton, wheat, and the 
like, but also upon imported staples, such as rubber, hemp, and 
others; while at the same time large extensions of credit based 
upon copper, steel and the manufacturers thereof, leather, and 
even upon furs and articles of luxury, had come into existence. 
Altogether the situation was thus suggestive of possibilities 
of extreme danger. 
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Effect of Congestion 

This condition of affairs was brought to a head domes- 
tically by the railroad congestion which occurred throughout’ 
the country in the late winter of 1920 when many shipments 
of goods remained stored in the cars and unable to move, thus’ 
necessitating still longer extensions of credit and rendering 
the delivery of goods more difficult. The condition thus de- 
veloped might easily have been overcome had it not been true 
that similar conditions had developed abroad and had been 
brought almost to the breaking point. It had become evident 
that if at any time there should be a distinct check to con- 
sumption or purchase, the effect would be to cause a great 
collapse in the volume of orders and thus to limit the exten- 
sion of accommodation very sharply. 

Such a situation was precipitated comparatively early in’ 
the year by a movement which developed first abroad and 
then spread rapidly throughout the whole world. Apparently 
a beginning was made in Japan where extensive speculation’ 
in silk and in other local products, accompanied by great ad- 
vances in the cost of consumable commodities, had created 
an embarrassing situation. At the same time great accumu- 
lations of silk in New York, carried by means of bank loans, 
tended to aggravate the state of things here and establish a 
condition of weakness and danger which was likely to yield ~ 
to any severe shock. Such a shock was administered by the 
reaction which set in at the principal Japanese markets and ° 
resulted in disorganizing the price of silk and silk goods» 
throughout the United States. In European countries the 
shutting off of the supply of credit which had come from the 
United States as the result of government extensions, pro- 
duced somewhat the same state of things; and shrinkage ‘of | 
demand, followed by price recession (measured in gold), be- | 
gan to appear in most countries at or about the same time. 
This movement can best be understood by a comparison: of 
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price indexes for various countries, furnished in the preced- 
ing table published in the Federal Reserve Bulletin.’ 


“Buyers’ Strike” 

This state of things was contemporary with a so-called 
buyers’ strike in the United States. The term “‘buyers’ strike” 
has often been loosely used as if it implied an organized at- 
tempt or decision on the part of consumers to discontinue 
purchasing. There was, of course, no basis for any such 
assumption. Extraordinarily high prices had, however, outrun 
the buying power of large classes in the community. Those 
with fixed income, the professional classes and many others, 
found their funds equal to but little more than one-third what 
they had been a few years previously. During the height of 
the war and immediately after it, many had drawn upon their 
accumulated savings in order to carry them through the crisis 
or to provide funds needed on account of the absence of mem- 
bers of the family who had been wage-earners but who had 
found it necessary to enter government service on account of 
the draft or had voluntarily given themselves to such service. 
There was necessarily an end to this kind of buying and it 
came, as all such changes do, rather suddenly. 

A marked falling off in demand for commodities was noted 
during the spring of 1920 and was met by some farsighted 
merchants by prompt cuts or reductions which enabled them to 
work off their surplus products. This, however, was possible 
only in a minority of cases. In most instances no such way 
of bridging over the difficulty was feasible. Concerns which, 
like the great leather companies, had enormous accumulated 
stocks which they had purchased at high prices in order to be 
sure of abundant material, found their supplies greatly reduced 
in value, and this reduction continued steadily throughout the» 
remainder of 1920, largely because of the fact that as demand 
fell off, more and more supplies of commodities were released 


1Federal Reserve Bulletin, September, 1920, p. 953. 
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in order to realize immediate cash funds, so that, as is always 
the case in such circumstances, the fall of prices gained momen- 
tum and index numbers moved steadily on down toward lower 
levels. 

This change inevitably wrought havoc with balance sheets. 
In many cases, even of concerns which had enjoyed the best 
business management, surpluses were completely wiped out 
when new inventories had resulted in adjusting values to 
market quotations. The fact that the situation was world-wide, 
greatly aggravated conditions in the United States because of 
the extreme dependence upon foreign trade which had de- 
veloped as a result of the war. Great quantities of goods which 
had been shipped to supposedly responsible buyers in foreign 
countries were rejected so that they remained on the hands of 
the exporters’ agents. Many exporters had financed them- 
selves by discounting drafts drawn upon foreign buyers, their 
banks, however, retaining a recourse upon them, so that when 
the buyers abroad dishonored the drafts and rejected the goods, 
these drafts returned home and were charged off by the banks 
against the accounts of the exporters. A very severe shock to 
manufacturing was thus administered, with the result that the 
volume of production steadily declined pending the time when 
congestion could be relieved through a broader consumption. 


Board’s Discount Policy 

As the spring of 1920 had advanced, the necessity of check- 
ing inflation in some way had become more and more evident 
and rates had been advanced to what was to be their maximum 
point, this level being arrived at in June. It will be noted that 
the advance thus made, however, came distinctly after the turn- 
ing of the tide and had no relation whatever to it. Even if the 
moderate advances in rates effected in November, 1919, be 
considered as having exerted a direct influence upon foreign 
trade financing, it would require some exercise of the imagina- 
tion to suppose that as the result of this very moderate increase, 
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demand had been checked all over the world during the suc- 
ceeding six months. Reference is often made to the psychology 
of the Board’s policy, the advance in rates being regarded as 
“giving the signal’ for restriction. The ‘signal’ had been 
more truly given by the commercial banks themselves, which 
had found themselves greatly inflated and extended with 
doubtful loans and dangerous elements of paper in their port- 
folios. During the year 1920 many banks were making efforts 
to save the situation, and from the middle of 1920 until a 
year later there was at times very serious doubt as to whether 
some large institutions might not be forced to the wall. For 
the Board in these circumstances to attempt a restriction of 
credit would have been suicidal, and in fact it did not do so; 


FEDERAL RESERVE Banxs’ TotraL Hoxtpincs or DiscouNTED BILLS 
CoMPARED WITH Ho.tpinGs or DiscouNTED BiLLts SECURED BY 
GOVERNMENT WAR OBLIGATIONS (JANUARY, 1920, TO May, 1921). 


Index of | Ratio of bills 
Index of Holdings of | bills secured| secured by 
Total hold- | total hold- | discounted | by Govern- | Government 
ings of dis- | ings of bills | bills secured | ment war | war obliga- 
counted bills| (average by Govern- | obligations tions to 
I920=100) | ment war (average | total bills, in 
obligations | 1920=100) | percentages 
1920 
Jane 30 Geis a ak $2,174,357 85.0 $1,457,802 100.5 66 
Bebii27. ie osctee cot 2,453,511 96.0 1,572,980 118.1 64 
Mars26.150) ess tenis 2,449,230 95.8 1,441,015 108.2 59 
ADEs SOne oeccwteie eres 2,535,071 99.1 1,465,320 110.1 58 
May 28 2,519,431 98.5 1,447,962 108.8 57 
JUNC 5 osocthiga Ss cares ahaa TOR 95.1 1,277,980 96.0 53 
July go ryra . te tiaese by 2,401,630 97.4 1,241,017 03.2 50 
Aug. 27 2,667,127 104.3 1,314,830 98.8 49 
Sept. og fet TUaTte 2,704,464 105.8 1,220,423 01.7 45 
Oct, aomt. sees = eee 2,801,207 109.6 1,203,905 90.4 43 
INOW 20 enamine a teers 2,735,400 107.0 1,192,425 89.6 44 
Decensos.aels weinsttees: « 2,719,134 106.3 1,141,036 85.7 42 
Average for 1920 $2,556,871 100.0 $1,331,300 100.0 52 
1921 
Jans Bi teere rar uses. we $2,457,116 96.1 $1,040,365 78.1 42 
Dt Tee. Aaa 2,380,510 93.5 997 ,968 75.0 42 
MAarisrRiiit.sitt 2c 2,233,104 87.3 970,961 72.9 43 
ADEN SO carte anionic is 2,076,569 81.2 937,652 70.4 45 
May 31 1,907,913 74.6 790,744 59.4 41 
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figures showing, as has already often been remarked, a steady 
advance of commercial credit up to the close of the year, not- 
withstanding decline in collateral loans based on Liberty bonds 
and government notes. At the risk of repetition the above 
tabular view” is inserted in order to emphasize this point. 


Foreign Trade and Domestic Business 


The reaction which had thus set in from foreign sources, 
naturally reflected itself in domestic business, as has just been 
indicated. It did not, however, as some have supposed, affect 
the agricultural situation in any direct way. Europe continued 
to need, and to purchase heavily of, American cotton, wheat, 
and other products, and these products continued to be financed 
in the usual way through bankers’ acceptances and by ordinary 
loans of credit. There was never a time when the agricultural 
exporter could not get from his bank abundant credit for the 
shipment of his products to foreign countries, provided that 
he was willing to guarantee the payment of the bills at ma- 
turity. The problem lay not in the getting of credit, but in 
the fact that it was a very serious hardship for the farmer to 
adjust himself to the decline in prices which was now setting 
in and to the great restriction of foreign buying power and 
foreign solvency which had appeared as a direct result of the 
post-war changes in Europe. The United States, in short, was 
simply feeling the reflected effects of the European war which 
were showing themselves in the effort to get back to a sounder 
basis, to cease borrowing so far as practicable, and hence to 
discontinue buying indiscriminately in all the countries of the 
world at practically any prices that might be demanded. 

This, however, was not understood by the farmer element, 
or, it should be added, by many manufacturers who now began 
to blame the supposedly restrictive efforts of the Board as well 
as the very moderate advances that had taken place in discount 
rates. A scrutiny of commercial rates throughout the country 


2H. R. Report No. 408, 67th Congress, 1st Session. 
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does not show that they were materially advanced in any quar- 
ter during this period; so that the connection between bank 
credit and business, even export business, was distinctly less 
direct than is usually true in such circumstances. It would have 
been a high tribute to the efficiency with which the federal re- 
serve system was managed, had it been able to apply its 
advances in rates sufficiently early to prevent the growth of 
inflation and to cut off dangerous extensions of credit. As 
already seen, however, this was not feasible for two reasons— 
the continuance of the Liberty loan policy long after the war 
was over, coupled as it was with immense extensions of credit 
to foreign countries, and secondly, the lack of facilities on the 
part of the federal reserve system for operating in foreign 
countries or for exerting any direct influence whatever over 
the financing of exports. 

About all that can be said for the federal reserve system 
during this period is that with its great strength, enhanced as 
it was by tremendous net imports of gold during and after the 
war, it was able to supply credit to any legitimate borrower, 
and that there was never a time when symptoms of panic or 
uncertainty exhibited themselves either among the banks or 
among the business public. Such fears for the future as 
existed were found entirely in connection with the conditions 
of demand and of prices, influenced primarily, of course, by 
the revolution in foreign buying power which had set in. The 
foreign trade of the country, in a word, was being subjected to 
the same process of “house-cleaning” and reorganization that 
had already begun in the stock market, and this process con- 
tinued steadily throughout the year 1920 and well into the 
year 1921, comparative stability of prices being reached at 
about the middle of the latter period, while foreign trade had 
been sharply cut back and the basis of foreign credits entirely 
altered. The mortality among export and import houses was 
tremendous, as the statistics for failures clearly show, while 
the general reaction as reflected in failures was almost unpre- 
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cedented.* Had it not been for the ability of the banks, backed 
by the federal reserve system, to “carry” all houses, whether 


3 Tn ro19 the number of large failures had fallen to the lowest point in many years, 
but the number of such defaults during 1920 was the largest on record, and the liabilities 
were the heaviest since 1914. Numbering 453, the failures for $100,000 or more in each 
case in 1920 supplied $191,808,042 of aggregate indebtedness, as against 191 of such 
insolvencies in 1919, with liabilities of $55,986,543. In point of number, the closest 
approach to the unfavorable showing of 1920 was in 1914, when 409 large defaults were 
reported, and the indebtedness of such reverses in that year was $210,700,000. By far 
the largest proportion of the reverses of unusual magnitude in 1920 occurred in manu- 
facturing lines, where the failures for $100,000 or more in each instance numbered 230 
and involved $89,933,982 altogether, while there were 139 similar defaults among traders 
for $34,609,853. The remaining 84 large insolvencies, with liabilities of $67,264,207, 
were of agents, brokers, and other concerns that cannot be properly included in either 
of the two leading divisions. 

In the following tables the figures, as compiled from the records of R. G. Dun & 
Co., are separated as to each:of the twelve federal reserve districts, the number and 
amount of assets and liabilities in each district for 1920 compared with the number and 
liabilities in 1919; also the record for each district for 1920 separated as to manufac- 
turing, trading, and other commercial. 


FaiLures IN UNITED STATES DURING 1920 
TotaL COMMERCIAL 


1920 1919 
District 

Nem Assets Liabilities | N°™ | Liabilities 
irst ee rece Rs tote e ce oe 826 | $ 8,111,364 | $ 18,918,258 744 | $ 11,884,238 
SECONdE aoe oP ie yape pba as 2,123 69,081,128 118,850,529 | 1,185 32,413,538 
i 419 10,189,729 16,888 ,034 360 6,863,575 
692 13,663,472 14,327,557 567 13,329,257 
538 9,918,701 13,100,323 355 5,605,832 
597 9,349,352 11,657,425 455 5,928,220 
988 27,423,147 39,513,047 770 12,717,628 
457 8,006,285 9,456,219 359 4,021,861 
247 2,670,329 4,573,594 149 1,223,952 
1 375 8,610,102 10,190,370 271 3,287,855 
475 8,939,537 II,219,010 322 3,884,398 
PWelteN ae isaereratte ote curves te. = 1,144 18,540,968 26,426,839 894 12,130, 883 
MOtal ea, oe cee oes 8,881 | $194,504,114 | $295,121,805 | 6,451 | $113,291, 237 


CLASSIFIED FAILURES, 1920 


Manufacturing Trading Other commercial 
District 

Num-] yiabilities |N&™| Liabilities |NY™"| Liabilities 
irstoe acta tierce ote < once 283 | $ 8,639,713 466 | $ 6,673,457 77.| $ 3,605,088 
Second. Hit Sect toute, 835 47,075,153 |1,004 24,876, 882 194 46,898,404 
Chit ye cc.cn tee siete ott ee I30 9,735,049 259 5,992,997 30 1,159,988 
Rourth ee S58} soe ses 197 7,901,729 | 439 5,530,319 56 895,509 
Pitted... Deas 109 4,656,984 | 384 6,737,963 45 1,705,376 
Sixth aro. oc oe aerctets terete 105 3,032,079 | 456 5,657,981 36 2,967,365 
Seventh, $23 7si shen kt 350 22,689,663 577 7,605,420 61 9,128,564 
Bagh titer ecieehaia saat 79 3,906,414 355 5,199,005 23 350,800 
Nimtless. 2.0) isos .¢>2 8 55 "2,221,637 168 1,759,000 24 592,957 
Venti eovte at tat bis atetegs 78 5,401,143 271 3,838,703 26 950,524 
Bleventhprnst arts: pelsct 53 4,775,574 390 5,466,989 32 976,447 
ETurelet hi eet dere error ner ies 361 7,957,333 673 9,129,631 110 9,339,875 
otaltacna smsqnt seat 2,635 |$127,992,471 15,532 | $88,558,347 714 | $78,570,987 
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in the foreign or domestic trade, which possessed elements of 
soundness and gave promise of being able to recover in due 
time, the changes might have been almost revolutionary. The 
fact that they were not so must be attributed practically 
entirely to the work of the federal reserve system. 


Turning Point Reached 


A turning point in the situation had clearly been reached 
in the early autumn of 1920. Survey of the foreign trade 
situation from the statistical standpoint showed that even dur- 
ing the latter part of the fiscal year 1920, there had been 
decided reduction of our inflated foreign trade balance.* 

The substance of the figures may be presented in compact 
form in the brief table opposite. 

There were numerous factors which confirm the belief that 
our excessive export balance was in process of being still 
further curtailed. The very high prices which had prevailed 
in the United States for many months and which until recently 
had shown indication of advancing to still higher levels, un- 
doubtedly tended to discourage a good many foreign buyers 
who would otherwise have sought to supply themselves in this 
market but who found it impossible to contend against the 
combined handicap furnished by the high domestic prices and 
the increment resulting from unfavorable exchange conditions. 
Shipping concerns testified that shortage of freight for export 
was more pronounced than for some time past; and while this 
was in part due to embargoes (or what amounts to such) upon 
coal and other heavy freight, as the result of the transportation 
“tie-up,” there was every reason to ascribe it, in part at least, 
to the general competitive conditions already referred to. 

In this same connection mention should be made of the 
fact that, as money stringency became more pronounced and 
rates higher, there was an increasing indisposition on the part 
of commercial banks to furnish financial facilities designed to 


* Discussion from this point to the end of the chapter is taken from 
prepared by the author for the Federal Reserve Board. (See Bulletin, Aghios a 
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Excess of exports... .. 


June— 


1920. 


1919 


$277 ,000, 000 
276,000,000 


$195,549,458 
97,366,085 


$553,000, 000 


$292,915, 543 


$617 ,000, 000 
14,000,000 


$907 , 968 , 086 
20,411,117 


$631, 000,000 


$928 , 379, 203 


$78 , 000,000 


$635 , 463 , 660 


12 months ended June— 


1920 


1919 


Increase 


$3, 405,235,628 
1,833,510,952 


$5,238,746, 580 


~— 


$2,230, 222,808 
865,497 , 260 


$1,175,012,820 
968 , 013, 692 


$3,095, 720,068 


$2,143,026, 512 


$7,950,335, 672 
160,840,459 


$8, 111,176,131 
$2 872,429,551 


$7,081, 461 ,938 
150,820,748 


$7 , 232, 282,686 


$868 , 873,734 
10,019,711 


$4,136, 562,618 


$878 , 893,445 


take care of the movement of goods abroad. More conserva- 
tive banking institutions engaged in the export trade took 
pains to cover their foreign exchange commitments as rapidly 
as they were incurred; and even in the face of the rather more 
stable conditions of exchange that prevailed during the latter 
part of June and the first weeks in July, they were disinclined 
to carry very large balances in foreign currency. Perhaps this 
indisposition to incur obligations on foreign exchange account 
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was as pronounced as at any time theretofore, if not more so. 
On the other hand, banking institutions expressly devoting 
themselves to foreign trade found it difficult to continue the 
extension of accommodation under as favorable conditions as 
theretofore. The sale of their acceptances—a resource upon 
which they necessarily relied in large part to carry on their 
operations—was naturally hampered by the high rates for 
money, while they found in some cases the effort to offer for- 
eign balances as security unsatisfactory to local buyers of their 
paper. Such attempts as were made on a small scale to place 
foreign securities in the United States were successful only 
when a very high rate of interest was offered. 


CHAPTER»! LXII 


THE CHANGE IN TREASURY POLICY 


A New Stage 


The Treasury policy which had been so uncertain and 
variabie for a long time past, was now to pass through another 
stage of its checkered career. Secretary Glass had determined 
to leave the Treasury and to enter the Senate, appointment to 
the latter body having been offered to him in the late autumn 
of 1919. President Wilson, as noted at an earlier point, de- 
termined to transfer Secretary of Agriculture Houston to the 
Treasury Department, and thus another mind was brought 
into the shaping of the post-war discount policy of the reserve 
system. 

Mr. Glass’s retirement had taken place just after the policy 
of advancing discount rates had been initiated. He had him- 
self been always favorable to the view that the reserve system 
must get back to the pre-war level of charges, or higher if 
necessary, and that the extremely low rate policy initiated dur- 
ing the war could not last. Mr. Glass had also been con- 
sistently of the opinion that the preferential rates in favor of 
Liberty bonds and notes had no economic justification, not- 
withstanding that he had maintained the low discount rate 
policy and had supported the differentials in order to carry out 
the Fifth, or Victory Loan upon the basis which had been 
initiated by his predecessor. In this view of the situation the 
time had, however, come when a new policy could well be in- 
troduced. Secretary Glass had consented to the usual arrange- 
ments between the banks and the buyers of Liberty bonds 
whereby a low rate on Victory notes was practically guaran- 
teed to the latter for a period of some months after the floating 
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of the Fifth Loan. It was the general opinion, however, that 
this agreement had been practically fulfilled with the opening 
of the autumn of 1919, while the rampant speculation to which 
reference has already been made at an earlier point, had already 
convinced everyone who was at all conversant with conditions 
that it would have been far better if the reserve banks had 
stopped all discounting at preferential rates at a much earlier 
time, and if they had in fact refused to discount paper with 
Liberty bond collateral except for the absolutely necessary pur- 
poses connected with the floating and absorption of the issues. 


End of McAdoo Policy 


It may thus be said that the McAdoo policy had been 
brought to an end with the culmination of the inflation period 
after the war and had been definitely terminated in November, 
1919, when the first upward movement of discount rates oc- 
curred. This fact should be borne consistently in mind in 
estimating the services of Secretary Glass as the head of the 
Treasury Department. He has habitually been classed as 
simply a perpetuator of the McAdoo inflation policies, the 
facts, however, being as just outlined. The dropping of the 
McAdoo policies, it was well understood, would necessarily 
result in a change of front in many parts of the industrial 
world. Prices were almost certain to fall. Liberty bonds, of 
course, could not hope to be sustained in value after the close 
of the speculative period. They were already showing signs 
of sharp downward trend and it was only reasonable to expect 
that this movement would go very much further and would 
continue for an indefinitely long period. All this necessarily 
meant that the Treasury Department would be unable to finance 
itself on the cheaper basis of the past, and that it might even 
incur new difficulties of a sort not exactly to be foreseen in 
connection with its future borrowings. 

This, however, was a part of the post-war reorganization 
which evidently would have to be met at some time or other. 
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The autumn of 1919 was reckoned as good a time as any at 
which to begin it. Inflation had made terrible inroads into 
the business life of the country, yet the losses were not irrepar- 
able. Speculation had gone to extravagant limits, yet it had 
not ruined the banking structure. The essential basis of finance 
was still sound, or at all events possessed enough soundness to 
permit is to be salvaged. The Treasury itself, although facing 
tremendous outlays, had succeeded in cutting off the enormous 
drain caused by foreign loans and subsidies. It was still in 
the enjoyment of a large income from taxes. If a halt could 
be definitely called and a stop set to inflation, all might yet be 
well and the country might be saved from financial disaster 
which, however, was an evident possibility should conditions 
be aliowed to continue as they were. 


Policy of Secretary Houston 


Secretary Houston entered upon office at the beginning of 
the year 1920, with these problems definitely in mind. He had 
resolved to eliminate the methods of government coddling and 
hothousing which had been so long in use, and to that end he 
first impressed upon the Federal Reserve Board the fact that 
he was entirely in harmony with a plan which would insist on 
higher discount rates and reduce advances for speculative pur- 
poses. He went further than this, for he himself also stopped 
the operations of the War Finance Corporation and _par- 
ticularly refused to give any further support for the inflated 
export trade interests which had been drawing heavily on the 
corporation and which desired to see still further work of the 
same sort undertaken. During the spring of 1920, Secretary 
Houston practically dissolved the corporation, or at all events 
reduced it to a mere skeleton organization with a view to 
ultimate dissolution. He reported fully upon this subject to 
Congress, stating his reasons for the action taken. 

At the same time, in his flotation of Treasury certificates 
of indebtedness he was disposed to put them out on their merits 
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and to encourage the federal reserve banks in the policy of dis- 
tributing them as widely as possible, not only among member 
banks but also among individuals. The certificate rate itself 
was raised from 534 to 6 per cent, while the rates at reserve 
banks were first raised from 5% to 6 per cent in January, and 
later in May and June to 7 per cent. At the same time reserve 
banks were admonished to stop lending for purely speculative 
purposes and to endeavor to get city banks to curtail the vast 
volume of rediscounts which they had taken on, in some cases 
up to an amount several times their capital. The Phelan Act, 
which had gone into technical operation, was suggested to the 
several banks as a means of applying the brakes, but was 
adopted, as stated before, only by four—St. Louis, Kansas 
City, Dallas, and Atlanta. It does not clearly appear whether 
Secretary Houston himself approved of the principles of the 
Phelan Act, but under his Chairmanship of the Board it was 
at all events vigorously put into operation at four banks and 
was recommended to others along the lines that had been 
mapped out by Governor Harding who had originally fathered 
the notions contained in the measure. 


Refusal to Extend Foreign Credits 


In another way the Treasury Department assisted toward 
the restoration of a normal state of affairs, although this was 
an inactive rather than a positive policy. The Department, as 
we have seen, had granted during the war loans to foreign 
countries which eventually had cost the disbursement of about 
$9,500,000,000. Of this sum fully, $2,300,000,000 was trans- 
ferred after the armistice and had the effect of extending for- 
eign trade during the early part of 1919. Exactly how long 
these great sums actually spread themselves out through the 
credit mechanism and so served to finance large shipments 
abroad could not, of course, be stated. Probably some balances 
thus derived from the Treasury were still in existence in an 
unexhausted state on the books of American bankers, to which 
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they had been transferred, up to the end of 1919—possibly a 
little longer. The Treasury Department had early seen the 
unwisdom of continuing these advances any longer than neces- 
sary after the close of the war, and yet it felt itself bound by 
the obligations which had been entered into when the credits 
were granted. Foreign countries had incurred enormous obli- 
gations, largely in the United States. They could not cancel 
these obligations with a stroke of the pen but must settle for 
them. Manufacturers could not be expected simply to swallow 
tremendous losses but must count upon getting back at least 
sufficient to cover their outlays. This process of adjustment 
was actually in progress, all along the line, both between our 
own government and domestic producers and between the 
latter and foreign governments, as well as jointly throughout 
all branches of trade and industry throughout 1919. 

As the end of these great government credits drew near, 
foreign countries or their business interests began to develop 
a propaganda here in favor of a continuance of it, and in this 
they were joined by certain elements among manufacturers 
who foresaw the ending of a profitable trade since government 
support had been withdrawn. The Treasury Department 
might have advanced on the basis of existing credits a good 
deal more than it did, but both Secretary Glass and Secretary 
Houston emphatically assumed the position that no further 
extensions should be allowed, and that only the minimum 
amount necessary to fulfill obligations should be paid by the 
government. The step was not merely wise, it was absolutely 
essential and necessary if this country was to avoid the piling 
up of tremendous additions to its debt to an extent which per- 
haps could not be met; yet it was certain that this policy on 
the part of the Treasury would cut away a substantial amount 
of artificial demand for American products. 


Attempt to Secure a Settlement 
Hand in hand with the attempt to reduce the amount of 
new credits went the effort on the part of the Treasury Depart- 
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ment to obtain an adjustment of old orders. The foreign 
countries, when they at first received advances from the United 
States Treasury, had merely left informal acknowledgments 
of indebtedness with the Department, and it was now desired 
to fund these—that is to say, to exchange the short-term notes 
of an informal sort for regularly dated bonds which should 
specify in full the conditions of fees, payments, maturity of 
instalments or amortization settlements, and a variety of others. 
The matter was taken up by Secretary Glass with foreign gov- 
ernments as soon as was reasonably possible after the close of 
the war, but neither under his direction nor that of Secretary 
Houston was there much progress made. Premier Lloyd- 
George administered a sharp rebuff to Secretary Houston, 
practically cutting off negotiations for the funding of the 
British debt, apparently in the belief that a change of adminis- 
tration in the United States might be followed by the develop- 
ment of a more favorable attitude toward cancellation.’ Other 
countries were far less complacent than Lloyd-George, since 
they showed indisposition to consider the subject at all, and 
were anxious to increase their debt to the United States rather 
than to arrange for paying it. The effort to obtain settlement, 
then, while it may have had some psychological effect both 
abroad and (so far as it was known) at home, did not result 
in bringing about any return of funds into the United States, 
and is chiefly interesting as indicating the change of attitude on 
the part of the Treasury Department which, instead of the 
prodigal policy pursued during the war, now began to return 
to a policy of conservatism and careful calculation of results. 

All these things, however, were well known in official 
circles and had their effect upon the federal reserve system. 
The system had become abnormally sensitive to Treasury in- 
fluence and point of view, as already seen in another connec- 
tion. Changes in this point of view under Secretaries Glass 
and Houston diffused themselves promptly throughout the 


+See testimony of Secretary Mellon in Hearings before Senate Committee o: 
* . n 
Finance, 1921 (World War Debt Funding Commission), 
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reserve system and brought about a reversal of attitude on the 
part of many officers. They began to look askance at the 
‘doubtful foreign trade acceptances and to question the various 
forms of foreign financing which had given rise to paper of 
an evidently non-liquid sort. The New York market had be- 
come overburdened with doubtful bankers’ acceptances, long- 
term loans of various kinds, paper secured by balances abroad 
(in foreign banks), and other financial expedients of a dubious 
nature. It needed only some sharp criticism to awaken the 
financial community to the sense of danger involved in these 
measures, and the changed attitude of the Treasury, diffusing 
itself throughout the reserve banking system, undoubtedly 
tended strongly to bring about such a change of policy. All 
these factors, taken together, worked a great transformation 
in the credit situation; and, from the spring of 1920 onwards, 
there was a widespread feeling that the reserve banks, although 
amply able and willing to discount sound paper—indeed, while 
still increasing their loans and advances up to a peak point 
which did not come until the end of the year—were neverthe- 
less setting their faces against extravagant and wild operations 
of the kind that had been common before. 


Change in Bond Situation 


This policy brought about a steady change in the bond and 
certificate situation. By the middle of 1920 the federal re- 
serve agent at New York was able to report that certificates 
were now in a very large proportion passing into the hands of 
investment institutions and private holders. The process was 
slower in other banks but nevertheless made good headway 
throughout the country.’ 

The year 1919-1920 had, in fact, seen a material improve- 
ment in the war-paper situation in various banking institutions. 

2 Conditions in the system at this time were discussed at length by the author in 


the Federal Reserve Bulletin, July, 1920, from which matter in the remainder of the 
chapter is taken. 
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In the federal reserve system, for example, the total holdings of 
paper secured by government war obligations have evidently 
passed their peak and begun to decline. The Board’s statistical 
review for the year ending June 30, 1919, showed that on June 
27 of that year the total volume of paper secured by govern. 
ment war obligations under discount was $1,573,500,000, 
while at the close of June, 1920 (June 25), the holdings of 
paper secured by war obligations were approximately $295,- 
500,000 less than that figure. Member bank reports to the 
Federal Reserve Board showed that taking the returns from 
institutions in 100 selected cities, there were on June 20, 1919, 
loans secured by United States bonds and other war obliga- 
tions,* amounting to $1,412,000,000, while the total of United 
States securities owned was $2,337,000,000. The correspond- 
ing figures for June 18, 1920, show a very material decrease 
in the total amount of United States securities owed, while a 
corresponding decrease in the total volume of loans secured by 
government war obligations is likewise reported, the respective 
figures being $742,388,000 of paper and $1,587,832,000 of 
securities owned. 

Unquestionable progress had been made during the period 
in reducing the total holdings of war securities, both under 
the form of ownership and under that of collateraled advances. 
This progress may be attributed in no small measure to the 
increasing rates of discount and interest which had tended to 
make it unprofitable for owners of government securities to 
continue carrying them through the medium of advances 
obtained from banking institutions. The experience of the 
year had shown that there was also continued danger of “infla- 
tion” to be seen in the growth of loans secured by other stocks 
and bonds which represent advances made by the banks to 
borrowers who desired in many cases to obtain a comparatively 
long-period accommodation. 


* Exclusive of rediscounts with federal reserve banks. 
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Working of Credit Control 


Question has been constantly asked regarding relationship 
between control of credit, the. application of higher discount 
rates, and the actual expansion of operations. On this subject 
the evidence was still lacking in certainty as to details. The 
general conclusion to be drawn was unmistakably to the effect 
that the operation of credit control through higher discount 
rates had had a marked success. It was true that during the 
earlier period of its application, in the months of November 
and December, 1919, and January and February, 1920, an 
absolute check to the growth of rediscounting at federal reserve 
banks was not afforded. This fact, however, should be inter- 
preted not in the light of absolute figures, but rather in that 
of relative conditions. 

There was, in fact, during the months in question an abso- 
lute increase in the total amount of rediscounted paper held by 
federal reserve banks, but the real question at issue is not 
whether there was an absolute increase, but whether the increase 
which actually occurred would have been larger had it not been 
for the application of this method of credit control. On that 
point there would seem to be no doubt. The advance in the 
total of earning assets from about the beginning of March, 
a date roughly corresponding to the opening of the great 
growth in industrial and speculative operations throughout the 
country, to the beginning of November, at the time of the 
first application of the higher rate policy, amounted to the 
difference between $2,348,000,000 on March 7 and $2,923,- 
000,000 on November 7, or about $575,000,000 in round num- 
bers. Between November 7, 1919, the date last cited, and the 
close of June, 1920, the increase of total earning assets from 
the point already mentioned was approximately $260,000,000, 
the growth having thus been “slowed down” by over 50 per 
cent during a period of roughly the same duration. Later re- 
turns showed an even more positive effect as the result of credit 
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control and government operations, the total earning assets 
having declined from $3,244,425,000 on May 28 to $3,183,- 
275,000 on June 25—a decrease of $61,150,000. 

The success in thus controlling the growth of credit had 
been the more noteworthy because of the difficult conditions 
which had prevailed, chief among which had been the unsatis- 
factory transportation situation, which was in part the result 
of a lack of equipment on the part of the railroads and in part 
the consequence of the very severe weather of the late winter. 
These factors working together had the effect of compelling 
the retention of large quantities of goods at points of produc- 
tion or trans-shipment, with corresponding necessity of extend- 
ing the length of the bank credit by which they were sustained, 
in addition to disorganizing distribution and market conditions 
at points of delivery. 


CHAPTER LXIII 


ON THE VERGE OF A PANIC 


Discount Rates Unimportant 

“The conclusion of the year 1920 found the country at large 
practically on the verge of a panic. The situation is well worthy 
of careful note as exemplifying one of the stages through 
‘which federal reserve banking has passed. Nothing was more 
positively and loudly declared at the inauguration of the system 
than that the effect of its operation would be to prevent panic 
and to insure industrial stability. This statement was reiter- 
ated many times by politicians and by thoughtful publicists, the 
opinion evidently being that the credit expanding powers of 
the federal reserve system rendered it possible for that system 
to'go as far as it chose in helping banks which were in a diffi- 
cult position and in providing “‘emergency currency.’ These 
assertions were severely tested during the depression which had 
set in about mid-year of 1920, and as the year drew to its close 
there was an extraordinarily black outlook. 

~The discount rate advances of the system were of course 
planned for the reasonable restriction of credit. They had 
reached a maximum point of 7 per cent in the preceding June,' 
but had had no apparent’ influence on the situation as shown 
by the fact that credit continued to expand steadily up to the 
close of the year. All the symptoms of recession had mdni- 
fested themselves, and in addition a tremendous crop of busi- 
ness failures had begun to be harvested. These were neither 
produced by the high discount rates nor prevented by them. 
Although in some districts the 7 per cent rate was fully up to 
or above the rate prevailing at member banks, it had no particu- 
lar effect upon the situation, members continuing to discount 


1 This change was the outcome of the so-called “deflation meeting’”’ at the Treasury, 
May 18, 1920. SeeiS. Doc. 310, 67th Congress, 4th.Session, for minutes. 
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when needed, while the urgent character of the necessities of 
borrowers made them willing to pay any rate that circum- 
stances seemed to dictate. Altogether, therefore, the federal 
reserve system, while at no time restricting the volume of its 
accommodation, save in isolated cases in some of the western 
districts, and save for an effort to reduce the excesses of specu- 
lation in the East, had done little or nothing to help or indeed 
to change the essential underlying conditions. 

In previous panics or periods of stringency, difficulty had 
grown out of the fact that doubt arose concerning the ability 
of given institutions to meet their obligations, owing to the 
fact that their loans were frozen or that public confidence had 
resulted in withdrawing an undue amount of cash from them. 
On such occasions relief was obtained by the banks banding 
together for the purpose of supporting any of their number 
which had sound assets. In the depression of 1920-1921, the 
federal reserve system was in the position of a clearing house 
association, already organized in advance and able to assist 
the community, yet exerting no influence one way or the other 
upon the essential cause of the inflation or deflation of credit. 
As the difficulties of the business community moved steadily 
toward a critical point, the reserve system could and did do 
nothing to relieve them except to accommodate those banks 
which presented eligible paper. But the reserve system had of 
course no means of converting ineligible into eligible paper, or 
of strengthening banks which had been dishonestly or unwisely 
managed. Hence the development of many bank failures which 
the system had no means of correcting. The conditions 
amounted to a panic or business crisis without the capstone of 
financial suspension on the part of the solvent as well as of the 
insolvent banks of the country. 


Bearing on Banking Theory 


This condition of affairs had a deep bearing on banking 
theory which ought not to be neglected. Superficial thinkers 
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had in the years past likened the reserve banks to reservoirs 
of water which would be available to put out conflagration that 
might suddenly occur. The difficulty lay in the fact that fires 
when once started and under headway do not yield very readily 
to treatment of this sort. It is far better to have fireproof 
construction than to have even the most efficient fire depart- 
ment. The reserve system had been originally established with 
a view to the prevention of panics rather than their correction, 
in the thought that wise management would make it possible 
for such banks to check the undue expansion of credit. Experi- 
ence had shown that the reserve banks had not the courage, 
nor the Board the power, to impose such a check against the 
wishes of the Treasury Department. In consequence, tremen- 
dous expansion had taken place and both banks and individuals 
had been allowed to get the use of credit far in excess of what 
was good for them or for the community. The reserve banks 
could not render much assistance by applying as a remedy a 
hair of the dog that had bitten, or, in other words, by merely 
pouring forth more credit into a community already water- 
logged with past extensions of credit. It must therefore be 
concluded that the reserve system’s only function in preventing 
panic or in correcting it lay in the fact that it afforded a ready- 
made organization of banking through which a conversion of 
assets into reserve funds might go on, and which effectually 
prevented any tendency to hoard cash. These services, indeed, 
were important in their way, but they were far from being 
those habitually rendered by central banks when at their best. 


Elimination of “Frozen Credit”? 

“Frozen credit” represented in a large measure the financ- 
ing of products of various kinds carried over from a preceding 
year, or the obligations of individuals which had not been paid 
at maturity on account of the slow movement of goods into 


2This and the following section was originally prepared by the author for Federal 
Reserve Bulletin, October 1921, p. 1151. 
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the hands of purchasers. Increased activity in the cotton- 
raising states, resulting from advances in the price of cotton, 
eventually tended to bring about in some measure a clearance 
of the frozen credits which had been carried by banks in those 
districts. One effect of such liquidation was to reduce redis- 
counts with federal reserve banks. The outcome of this process 
is at times to make it appear that there has been a reduction 
in the total volume of credit extended, when, as a matter of 
fact, what had been done was to settle obligations made some 
time ago whose payment had no immediate bearing upon the 
financing of current business operations. Such elimination of 
frozen credit was not confined to the cotton-raising states, or 
indeed to the agricultural parts of the country in general, but 
the process of settling such indebtedness carried over from a 
preceding period was going on in many branches of: wholesale 
and of retailltrade as well, and in some manufacturing sections. 
The ultimate effect of it was to strengthen the banks by making 
their portfolios consist of self-liquidating accounts and by 
increasing the amount of their resources available for new pro- 
duction and business. Not the least important phase of the 
liquidation operation was that of enabling the banks to curtail 
their dependence upon the reserve institution for rediscounts. 
This reduced their expense of doing business and at the same 
time placed them in position to discount new and live paper 
which they could rediscount, inasmuch as they had reduced their 
earlier outstanding lines. 

The situation was in some measure reflected in the increas- 
ing degree of self-support among the several districts, and their 


ability to supply their own credit demands without calling upon 
others. 


Credit and Prices 


In a low-price period a smaller amount of bank credit is 
required to carry a given volume of commodities than is the 
case when prices are high. In ordinary circumstances the varia- 
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tion of prices is not sufficient to make this an important factor 
in the study of credit. It should further be remembered that in 
ordinary circumstances variations in prices tend to react upon 
the volume of goods purchased, the amount turned out increas- 
ing as prices fall because of the increase in demand exerted 
by consumers. The year 1920 was one of those unusual periods 
in which a very great and continuous fall in prices has coin- 
cided with a large shrinkage in the out-turn of many kinds of 
goods, the result being to bring the influence of both factors— 
price reduction and product limitation—to bear upon the banks. 
Starting with May, 1920, when prices and the credit volume 
of the federal reserve system were both nearly at their peak, 
it will, be noted that the growth of credit, after a recession - 
during the summer, continued on to near the close of 1920, 
while prices, after a period of hesitation, fell, and this fall did 
not halt until the summer of 1921. The turn in the amount 
of outstanding accommodation made by the federal reserve 
banks, as measured by bills held, did not take a definite down- 
ward trend until December, 1920, at which time prices had 
already fallen about a third from the maximum. In a general 
way it may be said that there has been parallelism between the 
reduction of prices and the reduction in the amount of credit 
extended by the banks in general during the year 1920-1921, 
even though a decline in the volume of bills held by federal 
reserve banks Continued after the fall of prices ceased and the 
slight upward turn in prices set in in July. The facts are illus- 
trated in the following table which has been prepared for the 
purpose of making clear this situation. 

The table shows considerable correspondence between shifts 
in credit accommodation and price changes. Expressed in per- 
centages, however, it is evident, as stated above, that the. 
decrease in credit accommodation has proceeded at a much 
slower pace than the drop in prices. The explanation of this 
lag in the contraction of banking credit as contrasted with price 
declines is primarily due to two facts—the first, that the volume 
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Total loans, Whole- 
discounts, and sale 

investments _ price 

(including bills indexes 

Date rediscounted) Month in the 

of reporting United 

member States 

banks (000's (1913 = 
omitted) 100) 

1920 1920 
May 14s teen neti tececetere $16+983, 510 May on oh emitter sens 264 
Jtine Ibseis' -ssceaist -here eae 16,920,2779) une AE Sew ee 258 
July 163 yo eee 16,903, .0 5Ou te) LY sie ane ole eee 250 
Aug MESURE! AIEEE ARS cone iene 16,828 ,2781|) Augusto! f2itnae tlle 234 
Sept. 17 oss’ ae sine aen 17505743745 |,oeptem bers neer aa ad 226 
Oct Sie ce ecietra cee 077,283 000.) (OCLOUEE steerer: 208 
Novi l270 ties a tas cote 16,848,730 | November.......... 190 
BB yecn ¥ rime cok de cco boo Bt 16,803 ,2208|, December eirtiac 173 
1921 1921 

Jani Tater oe crete eter 165,307,220 a) ata yee see ee - 163 
Febstdis... asc series «Bott. sree 16, 120; 241) hebruaryaoneeee | ace 154 
Maro Li eeeory te ace 15,974,609.) March a5 5 os sens 150 
ADDER SARE ERR Mather a troh aeons 155756; 517 -|vAprill Sota. oe ae 143 
May lity seseee eet toc cigs ere 154895 260 Mavis ci ia rotate 142 
Vine L Seeectetovs peters ger aerate 15745305 3067 | 9) Une san ante ye iter 139 
Julysigiey tasehad- ode oct T5051 267 july LS Sates reds 141 
Alii 725 2 a ocaae sae a aera 14, O43, 707s CUS tic ane 143 


of bank accommodation cannot be instantly altered because the 
volume of bank paper, even on the most liquid basis, runs for 
a number of days, while at commercial banks the average life 
of paper would be still longer; the other factor in the situation 
is that in many cases a sharp fall in prices necessitates action 
on the part of banks in extending the credit which they have 
already granted to cover a rather longer period in order to give 
the borrower opportunity to readjust himself. Where such 
extensions are made there is necessarily a postponement of the 
date when the credit movement will adapt itself to that of 
prices. 


Demand for Higher Prices 


The fact that prices were receding and business follow- 
ing them, needed in the popular mind to be explained. The 
way of explaining it was found in a popular analysis of dis- 
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count rates and banking conditions from which was drawn the 
inference that the great source of trouble lay in financial 
changes that had occurred since the armistice. These out- 
standing changes were obviously to be sought in the reduc- 
tion of advances made to foreign governments, in the higher 
discount rates of the federal reserve system, and in the gen- 
eral restriction of credit, or what was supposed to be such. 
It was perhaps not unnatural to assume that relief would be 
obtained and prosperous times restored by reintroducing the 
policies which thus had been weighed in the balance and 
found wanting and so discarded. There began, therefore, to 
be vigorous outcry in favor of a policy which would ex- 
tensively aid foreign countries by floating in the United States 
their issues of securities. 

During the latter part of the year 1920, agitation for the 
cancellation of foreign public debts had reached a high level 
and the propaganda work which was being done in the United 
States in favor of the floating of still larger issues of securities 
was very extensive. Various bills made their appearance in 
Congress with the purpose of appropriating enormous sums 
to aid this or that country, the real intention being of course 
to provide an artificial demand for American products and 
only uncertainly to afford relief to those who thus were sup- 
posed to need it. Secretary of the Treasury Houston found 
that foreign countries were planning debt cancellation cam- 
paigns and that they had obtained a singularly large amount 
of support in the United States. Steady resistance on his part 
to all such attempts was paralleled by persistent refusal in 
Congress to consider the extension of any more loans not- 
withstanding the constant efforts of foreign countries to obtain 
favorable consideration for their demands. The foreign situ- 
ation, however, was considerably easier to handle, politically 
speaking, than the domestic. The idea had become deeply 
rooted in a great many minds that there was no reason why 
the federal reserve system should not extend almost un- 
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limited quantities of credit to those who desired it or could 
present security. In their opinion the only reason for with- 
holding this credit was a difference of opinion as to whether 
further advance of prices was or was not desirable. On that 
point many business men had definitely accepted the conclu- 
sion that steady and continuous advance of prices, both for 
stocks and for goods, was urgently to be desired andsindeed 
represented the only sound and consistent policy. 


4 F 
Demands of Business Men 


These views were expressed not only by individuals, but 
also by organizations of business men who desire it was to 
obtain a reversal of the policy which the Board in their 
opinion had been following and which had resulted as they 
thought in price reductions. In memorials to the Board they 
pointed out the declines that had occurred in stock and bond ~ 
quotations, the suffering that was being endured by business 
concerns which were losing money on accumulated supplies 
of commodities, and the unemployment that was being in- 
flicted upon workers who were unable to find a demand for 
their services. All these things, it was asserted, would have 
been avoided had it not been for the disposition of the reserve 
system to restrict credit and so to prevent the continued de- 
velopment of prosperity throughout the country. In the 
interest, therefore, of every economic cause they were inclined 
to urge the restoration of larger extensions of credit, believ- 
ing, as they did, that the inability to obtain them lay at the 
root of the troubles from which the community was suffering. 
These demands, however, were not needed, for Secretary 
Houston preserved his attitude of total indifference to them, 
absolutely refusing to be moved by the expressed dissatis- 
raction of the public. At a later date Governor Harding of 
the Federal Reserve Board reviewed the entire situation in 
a letter to Hon. Reed Smoot, in which he discussed the de- 
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velopment of credit during the years 1919-1920.° Some of the 
outstanding considerations which he then brought forward are 
so well worthy of consideration that they may be reproduced 
as follows: 


. . . Owing to the exigencies of Treasury financing, the war-time 
Federal Reserve rate of 4 per cent was not advanced until November, 
1919, although after the first of July, 1919, there was a rapid advance 
in the market rate for money and the best grades of commercial paper 
sold in the open market at from 7 per cent to 8 per cent. The cus- 
-tomers of the member banks were willing to pay full rates for accom- 
modation and urged upon the banks as a reason for easy credits that 
they were willing to pay high rates and the banks in turn could redis- 
count with the federal reserve banks at a very substantial profit. 
On or about September 15, 1919, the total amount of invested assets 
of the federal reserve banks, including bills rediscounted for member 
banks, acceptances bought in the open market, and Government obliga- 
tions held, amounted to about $2,350,000,000. An expansion of bank 
credits was going on all the time at a rate which has never been 
equaled in the history of the country and far in excess of any war- 
time expansion. Federal reserve bank rates were advanced to 434 per 
cent early in December, 1919, but the advance was negligible and had 
no effect. The latter part of January, 1920, rates were advanced to 
6 per cent. On January 23, 1920, the total rediscounts and earning 
assets of the federal reserve banks amounted to about $3,030,000,000, 
an increase since September 19, 1919, of $680,000,000. The rate of 
expansion for that period was nearly 30 per cent. At the same time 
the reserves of the Federal reserve banks had declined to about 
$2,090,000,000, of which only about $2,030,000,000 were gold reserves. 
The pyramiding of credits was proceeding at an alarming degree and 
it was evident that if expansion should continue to proceed at such 
a rapid rate, it would be merely a question of time until the credit 
structure of the country would explode. 

It should be noted that even after the rates were increased the 
expansion of loans and currency continued in a more moderate degree. 
On January 16, 1920, the total loans and earning assets of the federal 
reserve banks amounted to about $3,000,000,000. These increased 
gradually and steadily until November 5, when they amounted to 
$3,400,000,000. On January 16, 1920, the volume of federal reserve 


8 Bulletin, August, 1921. 
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notes outstanding was about $2,800,000,000, and this note issue also 
increased steadily until it reached the peak on December 24, 1920, 
of $3,400,000,000. You will remember that the great price reactions 
which took place all occurred before November 5 or December 24. 
Wholesale prices reached their peak about the middle of May, 1920, 
being at that time about 272 as against 100 for the year 1913. After 
the middle of May wholesale prices declined steadily, although the 
loans of the federal reserve banks and federal reserve note issues 
increased until November 5 and December 24, respectively. 

Since the close of the year 1920 there has been a marked reduction 
in the loans and note issues of the federal reserve banks combined, 
although this reduction has been by no means uniform at all the banks. 
As a matter of fact, the liquidation in the New York district has been 
about equal to that in all other districts combined. The rediscounts 
and advances of the Federal Reserve Bank of New York, at the close 
of business on June 30, 1921, were lower than they had been since 
July 10, 1918. I would call your attention to the fact that on July 9, 
1920, the Federal Reserve Bank of New York had total bills discounted 
and bought amounting to $1,001,864,000, while on July 6, 1921, total 
bills held at the Federal Reserve Bank of New York were $461,585,000, 
a reduction of $540,279,000. If comparison should be made a week 
earlier in each case, it would be seen that a reduction took place of 
$578,695,000. Bills held at the Federal Reserve Bank of New York 
increased from June 29, 1921, to July 6, 1921, from $423,169,000 to 
$461,585,000, a net increase for the week of $38,416,000. The detail 
is as follows: 


annem smmmmmemesesmemeemeeeeeeeeeeee eee ee 


July 9, 1920 July 6, 1921 


Secured by United States bonds and cer- 


tificates vou daria esd een aes $ 544,229,000 | $212,999,000 
Commercial paper, GtGitcc a suaienee Eran 303,454,000 236,970,000 
Bills bought in open market............. 154,181,000 11,616,000 
A Nope edi accents ciott. maypiatn dintten oe $1,001 ,864,000 | $461,585,000 


The Federal Reserve Board has made no suggestion whatever 
that any federal reserve bank should undertake to force farmers to sell 
their cotton before the new crop comes in and telegraphic inquiry 
made of the federal reserve banks in the cotton-producing districts 


shows that no such restrictions have been made by the federal reserve 
Danksaeemene 
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In conclusion, I wish to say that the attitude of the Federal Reserve 
Board toward agriculture has been greatly misunderstood and grossly 
misrepresented. The Board has always advocated as liberal a policy 
as possible, consistent with the terms of the federal reserve act and with 
reasonable banking prudence toward agriculture, which it recognizes 
as the basic industry of the country and the foundation upon which 
all other industries necessarily rest. The trouble is that the loans 
made by the member and nonmember banks throughout the country 
are not well distributed and in a number of cases have not been 
judiciously made. Something over a third of all member banks are 
not borrowing from the federal reserve banks at all, and of the two- 
thirds which are borrowing, more than one-half are borrowing very 
large amounts. Many of these banks have extended themselves so far 
that they do not feel warranted in making any new loans, regardless 
of the disposition of the federal reserve banks to rediscount the paper. 
They do not want their names on any more paper than they already 
have. They do not like the idea of increasing their contingent liability. 
In view of the fact that the twelve federal reserve banks are independ- 
ent bodies corporate and are controlled and directed each by its own 
board of directors, subject only to the general supervision of the 
Federal Reserve Board, whose authority with respect to discount is’ 
confined principally to defining eligible paper in accordance with the 
terms of section 13 of the federal reserve act, it seems to me that the 
statement which many, both in Congress and on the outside, urge be 
issued by the Federal Reserve Board, stating that the federal reserve 
banks will adopt certain policies in connection with the rediscounting 
of agricultural paper, would have to be made by the federal reserve 
banks themselves. The Federal Reserve Board has no power to inter- 
fere with the discretion given or the responsibility imposed by law upon 
the directors of a federal reserve bank with respect to passing upon 
the merits of eligible paper offered for discount... . 

By way of summary, let me state that while the federal reserve act 
imposes a general limitation upon the maturity of paper eligible for 
discount of three months, it is provided in section 13 “that notes, 
drafts, and bills drawn or issued for agricultural purposes or based on 
live stock and having a maturity not exceeding six months, exclusive 
of days of grace, may be discounted in an amount to be limited to a 
percentage of the assets of the federal reserve bank, to be ascertained 
and fixed by the Federal Reserve Board.” Had the Board been 
unfriendly to agriculture, as many of its critics claim it has been, it 
could easily have limited the amount of six months’ agricultural paper 
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which could be discounted by a federal reserve bank to a very small 
percentage of its total assets. But in order to offer the fullest possible 
accommodations to agriculture, the Board more than five years ago 
fixed this percentage at 99 per cent and has never changed it. It has 
already been pointed out that the decrease of more than $1,100,000,000 
which has taken place in the loans and earning assets of the federal 
reserve banks is represented mainly by a reduction in loans secured by 
Government obligations and by bills and acceptances bought in the 
open market. The actual reduction in commercial, agricultural, and 
live-stock paper, rediscounted for member banks, from July 9, 1920, 
to July 6, 1921, was $138,257,000. This reduction is more than 
accounted for by the decrease of paper rediscounted by federal reserve 
banks in Boston, New York, and Chicago. The bank liquidation which 
has taken place has been mainly in financial and industrial centers, and 
the figures of the federal reserve banks do not indicate that there has 
during the past 12 months been any decrease in federal reserve accom- 
modations to banks in the agricultural and live-stock districts, but on 
the contrary there has been a considerable increase, as you will see 
from the official statements inclosed herewith. 
Very truly yours, 
W. P. G. Harpine, 


Governor. 
Hon. REeep Smoot, 


United States Senate. 


The System in Politics 


Receiving no encouragement from either the Treasury or 
the Federal Reserve Board, it was natural that those who felt 
dissatisfied should turn to the politicians for assistance. The 
presidential campaign of 1920 started comparatively early in 
the year and at first seemed unlikely to involve much discus- 
sion of. currency or banking. There was a kind of common 
consent among politicians to the effect that the banking out- 
look should not be dragged into a situation which did not 
call for or warrant any such treatment, but that so far as 
practicable the contest should be waged without making refer- 
ence to it. This attitude, however, was maintained only for 
a short time and it was not long before orators on both sides 
were making charges against the reserve system to the effect 
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that it had restricted credit, had rendered recovery difficult for 
the farmer, and had otherwise damaged the organization of 
business. The Democratic nominee once or twice wrote to 
Governor Harding with queries regarding reserve bank policies 
and with recommendations of lower rates, giving his cor- 
respondence, of course, to the press. Republican orators, on 
the other hand, attacked the system more or less openly, 
promised relief from high rates if elected, and otherwise 
held out to the voter the notion that the government could 
and should in some way interpose to rectify conditions of 
shortened credit, or to reduce interest and discount rates in 
order to supply current necessity. 

Accordingly, the campaign of 1920, before it was half 
over, had begun to involve a rather large element of discus- 
sion of finance, banking, and currency, and more or less ex- 
plicit promises had been made with respect to help for the 
farmer, lower rates, and general changes in conditions. The 
election of President Harding and a Congress overwhelm- 
ingly in sympathy with him left the short session of 1920- 
1921 as little more than a period for clearing up the unfinished 
business which still held over while awaiting the advent of a 
new régime. The reserve system had definitely been brought 
into politics even more than had been true during its incep- 
tion and previous history, and politicians had now given 
pledges regarding their banking policy in a way never before 
resorted to. 


Panic Avoided 


The measures of contraction which had been set at work 
and which were thus persevering, regardless of public opinion, 
were, however, producing their results during the latter part 
of the year 1920. With the close of that year, reserve bank 
portfolios began to decline. Prices had already sharply fallen. 
There had been a tremendous mortality of business enter- 
prises, our foreign trade had been largely cut back, and condi- 
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tions were in a much more favorable state. As has been’seen 
on former occasions, little if any of this work was attribut- 
able to positive policies of the federal reserve system, but the 
system at least refrained from making matters worse by re- 
laxing credit still further, while at the same time it per- 
severed with the assistance and countenance of the Treasury 
Department in pushing government bond-secured paper out 
of reserve banks. This primarily was the great contribution 
of the reserve system to the process of reorganization. A 
panic had been definitely avoided, although the business of 
the country had passed through many of the same experiences 
and had suffered from many of the losses that had been com- 
mon on past occasions of the same sort. 

The lesson of the year 1919-1920 had become emphatically 
clear. It was that neither the expansion of credit nor the 
unlimited supply of credit at the peak of expansion could help 
business, but that both restriction and control on the one 
hand, and stimulus on the other, must be applied in the very 
early stages of inflation and deflation movements. For such 
work the federal reserve system was not being used, as clearly 
appeared from its primarily emergency development. Its fail- 
ure to enter the open market or the foreign field had prevented 
it from employing the usual methods of central bank control, 
and its tentative and slow application of discount rate changes 
in the domestic field had been without result. In these cir- 
cumstances it was apparent that panics might be expected to 
recur in the future just as in the past, the influence of the 
reserve system being perhaps that of accelerating or retarding 
the process but little more than that, 


CHAPTER: LXIV. 
THE FEDERAL RESERVE SYSTEM UNDER FIRE 


National Scapegoat 

Reaction in business and difficulty in maintaining even a 
reasonable degree of solvency in many lines of trade are con- 
ditions which have always in the past led to the search for a 
national scapegoat. Such a scapegoat has too often been 
found in the banking and financial community which, although 
it has had its own sins to answer for, cannot be reasonably 
regarded as a universal offender. It had been supposed that 
the great service of the reserve system. during the war and its 
conspicuous success in preventing panic, even under circum- 
stances of great difficulty, might in a sense have preserved it 
from the usual attack which in past times of depression has 
come to our banking system. This, however, was not to be. 
In reviewing the later post-war years of the federal reserve 
system, more attention perhaps should be given to politics 
and to administration than to economics. Certainly the three 
classes of considerations must be combined in order to gain 
even a reasonable analysis of the situation. 


Earnings of Reserve Banks 

In looking over the field from this point of view and with 
a view to understanding the present position of the reserve 
system, attention must undoubtedly be paid to certain elements 
in its history which, however insignificant from the economic 
standpoint, have a large political bearing. Of these perhaps 
the most significant is the question of reserve bank earnings. 
It will be remembered that in the Federal Reserve Act divi- 
dends to stockholders had been limited to 6 per cent, the whole 
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remainder above that figure to go to the government as a 
“franchise tax” after an allowance of 40 per cent, to surplus. 
In European countries it has ordinarily been customary to 
fix the franchise tax and to leave the bank to make what it 
could by way of earnings for stockholders over and above 
that figure. But in framing the Federal Reserve Act, it was 
thought wise to avoid, if possible, the imputation that the 
monopoly power of note issue was being used by: banks, the 
act therefore giving them only a moderate commercial return 
on their money. 

During the first year or two of the reserve banking sys- 
tem, it had seemed likely that the institutions would not be 
able to do more than pay expenses. One or two of them had 
paid dividends to stockholders, but had succeeded in doing so 
only by counting every possible source of enhancement in value 
of assets, by spreading out their organization expense over a 
considerable period, and by otherwise giving themselves the 
advantage of all doubts. As has been seen at an earlier point, 
it had been seriously argued by members of the Federal Re- 
serve Board that the reserve banks if “properly run’ could 
never pay dividends, and an effort had been made to return 
their capital stock to the member banks. This effort had been 
frustrated, and it had been determined to go on as originally 
intended under the act with.a moderate paid-up capital. ‘The 
war, however, had suddenly and entirely changed the whole 
situation by giving the reserve banks enormous volumes of 
business which, although taken at extremely low rates, were 
nevertheless so great in amount as to give them what appeared 
to be immense earnings. These earnings were far greater in 
proportion to capital than would normally have been the case 
in any ordinary bank, for the reason that the capital of re- 
serve banks was, after all, only a very small fraction of their 
resources, so that, when stated in percentages, it seemed as if 
abnormal returns were being made. Had the percentages 
been computed on the basis of total resources, including de- 
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posited reserves, an entirely different impression would then 
have been made. 


Congressional Attitude 


All this was, of course, not recognized by Congress, or 
if recognized was ignored. Congress and the political cam- 
paign committees had already been inclined to attack the re- 
serve system during its lean years of organization as noth- 
ing more than a means of providing some good places for 
political favorites. True, it had been difficult to find any cases 
of favoritism or nepotism, but the charge had nevertheless 
been made and repeated from time to time as opportunity 
afforded. Congress is a body which has never been noted 
for its consistency; and accordingly it was not strange when 
reserve banks began to show large earnings as the result of 
the war, that they should be brought violently under attack 
on the ground that they were grinding the faces of the poor 
by their exorbitant charges. 

The earning of reserve banks may be conveniently sur- 
veyed at this point in the following table: 


Net EARNINGS OF FEDERAL RESERVE BANKS 


TLOTA dy gupepbie arotn terete 1919... .$82,038,785 
LOW Sty Ueace tis sere 1920.... 82,087,000 
19016....$ 2,751,000 19g2I.... 86,708,000 
IOI). . +441 11,202,003 1922.... 20,931,000 


1918.... 55,440,979 


Out of these earnings, funds transferred to the government 
of the United States were as follows :’ 


During the year 1921 the federal reserve banks had set up a reserve 
for franchise tax, the total of which was on October 27, 1921, 
$53,938,000 (weekly statement federal reserve banks combined, Octo- 
ber 27, 1921). This tax reserve was adjusted weekly and the total 
amount shown to be due the government at the close of business 
December 31, 1921, was ordered paid to the Treasury on January 3, 
1922. 


1S. Doc. 75, 67th Congress, 1st Session. 
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FRANCHISE TAXES PAID TO THE UNITED STATES GOVERNMENT 


———— 
(Se 


Federal reserve bank 1917 1919 1920 Total* 
Boston sane aaer Gia SOOO sce c siacegeiae $ 2,473,499 |$ 2,548,599 
New? Yorlet..224.9-- 649,363 | $2,703,894 | 39,318,511 | 42,671,768 
Philadelphia tiystys2jst)|; Septeis eee taleey- oo emterietrs 363,662 363 , 662 
Richmiondi see seer DLO GA 725 le neers 204,585 321,057 
Atlanta’ eee th 40} 000 FSS Wats oe 2,136,288 2,176,288 
Chicago se ae PR Hig {0.8 | Pe eR a 10,394,480 | 10,610,279 
Minneapolis........ 27 SOO! lee hehe seers oe 524,234 561,734 
Kansas: Cityy:.: legates «| lesbrseyter teat S094 yee sc seo ater 2,240,228 2,240,228 
Sanvlrancisco tan cas tleeceacaeeieaers Geral eles siege os cakerete 3,069,255 3,069,255 
otal. ereece $1,134,234 | $2,703,894 |$60,724,742 $64,562,870 


* Totals transferred for 1921 and 1922 were $59,974,406 and $10,850,604, 
respectively. 


Political Intrigue 

As the tables indicate, the close of the war financing period, 
although not contemporaneous with the close of the war, was 
not long deferred, yet it was postponed for a sufficient time 
to furnish a basis for political intrigue and attack along the 
lines just indicated. True, an immense surplus of earnings 
had been paid to the government, as indicated in the fore- 
going table, so that the government had primarily profited by 
the war financing, in so far as reserve banks were concerned, 
while the member banks, as already often noted, had for the 
most part discounted for their customers during the war period 
without profit, simply giving to borrowers the same rate that 
was charged at reserve banks—approximately the coupon rate 
on Liberty bonds and notes. It is difficult to say how the 
reserve system could have resisted this type of attack. It was 
first abused for its lack of earnings, then for its high earnings. 
It was obnoxious because of its inability to support itself, then 
because of the fact that it was drawing so heavily upon the 
resources of the community. True, it could not be charged 
with having made great monopoly profits, because the bulk of 
its profits went to the government; nevertheless the earnings 
situation was undoubtedly an occasion for the casting of en- 


THE SYSTEM UNDER FIRE 1423 


vious eyes at reserve banks and for stirring up political hatred 
among the rank and file of voters by the citation of immense 
figures, not of dividends paid, but of “earnings’’ received. 


Salary Policy of the Reserve Banks 


At an earlier point it has been noted how Secretary Mc- 
Adoo, in order to reward officers of reserve banks who had 
done yeoman service during the war, had sustained a “drive” 
for higher salaries? which had set in about the time of the 


*The facts as to this were partly made public by Governor Harding, who in a 
per aeitien to Hon. Sydney Anderson in 1921, quoted from the minutes of the Board 
as follows: 

In December, 1918,-the directors of the Federal Reserve Bank of New York again 
voted to increase the salary of Gov. Strong to $50,000 per annum. The following is 
an extract from the minutes of the meeting of the Federal Reserve Board on December 
14, 1918: 

“Present: The chairman (Mr. McAdoo), the governor, Mr. Strauss, Mr. Miller, 
Mr. Hamlin, Mr. Williams, Mr. Broderick, secretary. 

“Mr. Strauss stated that he had reviewed the recommendations of the Federal 
Reserve Bank of New York of increases in salaries of and bonuses to its officers and 
employees, and submitted the following report, which was ordered spread upon the 
minutes of the meeting: 

(Here follows report of Mr. Strauss on a letter from Mr. George F. Peabody, deputy 
chairman of the board of directors of the Federal Reserve Bank of New York, on the 
subject of increased compensation for employees of the bank.) Athi 

“The chairman expressed himself as heartily in accord with the principles pro- 
pounded by Mr. Strauss. He then explained to the Board his views as to the prin- 
ciples that should be observed in determining compensation to officers of Federal 
reserve banks. He stated that his attitude had been that in the beginning and during 
the formative period of the system he advocated comparatively low salaries until the 
business of the banks could be established, and a fair measure obtained of their opera- 
tions and a more accurate realization reached of the dimensions of the problems and 
responsibility of the banks’ officers, adding that last year he had opposed an increase 
in the salary of the governor of the Federal Reserve Bank of New York only because 
the country was at war. He said, now that the business of the banks had been well 
established and they were making large earnings for the Government, the time had 
come when the: office of governor of a Federal reserve bank should command on its 
merits, a fair and just compensation, and that he would vote to fix the salary of the 
governor of the Federal Reserve Bank of New York at $50,000 per annum, this salary 
to prevail not only for the present incumbent, but for his successors. The chairman 
stated it as his view that the principle governing the fixing of salaries of officers of 
Federal reserve banks should be that the salary be made sufficiently attractive to 
make a man willing to adopt the Federal reserve system as a permanent career having 
its rewards in the way of promotion like any other institution. He opposed the view 
that the office of head of a Federal reserve bank should be considered on a parity with 
high Government office, stating. that heads of Federal reserve banks could not be said 
to enjoy that magnitude of power and prestige pertaining to high Government office, 
while the bank officers were yet placed in a different position from those engaged in 
private institutions in that fey. yee affected by the mutations of public life and 

changing public board. 
controrts bye a Seated that he had conferred with the Secretary of the Treasury- 
elect, Mr. Carter Glass, who concurred in the substance of the principles recited iy 
him, leaving it to the Poekss At coats to meet ried ic? principles, reasonable 
j ‘ alaries throughout the system in its discretion. 

eet e eee stated he further principle that the salary of a Federal reserve 
agent should be at least as high as pie of any deputy governor of the Federal reserve 
; ich such agent may be chairman. . 

ca gen, Miller coined out that the tremendous earnings of the Federal. errs peaks 
had accrued this year largely out of Government business, and asked the chairman i 
he had that factor in mind in expressing his opinion on the question. | ‘ 4 4 

“The chairman replied that he did not think the percentage basis o ee 
banks is a fair guide for the measure of compensation to be paid, see it a is yu ig" 
ment that the questions of salaries at the several banks should be dealt with eac 
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armistice. The result had been to establish a high scale of 
salaries which, as soon as it became known, paved the way 
for another congressional onslaught and gave point to the 
criticism of the earnings situation. At the beginning of the 
organization the Board had felt grave doubt concerning its 
salary policy. It had found it necessary to have competent 
men at the reserve banks, but it hardly felt warranted in pay- 
ing to these men the full commercial salary attaching to a 
similarly important post in the commercial world. The sal- 
aries of reserve officers were placed on a level rather distinctly 
below that prevailing in the commercial communities in which 
they were situated. On this basis there had been some loss of 
efficient officers during the early years of the system, and when 
the war activities were at their height the Board was un- 
doubtedly influenced by the desire to avoid loss of men at a 
time when continuity and efficiency were urgently necessary. 

So the Board had itself been somewhat inclined to yield 
to the high salary argument which was steadily put forward 
by the complaisant directors of reserve banks in behalf of 
their officers, and had practically allowed itself to be weaned 


ie own merits with respect to the responsibility assumed by the governor when taking 
office. 

“Mr. Strauss stated that the board should not consider the earnings of a bank in 
fixing compensation; that at future periods it might well be the business of the banks 
not to make money. i 

“The chairman concurred in this view, stating that it might be necessary to operate 
a bank at a loss as a result of a general plan of combining the resources of all banks as 
a common fund, in which event the responsibilities of the governor of a bank forced to 
operate at a loss would be even greater than when large earnings were accruing. He 
said the problem was to ascertain what is a just compensation, taking into considera- 
tion all the elements of the problem—the size of the bank, the cost of living in the 
community, and the responsibility assumed by the chief executive officer of the bank. 

“Mr. Williams pointed out that there were certain governors of Federal reserve 
banks whom the board felt were not the strongest men for their positions. 

“The chairman stated that if the Board undertook the responsibility of keeping in 
office. incompetent men as governors of Federal reserve banks the salaries of such 
governors should nevertheless have a relation to the responsibility assumed. 

“On motion, duly seconded, it was voted unanimously that the salary of the governor 
of the Federal Reserve Bank of New York for the ensuing year be approved if fixed at 
$50,000 per annum and that the recommendations of the Board of Directors of the Fed- 
eral Reserve Bank of New York, as submitted by Deputy Chairman Peabody in his letter 
of December 11, 1918, as modified in principles by the memorandum submitted by Mr. 
Strauss, above, be approved with the understanding that the Board will review same 
in detail and make such adjustments as may be necessary at its meeting on Monday,. 
December 16. 

_. “At this point the chairman (Mr. McAdoo) stated that it was necessary for him to 
withdraw from this, the last meeting of the Federal Reserve Board which he would 
attend, and expressed to the members of the Board his appreciation of the work they 
had done during his incumbency of the office of chairman, stating that he would 


always have a keen interest in the personal welfare of members of the Board, as well 
as in their official work,” f 
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from the earlier ideal of public service in reserve banks cor- 
responding to the standards which existed in European central 
banking institutions. It had, in effect, gone over to the con- 
ception of American banking—a highly paid and undoubtedly 
efficient body of officers supported by a low-paid and factory- 
organized body of clerical employees. Whether it could have 
avoided such a change and have constituted a new and better 
régime in its handling of the personnel question, may be 
doubtful. The fact is that the Reserve Act had definitely 
committed this question to the local boards of directors, who 
were themselves bankers and business men and who were 
immediately responsible to their stockholders—the member 
banks of the district. It was not a matter for which the Board 
had immediate responsibility, although the act gave it the 
right to veto undesirable salaries or expenses whenever it saw 
fit and without the assignments of reasons for its action. 
This of course was for the purpose of preventing the reserve 
banks from paying out unduly large parts of their entire earn- 
ings in the form of salaries, and so preventing the government 
from getting an adequate return through surplus earnings. 


Earnings versus Salaries 

It is interesting psychologically to the student of general 
business conditions to note how the fact that the reserve banks 
were making very large earnings tended to react upon the 
salaries which were demanded of them; notwithstanding there 
was of course no relationship between the two—certainly none 
after the time had come when the banks were supporting them- 
selves and were paying their 6 per cent dividend. But as often 
happens in such cases, the fact that large earnings were me- 
chanically being made by the banks as the result of war was 
constantly cited as an example of the skill and economy with 
which they were being operated, or even more frequently as 
evidence of the enormous responsibility resting upon those who 
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had been entrusted with the management of reserve bank af- 
fairs. Altogether, therefore, it was clear from the time that 
war earnings had begun to accumulate, that a drive for high 
salaries would be practically irresistible. 

The idea of public service in the reserve banks had not 
acquired any stronger hold during the first three or four 
years of the system’s history than it had at the outset, and 
the inevitable consequence of this condition of affairs was 
to make reserve bank officers feel that they were not only 
entitled to the money but that the time had come when they 
could take it without infringing upon anyone’s rights, even 
those of the government. Accordingly from the beginning of 
1918 onward, the salary issue became intensely acute, and, as 
already seen, the Board was practically compelled to yield; 
for it should be added, there had never been a time, even from 
the beginning, when the Board as a whole was inclined to a 
niggardly or mean attitude in the matter, or indeed any more 
than what might be considered a reasonable degree of con- 
servatism. As war operations expanded, as the number of 
persons employed grew by leaps and bounds, eventually reach- 
ing 12,000 or more, and as a vast building program was de- 
veloped, the outcome became practically a foregone conclusion. 
Criticism did not develop in Congress for some time, for the 
reason that Congress was concerned with other matters, paying 
but little attention to the internal technique of reserve banking 
and for the time being was more or less friendly, politically 
speaking. After the close of the war, when the deflation era 
had set in and when search began to be made for grounds of 
complaint, the salary situation at the reserve banks naturally 
began to receive consideration. Eventually information was 
called for by the Senate with reference to the salaries actually 
paid, and a complete reply on the subject was submitted by 
Governor Harding in a document which gave all details of 
officers’ salaries. The main facts thus revealed may properly 
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be furnished at this point without awaiting their chronological 
sequence, as follows :5 


AVERAGE ANNUAL SALARIES Paip To Orricers By EAcH FEDERAL RESERVE 
BANK AND BY THREE OF THE LARGER MEMBER BANKS IN EACH 
FEepERAL RESERVE BANK City, As or OCTOBER, 1921 


(Bonus excluded) 


Federal 
Federal reserve district reserve Ee ee 
bank ee 

Boston Sebi sa. 6 Pid. SoG oe Seek eels RES $ 9,679 $14,745 
INGWaViOL Madr cette btemsrr ne umes t ae eae hee i 12,745 G/U 
iniladel phiate wary cc oer arae One! wayto nie ereare cs 10,125 15736 
Mlevelandheds sett Mei GON soe SERGE 6 aM ose Seah: 7,792 10,061 
RICO NGM fees cpretonegs bres ade 6 areca sek 6,696 6,473 
ENG lant Gal BB Sr eee ty ois ethos orm oo aes consis, GAD siduetlapska bee’ 5,677 7,828 
Chicago. sh MRF Bei eho HM het Poe. AB eats 7,946 15,440 
Wt MOUSE ee Me aieu-ta cla cea cy shine moe cee eons 7,078 11,675 
Mita mea pOlismaetauesereeee wert cece Ma tcnne tates Me tedster teen, honors 6,478 10,621 
Kansas City = 4 Mierke Meta Rts AE CA. ARE HA. 6,147 10,313 
AT) Las Rape iten teatecweerehctosbener sr Pie aece necllomchincsvoks-/ou dnelloushsweude ep saenon shins 5,512 8,767 
Saieliran Ciscoe nice aie acters sts ot cetera smeiel 6,459 II, 409 

SV SEGUE pa stitencgs. Araki tec tiegs e ons Metis A ors apes $7,743 $13,092 


* Six national banks. 


It will be seen from this table that the average salary of officers in 
all federal reserve banks is $7,743, while the average salary paid by 
the larger member banks in federal reserve bank cities is $13,092, or 
69 per cent in excess of that paid by the federal reserve banks. 

With reference to the statement frequently made that salaries paid 
by the Federal Reserve Bank of New York increased 50 per cent 
between the years 1918 and 1920, while at the same time the number 
of officers and employees increased only 10 per cent, the board would 
state that during this period the total salaries of officers and employees 
increased by $1,534,443, of which amount $1,336,443 represented the 
increase in salaries paid to employees and only $198,000 the increase 
in salaries paid to officers. In explanation of the higher aggregate 
salaries paid to employees of the Federal Reserve Bank of New York, 
which increased 47 per cent during the two years as compared with an 
increase in number of only 10 per cent, there is given below a table 
showing the average annual salary paid to employees by that bank, 


3S. Doc. 75, 67th Congress, 1st session, p. 13 
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as of the last day of December of each year from 1915 to 1920, both 
inclusive, and as of July 1, 1921, as well as by each other federal 
reserve bank. 


AVERAGE SALARIES PAYABLE TO EMPLOYEES oF EACH FEDERAL RESERVE 
BANK (INCLUDING BRANCHES) 


(Bonus excluded) 


Dec. 31 
July 1, 
Bank oe 
IQI5 1916 IQI7 1918 1919 1920 

Bostori ack apis wasn 2 $1,086 | $ 985 | $ oor | $ 929 | $1,184 | $1,271 | $1,401 
New, Vork. >, Afi wade e. Lp LSz 934 1,003 1,005 1,206 1,456 1,471 
Philadelphia. ........... 1,000 838 706 983 E533 1,258 1,266 
Cleve aii Werarels geteltre siete ate 1,242 883 1,020 1,183 1,206 1,360 1,383 
Richmond... Si. 00% 25 1,044 601 704 996 1,030 I,190 1,233 
Atlantelcc\ cccnittontutas 1,005 869 1,053 908 1,054 I,149 1,281 
ORICABO. co]. .eiteeiceh ss 3 I,142 949 Ls o20: I,004 I,1I5 I,310 1,408 
SEWOtiis Weyebe curiam rab ats 1,068 986 953 1,028 1,051 1,214 1,326 
Minnéapolsiachkts es « 1,289 881 942 646 1,091 1,262 1,288 
KiansasiCity’. . A860. 3... 936 961 1,063 1,024 I,194 1,209 1,442 
Dahasipes...40- pee eyyat.e 1,382 1,017 919 1,110 1,168 1,270 1,447 
San Prancisco...aig isnt = 0 1,406 925 1,144 T, 227 1,268 1,366 tae 
Systems... LE latha.s $1,128 | $ o12 | $1,004 | $1,062 | $1,163 | $1,319 | $1,402 


It will be observed that the average salary paid to employees by 
the federal reserve banks was very low in 1918, being practically on 
a level with salaries paid bank employees prior to the war, when 
prices were about one-half of what they were in 1919 and 1920, when 
the increase in the average salary paid to employees took place. 

An investigation made by the Federal Reserve Bank of New York 
in 1919 showed that the average annual salary, including bonus, paid 
to employees by the bank was $1,440, while the average annual salary, 
including bonus, paid to employees by 10 of the large New York City 
banks ranged from $1,620 to $2,265. In fact, it was found that in 6 
of the banks the average salary paid employees was in excess of 
$2,100. It was represented to the Board that if the Federal Reserve 
Bank of New York was to retain its employees it would have to 
increase salaries to a level more nearly approaching salaries paid for 
similar work by other banks in New York City. The fact that the 
average salary paid employees by the federal reserve bank at the end 
of 1918 was only $1,095, when the cost of living index as published by 
the Bureau of Labor Statistics of the Department of Labor was 77 
per cent above the pre-war level, gradually increasing to 119 per cent 
in December, 1920, would seem to justify the increase in salaries 
granted employees during the years 1919 and 1920, 
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In order that the Senate may be informed as to whether the number 
of officers of federal reserve banks has increased relatively more 
than the number of employees, and whether the number and salaries 
of officers and employees of the federal reserve banks have increased 
more rapidly than the volume of business and routine operations of 
those banks, the following table is submitted showing the changes 
in personnel and salaries, the growth in the principal items of assets 
and liabilities of the banks, and the increase in the volume of their 
operations by years from 1915 to 1920: 


INDEX oF GROWTH, 1915-1920, IN NUMBER AND SALARIES OF OFFICERS AND 
EMPLOYEES, AND IN BUSINESS TRANSACTED, FoR EACH 
FEDERAL RESERVE BANK 


(1915=1) 
Officers Officers and em- | Assets and liabil- 
ployees ities Volume | Trans- 
of dis- | actions 
count | through 
Federal Federal Jandopen| gold 
reserve bank 4 Earning | Tesetve market | settle- 
Number} Salaries |} Number] Salaries re & | notes in|} opera- ment 
assets | circula- || tions fund 
tion 
Boston.hs... a7 ] 4 39 21 20 31 225 37 
New York..... ks 5 40 29 95 12 989 88 
Philadelphia... B 3 19 15 35 32 281 38 
Cleveland..... 5 4 31 21 39 33 244 238 
Richmond..... 5 5 22 16 17 10 77 60 
Atlantay, «gages 4 4 II 9 18 10 66 AI 
Chicagore fess 9 5 35 25 AT 203 281 45 
St, Wowis! doe a. 5 3 22 14 A2 17 224 36 
Minneapolis. . . 3 3 23 IZ 23 6 107 III 
Kansas City... 7 5 22 20 ar Il ng 70 
Dallas oe 5 4 20 13 I4 5 53 63 
San Francisco. . 8 5 51 26 93 53 263 74 
System.... 5 4 28 20 39 18 314 50 


Underpaid Employees 

Along with this showing made by Governor Harding at 
the request of the Senate should be classed an investigation 
which was carried on by the Division of Analysis and Research 
of the Board for the purpose of ascertaining how the employees 
of the several banks were paid. The inquiry originated in the 
desire to ascertain whether a system of bonuses designed to give 
them a living wage adapted to changes in prices was warranted 
and, if so, what amount of bonus was probably fair. The 
investigation, therefore, was directed not only to ascertaining 
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average wages, but also of cost of living, the number of persons 
depending upon the employees for support, savings, and other 
features whose general character-was of a nature to throw light 
upon the question of wages from the subsistence standpoint. 
This inquiry showed that the employees of reserve banks were 
for the most part underpaid even as compared with the rank 
and file of bank employees, the reason being that reserve bank- 
ing was necessarily more routine and less individualized than 
ordinary banking, the operations being repeated over and over 
again on a factory basis by a large corps of relatively untrained 
employees. The Board, however, deemed it best not to give 
the full results of the investigation to the public, but eventually 
authorized the publication of certain principal items of informa- 
tion in the Federal Reserve Bulletin, from which the following 
summary is taken: 

A questionnaire was prepared and distributed to all employees of 
federal reserve banks receiving salaries of less than $5,000 per annum, 


requesting certain information relative to expenditures for the calendar - 
year 1919. The questionnaire was divided into two sections, one to 


Individuals 
Federal 
Reserve- | Families | Not living at home Living at home Total 
district 
Males | Females | Males | Females 

Teo tiseieee oor 115 II II 86 149 372 
Dae, be a Heya cys 819 5I 71 401 806 2,148 
ae ee 79 7 II 33 48 178 
FAN WOON ¢ RTE 144 24 27 97 172 464 
ey tisuarnatd © eae as 59 II 41 60 124 295 
Oserirsd yee % 57 22 20 32 41 172 
FW oe Ss 22 20 38 66 105 156 
Shah et odes 100 22 30 45 76 273 
Resins ARNE 40 17 19 31 57 164 
LOrGet. Sate cre 70 17 31 32 40 190 
Wages cerpscter aye 97 45 21 35 22 220 
1) Rae 94 12 26 16 40 188 
otal wa leT. OOK 259 346 934 _| 1,680 5,120 
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be filled in by married individuals, heads of families, and all others 
who for one reason or another could best give the expenditures of a 
family group rather than their own individual expenditures, the other 
to be used by those giving their own individual expenditures. Allow- 
ing for the discard of faulty schedules, the above are the total number 
of schedules which were found usable. 

The following figures for the Federal Reserve Bank of New York 
show the general character of the data, and are representative of the 
results obtained. 


We may thus sum up the general situation as to salaries at 
reserve banks by saying that whereas those of officers were not 
higher on the average than those of the large banks in their 
respective communities, the salaries of employees were on 
about the same scale or perhaps slightly lower than other em- 
ployees in the respective cities. This merely amounts to saying 
that the reserve banking system had assimilated itself practi- 
cally to the conditions existing in American banking generally 
and on the whole was not more generous or more niggardly 
than the rank and file of large banks. It undoubtedly overpaid 


ANALYSIS OF RETURN ON QUESTIONNAIRE RELATIVE TO EXPENDITURES 
DurING CALENDAR YEAR IQIQ OF EMPLOYEES OF THE 


FEppRAL RESERVE BANK oF NEw York 
SECTION I.—FAMILIES 


Total 

Number| *Pendi- 
Salary grou tures, 

ry peTOUP. of cases pwerage 

amount 

(Jevove) tehavol weaveleie GieVOYO), sa vec gdoaoeooudades 7 $1,101 
$900 and under $1,200....... ep ame As, ae oa 26 5 777 
Sn. 200) and under G1, SOOmauiae ota el at 68 1,824 
Gre SOKA under bir SOO may meyer mie ene: 95 1,936 
$1,800 and under $2,100.+...........-.-+: 166 2,183 
¢ > TOOsATGstinG ets 2)100 see eee eee 182 2,437 
G2noorandsunder p2,700".earaeae it etere is os 99 2,584 
G2 7OOlandminder.h3* OOO Mrinal e-inct 57 3,021 
CLO) ENAKal WearelSe Sh. ZO Oinn a'5 56 als Oa 49 3,150 
Garsoorane uncdery ps OOO. eetit th sci eit 20 13,311 
CiRd (BL@LOY Eavel (SiavOlere SHON). 4 5 dae deb seabeugoS 18 3,532 
PS OOOIANGIOVEr Ama a thar.) eee nas ele 32 4,336 
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SECTION II.—INDIVIDUALS 


A—Returns of those who, for the major portion of the year, did not live 
with immediate family or nearest relatives. 


—— 


Total 
Number expendi- 

Salary grou tures, 

y GtOUE of cases | average 

amount 

Male 
Under $600 nar eeaee: ceeeee taeeeee 5 $1,606 
$6oorandsunder, $900.22. Petre sie '=s- sl- oe; - zg 770 
POCO ANG uNd et 12200 ace. walsh tare te ate aie 7 1,173 
$1200 and twnder $14 5001 Hire bets . clokts ote 10 1,478 
$1,500 and minder $1,800.) . ie. doer te 7 1,564 
GT, SOO and under pe, TOOmne tet: oe. aes te 5 1,846 
Go TOOsand inden. o2, 400 sont re «tb «.o% 6 1,919 
$2-A00/and OVEL seatias hye eereiste asia tek ee 8 2,866 
Female 

WInderspOOOPenee ae © ne cee reccke merece ete I 1,765 
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some of its officers, as did the larger member banks, and it 
had not the excuse of the latter that the officers were ‘“‘business 
getters,” since in the reserve banks they had no business-getting 
function. Yet, when all was said and done, it must be admitted 
that the reserve banks were being conducted about as economi- 
cally per unit as other banking institutions in the United States. 


The Building Program 


Another outgrowth of war conditions and of the high 
earnings which resulted from them was the elaborate building 
program of the federal reserve banks. No part of the expendi- 
tures of reserve banks has been the target of so much abuse 
and complaint as this, and yet there was nothing which in the 
main warranted any such criticism. In years past, as will be 
remembered, the United States government had erected sub- 
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B.—Returns of those who, for the major portion of the year, lived with 
immediate family or nearest relative. 


—— 


Laibe Total 
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treasuries at nine points throughout the country. These sub- 
treasuries had become old and obsolete, unfit even for the duties 
which they retained. It was evident from the opening of the 
war that the sub-treasuries must disappear, and as a matte- 
of fact the whole system was speedily wiped out, as already 
set forth. The functions of the sub-treasuries were in chiefest 
measure transferred to reserve banks. The latter, meanwhile, 
had from the beginning of their career been housed in rented 
quarters. Yet the machinery of the modern bank is so complex 
and its requirements so special that it is felt necessary by com- 
mercial banks to build their own quarters, or at all events to 
secure very extensive remodeling of older buildings, in order 
that they may have at once a satisfactory access to the public 
as well as convenient and safe vaults and a well-lighted and 
properly arranged series of rooms for occupancy by the staff. 
In some cities the reserve banks were successful in obtaining 
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quarters which complied with these requirements, either 
because new buildings already under construction were partially 
remodeled to suit them, or because they obtained banking 
quarters which had already been vacated by other institutions ; 
but in the main they were not so fortunate, and in a majority 
of cases they found their hired quarters cramped and inade- 
quate even from a date soon after their opening. 

It is not likely that this inadequacy of accommodation 
would at any early date have resulted in the adoption of a 
building program had it not been for two facts: the taking over 
of extensive Treasury functions, and the fact that the war 
provided them with the money to build in a way deemed suit- 
able to their needs. The two things taken together provided 
both the excuse and the resources for constructing the palatial 
type of accommodation which the American banking mind has 
grown to associate with success or with soundness in financial 
management. Sporadic discussion of banking quarters, rentals, 
and construction had begun even before the opening of the 
war, and in one or two cases reserve banks were fully planned 
and well under way. The enormous expansion of personnel 
and the belief apparently entertained by many minds that the 
war might last a great while, added to the other considerations 
already enumerated, brought about the determination on the 
part of the Board to assent to a building program widely and 
positively urged by the governors of the reserve banks and by 
their boards of directors; and accordingly the services of archi- 
tects who usually harmonized or unified the system of build- 
ings were engaged and preparations were sanctioned for the 
undertaking of a vast series of building projects. In the 
aggregate, these projects, when completed, promised to cost 
$60,000,000. 

No such great series of buildings could be undertaken, of 
course, without attracting the attention of the local public, and 
particularly of the politicians, or without arousing heartburn- 
ings in connection with the letting of contracts as well as jeal- 
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ousy among existing banks. Thus the foundation was laid 
for another type of congressional attack which developed 
simultaneously with the salary discussion and was fomented 
‘after the close of the Wilson administration by the efforts of 
ex-office holders to establish the belief that there had been 
irregularity or extreme extravagance in the letting of contracts 
and the drafting of plans. Congress eventually called for the 
facts in the case, although the main elements had already been 
made public in the Board’s various annual reports. The reply 
furnished by Governor Harding may be summarized somewhat 
as follows :* 


Cost of BANK PREMISES OF FEDERAL RESERVE BANKS, TO SEPTEMBER 30, I92I 
(Figures include cost at head office and branches) 


— 


ss — 
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banks investment bank eae es to ee 39, ances Foneus 

buildings ae charged off 
cule are sid atthot FET 296), 35.0 er cray ohewe $ 3,160,183/$ 4,456,563/$ 200,000|% 4,256,563 
New Yor 
Banking house! 4,'707,882).......... 758,072] 5,555,954] 1,841,618] 3,714,336 
ere parang en ; bras acai Bee T, 528,025: ep : eae nea 

Philadelphia... . 00, OOO; FT, 099,,638].....--..~.- 1,699, 63 5 ,84 ‘ 
Cleveland...... 1,806,235 400, 150})o1, 197 ,872|) 3,420,257 384,235| 3,026,022 
Richmond. ...... 650),.022|eeiee oe 2,103,014) 2', 762,036 228,434) 2,534,502 
Atlanta yey. tl. *568)4750teatdodes aac 505,743] 1,074,493 213,248 861,245 
@hicagowse. aaa. PYCRIS IL lo cig GAobo6 2,900,535] 5,836,684 849,062] 4,987,622 
StUoulsre eet te +7 aT Peto? SOOles telat hess Taste 57 685,000 626,757 
Minneapolis... . OES), OOO| sein rice 252,886 867, 886 177,738 690,148 
Kansas City.... 730,000 32,974] 2,791,827) 3,554,801 100,000] 3,454,801 
Dallasernencry: 30 399,749 39,240] 1,775,180) 2,214,175 159,344] 2,054,831 
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'TOtabya xs. $16,923, 580/$1, 811, 463|$17, 423 ,013' $36, 158,056 $6,684,213 $20,473,843 

*Net. 


In reviewing the building program of the reserve banks, 
no positive or dogmatic conclusion can be arrived at. The 
expediency or desirability of any such program depends entirely 
on what is believed to be the future of reserve banking in the 
United States. Considering the fact that the reserve banks 
had already taken over the extensive Treasury functions already 
referred to, it is, however, easier to say that the investments 
made in the buildings may turn out to be a wise anticipation 


4S. Doc. 75, 67th Congress, 1st Session, p. 21. 
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Cost or BANK PREMISES OF BRANCHES OF FEDERAL RESERVE BANKS, 
To SEPTEMBER 30, I92I 


f { 
os Casto beildings ta Total cost | P ser low. | Book value. 
Original | remodeling ill ta Senses tion allow- Sept. 30, 
Branches investment bank Solera Tid Sache, ances T921 
buildings Pee eT AER charged off 
Buflalow oc eccl | INONE Wideo tas o.c ave ci|icinsslerapesMeue costed atatacts oys.citasd cuetateiabeleKucegel| See teant haere 
Chicas, bs ahh 380,744 | $113,744 | $ 267,000 
Pittsburgh... OFT 180 Taee oo ae 921,150 
Baltimore...... « od 451,193 70,000 381,193 
Sita ee ae B [retatette sees aed |=, A ee es! (es ah 8 ll os 
acksonville.... See sit Weniy Sebeite tons arg fe ame ohare EE = cag x <pe ed 4a Pea ieee eee 
Pee. mae eae BSS 000n Sent eate 85,000 
New Orleans... . 202,960 44,887 158,073 
Detroit er. Nones ti 8, ehh, Crh. Sek ke baad eo ct hak Of OE ot ance ee 
Little Rock..... 855008: | cc5 anes. 85,008 
Louisville. ..... 175,835 40,000 135,835 
Mempbistts.jvc.ccllt mm tN OFLGL0 | Etivepaye cite gous ne cre ered ekers ol[ aimicie ete tle! eiaj| fa rattebeton aa ova)} akg teeta 
Helasg ete oS A 176,438 717,738 - 98,700 
Derivers. skin = OAT ASS GPRS S72 AA RS. 9O. SHALE IL Bae MORRO cri 
Oklahoma City GR.000 |. agen: 65,000 
Omalatnn ane LOTSOT Sl cts ele 197,975 
RiyPasoectae. TAG* SOO Yo cate ee ee 146,800 
Houston en. <a 655843) 15 Se eee 143,323 209, 1661) f7sa-0- eee 209, 166 
Los Angeles... . 
Portland....... 
Salt Lake City.. 
Seattle..........8).2 
Spokane........ 
Totaly... $2,358,397 | $439,685 | $414,267 |$3,212,349 | $346,360 | $2,865,080 
*Net. **Completed buildings. 


of later needs. That they were the means of mulcting the 
government or of depriving it of cash which undoubtedly 
belonged to it, was undoubtedly a fanciful or imaginative way 
of attacking the system—nothing more. The government was 
and is the residual claimant of all property belonging to reserve 
banks in the event of dissolution after the return of the value 
of the stock to members, and whether this residual claim of 
the government takes effect upon cash or securities or upon 
buildings was (if the building were wisely and economically 
constructed) a matter of only secondary interest. Congress, 
however, devoted to the question of buildings and costs much 
time which might to great advantage have been spent in con- 
sidering serious problems relating to the management of reserve 
banks, and the building program was unmistakably used to 
foment prejudices on the part of the agricultural element 
against the so-called financial interests which were represented 
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as reveling in palaces and enjoying luxuries bought with 
earnings which had been wrung from the member banks and 
from the public by the use of monopolistic powers. To all 
such charges little or no attention could be paid except from 
the standpoint of immediate or everyday political effect, al- 
though they serve to explain the rapid loss of the system in 
prestige subsequent to the year IgIg. 


Policy of Publicity 

A great deal of the controversy and suffering connected 
with the reserve system might undoubtedly have been avoided 
had the reserve system been willing to adopt a policy of greater 
publicity and openmindedness with the nation. In the begin- 
ning of the organization the Federal Reserve Board had wisely 
adopted the plan of absolute publicity so far as at all reasonably 
possible. It not only gave out to the newspapers its annual 
report in the appendices, to which were carried not only a de- 
tailed account of its own expenses with the names and salaries . 
of every employee, but it also required the reserve banks to do 
likewise and it printed the results as an exhibit to its own re- 
port. Only a few months after the organization of the Board, 
beginning in May, 1915, it authorized the Secretary of the 
Board to begin the publication of a monthly bulletin whose 
purpose it was to give both to the reserve banks and to the 
public authentic information concerning the doings of the 
Board and the banks and detailed statistics of operation. This 
bulletin was subsequently expanded in such a way as to provide 
for careful reports on business conditions, especially as affected 
by credit changes and by reserve banking in general; such 
reports being prepared in the several banks and forwarded to 
the Board, which either published them in full or prepared 
from them its own national digest and review of the entire 


situation.® 


5 This Bulletin was published under the direction of the Secretary’s office until 
September, 1918, and was then transferred to a new Division of Analysis and 
Research, of which the then Secretary of the Board became Director, continuing also 
as Editor of the Bulletin (so designated by the Governor of the Board) until July, 
1922, when he became Consulting Economist to the Board, remaining in that connection 
until October, 1922, when his resignation (filed May, 1922) took effect, 
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The policy was exceedingly helpful, not only in maintaining 
a substantial amount of interbank knowledge and communica- 
tion, but also in keeping the public advised thoroughly of the 
doings of the reserve system and of the reasons for its various 
policies. Over and over again during the first one or two 
years of the system’s history did congressmen who had be- 
lieved themselves the possessors of “inside” information which 
would serve as a basis for investigation, find upon inquiry that 
the facts about which they asked had already been published 
in the Board’s annual report or in the Federal Reserve Bulletin 
and that there was therefore no mystery or concealment upon 
which charges or indictments of the familiar legislative type 
could be founded. The Board undoubtedly reaped large divi- 
dends from this policy of openmindedness and sincerity, but 
as time went by the difficulty of maintaining the policy became 
more and more evident. Federal reserve banks were extraor- 
dinarily reluctant to have their salary rolls published, urging 
that it created jealousies in their own staff, an argument which 
of course had little or no basis and which readily implied weak 
administration or the existence of nepotism and favoritism. 
Nevertheless they succeeded for two or three years in prevail- 
ing upon the Board to modify the system of publicity so that 
salaries were merely lumped and only those of the larger offi- 
cers given separately. The Board also adopted the plan of 
publishing changes in salaries only after the lapse of a year, 
those which were published at the end of, say, 1915 being 
those paid during the year; changes made in December, 1915, 
and being ‘effective January 1, 1916, being published only at 
the end of 1916 as having been paid during the latter year. 
This largely deprived the reports of their up-to-date quality 
when the practice became known and tended to prevent mem- 
bers of Congress from taking them at the full value. 

There developed more and more reluctance to give to the 
public the absolute facts in such matters, about buildings, earn- 
ings, and the like, and although they were published in one 
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form or another from time to time, this was often done in a 
way as to attract the least possible attention to them or per- 
haps were hela back for an unduly long time. No one, cer- 
tainly, could charge the Federal Reserve Board or the system 
at large with being more secretive than the rank and file of 
government bureaus, and certainly no one could intimate for a 
moment that they were more secretive than foreign central 
banks. Indeed, at one time an ex-officio member of the Board, 
after being a great advocate of publicity, complained of the 
fact that the Board was publishing too much in a way of details 
and especially protested against the complete weekly statement 
which was being issued, basing his complaint on the ground 
that the Bank of England did nothing of the kind. During 
the war members of the Board who believed themselves ultra- 
patriotic, at times complained of the action of accounting offi- 
cers in preparing the weekly statements in such a way as to 
show (what was the truth) an overdraft on the part of the 
government in certain of the reserve banks. There was un- 
doubtedly a violent reaction against the Board’s policy of com- . 
plete openness and frankness toward the public, and although 
this did not manifest itself fully for a good while or become 
known to the public or Congress completely for some time, it 
did eventually make itself felt, with the result that the good 
influence of the earlier policy of publicity was in a measure 
destroyed. 

These facts are worthy of record for the light they throw 
upon certain phases of government activity under an autocratic 
system of administration as well as for their psychological 
value in connection with all undertakings of a like sort. Had 
the Board and the system at large been willing to pursue the 
policy of complete publicity to the very end, basing its action 
upon the ground that the banking system belonged to the peo- 
ple and was not a private capitalistic enterprise, it might have 
avoided or anticipated much of the bitter criticism to which it 
was later subject, while by knowing the direction of public dis- 
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cussion it would have been able to reshape its own policy and 
to avoid doing many things that were afterward regretted. 
The question how far it is practicable in any such undertaking 
to focus the attention of the business community upon tech- 
nical financial problems, is always open to doubt. It is certain 
that so far as possible every effort should be made thus to 
center study and discussion, since in that way only can there 
be assurance of public confidence and avoidance of later mis- 
understanding and effort to misrepresent. 


APPENDIX TO CHAPTER LXIV 


LEGISLATIVE HISTORY OF THE ENLARGEMENT OF SURPLUS 


Senate Bill 5236; an act to amend sections 7, 10, and 11 of the 
Federal Reserve Act and section 5172, Revised Statutes of the United 
States, was introduced by Mr. Hitchcock on December 18, 1918, and 
referred to the Committee on Banking and Currency. When reported 
back on January 9, 1919, with Senate Report No. 636, Mr. Hitch- 
cock asked for immediate consideration, as the passage of the bill 
was urgently requested by the Federal Reserve Board. 

The purpose of the bill was in the first place, to permit Federal 
reserve banks to use their earnings and to increase their surplus up to 
roo per cent of capital, a provision which was limited by the old 
law to 40 per cent. Mr. Hitchcock explained that the reason for this 
change was, that the deposits and note issues of these banks had 
grown very largely on account of the war, much beyond what had 
been anticipated, so that at the time being capital and surplus of 
these banks amounted to only 2 per cent of their total liabilities. 
“For instance, the Federal Reserve Bank of New York City has a 
capital of only $20,000,000... . . It has obligations greater than has 
the Bank of England and yet the Bank of England has four times 
the capital of the Federal Reserve Bank of New York City.” 
(P. 1156, Record, 65th Congress, 3d session.) 

The other amendment reported favorably by the Committee pro- 
vided for enlarging the amount of notes of any one customer, so 
that a Federal reserve bank could discount for a member bank. The 
provision authorized the Federal Reserve Board upon the affirmative 
vote of not less than five of its members by a general ruling covering 
all the districts, to permit the Federal reserve banks to discount for 
any member banks notes to the extent of 20 per cent of their capital 
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and surplus for any one customer, provided the notes were secured 
by United States bonds in addition to the other securities. The pur- 
pose of this provision was to give additional value to Liberty Loan 
bonds and to enable persons or firms who had became burdened with 
such bonds, to negotiate loans by using the bonds as collateral instead 
of having to throw them on the market.. Objection against this sec- 
tion was raised by Messrs. Smoot and Pomerene for the reason that 
they considered such practice against all principles of safe banking, 
but it was admitted, on the other hand, that the provision, if limited 
to a certain period, might be admissible. 

In debate on January 20, some Committee amendments were 
offered. The first was to strike out section 2 relating to section 10 
of the Federal Reserve Act. This section had been designed to per- 
mit members of the Federal Reserve Board (except the ex-officio 
members) to be elected to positions in member banks immediately 
after the close of their terms of office on the Federal Reserve Board. 
(The original act prohibited such election for two years after the 
close of a term.) The other Committee amendment struck out the 
words “issued since April 24, 1917” in section 11, subsection (m). 
This was not accepted since these words were meant to confine the 
provision to Liberty Bonds in order to make them, and them alone, 
available as security. Mr. Schafroth’s amendment to section 3, pro- 
viding that the section should not be operative after December 31, 
I9I9, was accepted, and, thus amended, the bill passed. 

The House Committee reported the bill to the House with amend- 
ments. It added a section on branch banking (amending section 25 
of the Federal Reserve Act) and withdrew section 2 of the original 
Senate bill relative to members of the Federal Reserve Board. 

Because of Mr. Mann’s objection against immediate consideration 
unless the section on branch banking was taken out, and because Mr. 
Phelan considered the other provisions of extreme importance, section 
4 was stricken out by unanimous consent. The bill was agreed to in 
the House on February 17. 

The conference committee recommended that the Senate recede 
from its amendments and agree to the amendments of the House with 
an amendment. The bill as agreed to differed little from the original 
Senate bill. 

Section 1 related to the earnings of the year ending December 31, 
1918. The provisions of subsection (m) in section 11 of the Federal 
Reserve Act were to be operative not longer than December 31, 1920; 
the section furthermore referred to “notes” and bonds for the reason 


1442 FEDERAL RESERVE SYSTEM IN OPERATION 


that the next government issue was contemplated to be in form of 
notes and not of bonds. 

The conference report was agreed to in the House on February 
26, and in the Senate on March 2. The bill was signed on the fol- 
lowing day. 


CHAPTER LXV 


THE BUSINESS REACTION—ITS EFFECTS 


Reluctance to Admit Reaction 

In studying the years 1921 and 1922, the observer of in- 
dustrial conditions will do well to place large emphasis upon 
the reluctance of business men as a group to admit the exist- 
ence of reaction in trade. Undoubtedly there had been not a 
few who were of the opinion, after the war was over, that a 
régime of high prices could be maintained, if all would stand 
together and support one another. Price-fixing had reached a 
stage in its development far more advanced than any that had 
been previously attained, and had been sanctioned during the 
war, tacitly if not openly, by governmental authority. Not 
content with stability of prices, producers had used their im- 
proved organization subsequent to the close of the war to 
advance prices, and had succeeded so eminently in this regard 
that they had actually put prices up a good deal higher in spite 
of large volume of production than they had been toward the 
close of the war when lack of “man-power” tended to cut 
output. 


Price-Fixing Machinery and Reaction 

But could this price-fixing machinery resist the natural 
effects of reaction? This question was to be tested and 
answered during the years 1920-1921. In former times of 
depression, it had been regarded as axiomatic that sharp re- 
cessions should from time to time occur, with correspondingly 
bad effect on business. It was now desired to stand more 
closely together and to refuse to cut prices, banks and manu- 
facturers supporting one another, and the whole fabric of 
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industrial society being strengthened thus to maintain itself, 
notwithstanding that there would normally have been a basic 
reconstruction upon which new superstructures of demand and 
supply would have been gradually reared. The experience of 
the year 1920-1921 threw light upon the feasibility of the new 
method which producers were thus anxious to exploit, but 
hardly commended it to the community. 

The first symptoms of serious reaction in business had 
been afforded by the fact that buyers would not purchase in 
domestic trade. This unwillingness speedily extended itself to 
foreign trade, assuming shape there as the so-called ‘“‘cancella- 
tion evil’”—foreign buyers (or would-be buyers) refusing to 
live up to their agreements and repudiating contracts. Ordi- 
narily, such a situation would have been met by an effort to 
meet public demand through reductions in price designed to 
induce the consumer to buy more freely. As a matter of fact, 
such reductions did automatically occur in the producer’s 
charge for staple food products, as well as in staple raw 
materials such as rubber, leather and various others. Price- 
fixing machinery, however, was powerful enough to prevent 
corresponding recessions in wholesale and retail prices, with 
the result that the consumer realized the results of the reduc- 
tions only slowly if at all. In fact, it may well be doubted 
whether he actually got the benefit in any extensive line of the 
reductions in value which took place. ; 


Production and Prices 


So strikingly significant was this irregularity or uneven- 
ness of price recession as a feature of the downward move- 
ment in business, that the principal factors of the development 
are worthy of especially careful note because of the bearing 
they have upon general panic and depression as economic 
phenomena. 

The period was one of readjustment. In leading industries 
there has been a tendency toward lower price levels, as well as 
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to a new and more stable relationship between forces which 
affect conditions in marketing. In certain industries this 
tendency had gone further than in others. This was noticeable 
in textiles. Thus there had been, by the middle of roar, a 
marked increase in cotton consumption, in wool consumption, 
and in the importation of raw silk. Similarly, there had been 
an improvement in boots and shoes during the spring of 1921, 
in particular in the women’s branch of the industry. On the 
other hand, in some lines the situation continued to have many 
elements of uncertainty. In the iron and steel industry, pig- 
iron production during April, 1921, was the lowest since June, 
1908, while May production was but slightly better. Steel- 
ingot production had shown a similar tendency. The non- 
ferrous metal industries had experienced a radical decrease in 
prices, together with great curtailment of production schedules. 

Varied tendencies were shown in the fuel industries. 
Bituminous coal production reflected the change in the indus- 
trial situation, and had shown a steady decrease during the 
year, until in May it amounted to only 66 per cent of the figure 
for December, 1920. On the other hand, crude petroleum pro- 
duction during the year had shown an equally steady increase. 
Anthracite coal production on the whole had been well main- 
tained. The construction industries had reported an increase 
during the spring of 1921, although this had been due in a 
measure to seasonal influences. After a considerable decline 
in production and shipments, which was likewise partly sea- 
sonal, the lumber had also experienced considerable increase 
in activity. 

The agricultural situation had felt the same influences. In 
general, the yield of the various crops during 1920 was large. 
The cotton crop in particular was the largest on record since 
1914, the final estimate being 13,197,775 bales. Until recently, 
prices have tended to decline, and as a consequence there was 
a general disposition on the:part of the growers to hold stocks 
in anticipation of more favorable marketing conditions, as well 
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as in certain cases a tendency to leave the lower grade portions 
of the crops ungathered. Grain stocks on the farms remained 
very large, the Department of Agriculture reporting the amount 
of wheat on farms on March 1 as 26.4 per cent and the amount 
of corn as 48.6 per cent of the 1920 crop. On March 1, 1920, 
only 17.6 per cent of the wheat and 37.5 per cent of the corn 
crops of 191g remained on the farms. The receipts of grain 
at 17 interior centers during the crop year were 5 per cent 
greater than they were a year before, while sight receipts of 
cotton were only 82 per cent of those in 1919-1920. Market- 
ing was somewhat delayed and the movements had been heavier 
during the later months of the season than in the previous 
year. The shipment of live-stock to market had likewise been 
considerably lower than the year before, although it should 
be noted that the movement during the season 1919-1920 was 
extraordinarily heavy. The live-stock industry had also been 
seriously affected by the low levels toward which prices had 
tended. 

Corresponding to the general industrial situation, the 
volume of wholesale trade had shown in the first half of 1921 
considerable decrease in various lines. During the spring some 
revival in general had been noted. The volume of retail trade, 
on the other hand, had been better sustained, although measured 
in money values it had been less to date this year than during 
the corresponding period the year before in particular in the 
South and West. 


Labor and Industry 


Complaints of a shortage of labor, especially in the rural 
districts, were still common, although the alarming increase in 
cancellations of orders placed with manufacturers, together 
with fuel shortage and transportation hindrances, had already 
produced a considerable measure of unemployment. During 
the latter part of June and in July the decreasing demand for 
factory labor was the subject of quite general comment. The 


THE BUSINESS REACTION—ITS EFFECTS 1447 


New England textile mills and the leather and shoe industries 
were among the first to be seriously affected by cancellations 
of orders, leading to a sharp curtailment of output. Despite 
price concessions in some lines, notably textiles, there was little 
evidence of a revival of business activity during the fall months, 
and in consequence the year 1921 opened with a serious lack 
of employment still manifest in the eastern districts of the 
United States. At the opening of the year these conditions 
became more pronounced, although there was some resumption 
of activity in the industries which had been the first to feel the 
effects of depression, and opportunities for employment in such 
industries increased as time went on. The iron and steel 
industry and. transportation interests, however, began to be 
affected by lack of business. 

A special inquiry into conditions of employment and 
changes in rates of wages undertaken by the twelve federal 
reserve banks at the request of the Federal Reserve Board 
showed that establishments having 1,737,000 persons on their 
pay-rolls on April 1, 1920, were employing only 1,303,000 on 
April 1, 1921. An exceptionally high degree of unemploy- 
ment existed in reporting automobile lines (55:2 per cent), in 
building construction (60.4 per cent), and in iron and steel 
(41.5 per cent). Although considerable decreases were shown 
in the average weekly earnings, a very considerable part of this 
loss was undoubtedly due to reductions in working time. The 
reports indicated, however, that rates of pay had been reduced 
in the textile mills among others, and that such reductions had 
been especially pronounced in the South. Common labor had 
everywhere had its rates of pay sharply cut. 

These conditions were, of course, more or less directly 
reflected in banking, although (as already elsewhere seen) only 
after a considerable “lag’’ had occurred. The effort to main- 
tain prices, so widely undertaken by business men, was suc- 
cessful only in certain branches of business; and, in a measure, 
at retail. But the fact that it succeeded at all tended to make 
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the process of readjustment slower and more difficult, and to 
hamper the efforts of the banking system to bring about a more 
satisfactory state of things. Nevertheless, as the year 1921 
advanced beyond its earlier months, it became more and more 
manifest that the panic danger had practically disappeared 
with the old year and that whatever hazard there had been of 
acute crisis, had been converted into the familiar type of 
‘depression’? instead. There was nothing that the reserve 
banks in these circumstances could-do to relieve conditions. 
They continued to advance funds when needed, while the 
reduction of discount rates which (as already seen) had been 
initiated in the spring of 1921 was continued until it reached 
low points, with a general rate of 4% per cent accompanied by 
a 4 per cent at three banks—New York, Boston, and San 
Francisco. 


Important Banking Effects 


But, while the movement of the portfolio of reserve banks 
down to low levels during 1921, continued steadily to testify 
to the recession in activity of business all over the country, 
sundry indirect. banking effects of first-class importance began 
to exhibit themselves. Of these, possibly the most far-reaching 
were those which had to do with the commercial paper situa- 
tion. We have already seen how, after the war, the Reserve 
Board had, in a somewhat hesitant way, endeavored to get 
back to the operation of the banks on a commercial paper basis. 
This had been done by abolishing the preferential rate in favor 
of government notes and by trying to drive.“‘war paper’’ out 
of reserve banks. The effort had been only tentative, how- 
ever, for there was so vast a volume of government obligations 
in circulation everywhere that member banks, instead of offer- 
ing eligible commercial paper, found it far easier to equip 
themselves with a satisfactory supply of Treasury notes or 
Liberty bonds, either by buying or borrowing them, then using 
them as a basis for current credit through direct borrowing 
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at reserve institutions. Of course, this was an unfortunate 
way of meeting the situation growing out of the war, even 
though the Board had attempted to do something in the direc- 
tion of reducing the war portfolios. Every step in this direc- 
tion, moreover, had been met with strenuous resistance by 
member banks which had found themselves overburdened with 
holdings of war securities, and the result was to create a strong 
temptation to reserve officials to favor policies which would 
make it easier for members to bring in commercial paper, they 
being thus induced to return to a business paper basis through 
the ease of discount rather than through any strict regulations 
requiring adherence to principle. 


Abuse of Bankers’ Acceptance 

The early abuses of the bankers’ acceptance have already 
been traced at some length. They had been apologetically 
noted both in Washington and among financiers, the view 
being taken that they were the product of war and that after 
the war was over they would soon be done away with. The 
Reserve Board had issued to member banks a lengthy letter in 
which it urged them not to discount and hold their own accep- 
tances, and it had endeavored to induce them to give up the 
bad practice of making acceptances for the purpose of carrying 
warehoused products. In all this but little success had been 
had, many large banks admittedly “working” the acceptance 
market “for all it was worth,’ and “dumping” upon reserve 
banks slow paper in the form of acceptances, with the entire 
consciousness that what was being done was merely to put 
through a good deal of accommodation paper for purposes of 
convenience, taking advantage of the good nature of reserve 
bank officials or of their desire to enlarge the use of acceptances. 

Thus deep-seated financial evils had begun to display them- 
selves, a fact which became unfortunately evident during the 
summer of 1921, when several large New York banks were in 
a seriously embarrassed condition—a number of institutions 
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engaged in the foreign trade closing their doors or retiring 
from business, or transferring their assets to other banks, 
while foreign branches were closed in considerable numbers 
because of the losses which they had incurred, in not a few 
cases through the abuse of the acceptance method of financing. 
The effect of this situation was to cut the total volume of 
acceptances, which had once been reckoned at about 
$1,000,000,000, to not over $400,000,000 at the close of 1921, 
and, although some subsequent expansion took place, it was 
plain that the bankers’ acceptance had lost prestige during the 
depression. A committee of bank examiners which reported 
to the Comptroller of the Currency in June, 1922, found 
extensive and serious abuses involving renewals, the making 
of long-term paper in acceptance form without underlying 
transactions to liquidate it, and generally unsound banking 
operations as a basis. 

All these factors combined to weaken confidence in the 
idea of a discount market and to lessen the prestige of the 
federal reserve system. The Reserve Board, anxious to win 
the public back to a larger use of acceptances, first increased 
their maturity to six months as against ninety days in foreign 
trade—later also in domestic agricultural operations. During 
the latter part of 1922 it issued circulars practically abandoning 
all effort to apply stringent regulations of control of acceptance 
practice and throwing the matter into the hands of reserve 
banks themselves, notwithstanding that some of the latter had 
really sponsored bad methods by countenancing or tolerating 
them on the part of local banks and business men. A\ll this of 
course indicated a weakness in the oversight of the system 
which could not be concealed and which tended to repel support 
and respect rather than to conciliate friendship. 


Trade Acceptances Discredited 


The discredit which had fallen. upon the bankers’ accep- 
tance came in for larger measure to the trade acceptance. Dif- 
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ficulties of practice and the errors of theory which had been 
obstacles during the early development of this type of paper 
have already been surveyed at some length and need not be 
repeated. They were in no sense lessened after the close of the 
war, but, on the contrary, the difficulties connected with them 
grew greater rather than less as the business structure resumed 
its normal form and functions. When the peak point of prices 
had been passed, and when reaction had become definitely 
established, it was found that a large element of unsound 
trade acceptances had been made and had been foisted upon 
incautious banks by business houses which had taken advantage 
of thé widespread propaganda in favor of this type of paper to 
help themselves as liberally as they could to accommodation 
which they might not otherwise have obtained in any such 
quantity. “Bank house-cleaning” during the early months of 
1922 in many cases involved the writing off of great quantities 
of poor trade acceptances or the definite recognition of them 
as long-term, slow paper which could not be collected. 

Altogether, the effect of the depression must be reckoned 
as having been that of decidedly damaging a certain type of 
financing which had apparently been disposed to gain ground 
during the period before the war, and which at least had held 
its own during the height of the struggle, many believing that 
it would not be long before a restoration of sound business 
would bring the trade acceptance back into favor. Instead of 
any such result, the abuses to which the paper had been sub- 
jected became more and more evident, with the result that the 
reserve system received another shock to its prestige, due to the 
fact that, although it had recommended and sponsored this type 
of paper, the paper itself had lost ground in public estimation 
and had shown no capacity to overcome the prejudice aroused 
in the minds of strict thinkers on bank and commercial credit 
by reason of the doubtful character of many of the acceptances 
that had been issued. 
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Decline of Reserve Ratio 

The steady decline of the reserve ratio at some of the 
interior banks, although offset by funds transferred to them 
through the process of inter-reserve rediscounting already 
described, was fully perceived by the public—indeed there was 
no attempt to conceal the facts in the case, but quite the 
contrary. Instead, however, of regarding this as exhibition or 
demonstration of reserve bank power to help and to strengthen 
conditions, the banking community undoubtedly felt that it 
displayed an inability to control the operations of the weaker 
reserve banks. There was a widespread tendency to criticize 
the Board at Washington for allowing banks, like those at 
Atlanta and Dallas, to become so heavily overburdened with 
frozen assets, and as a result to reduce their available reserves, 
at some times almost to the vanishing point. Business reaction 
was thus mirrored in this condition of non-liquidity even at 
reserve banks, and the business public felt, and with reason, 
that the reserve system had allowed itself to come very close 
to the brink of disaster. This view of the situation was only 
slowly relieved by the reductions which were gradually effected 
in reserve bank portfolios. 


Change in Resources! 


Recovery was necessarily slow. Comparison between con- 
ditions existing during 1920 with those which had been attained 
at close of June, 1921, exhibit the results shown on next page. 

The fact that the system had steadily increased in strength 
was in striking contrast with the decline in total resources 
which, although moderate, showed the reaction from the peak 
level. This decline in resources had been due to the gradual 
reduction of the amount of reserve bank advances and was 
best reflected in the change in the item of total earning assets, 
which was reported at the close of June, 1920, as $3,183,- 


t Discussion on pp. 1452 ff was prepared by the author for Federal Reserve Bulletin 
July, 1921, p. 214. i 


THE BUSINESS REACTION—ITS EFFECTS 1453 


_ Reserves, EARNING Assets, AND ToTaL RESOURCES OF FEDERAL 
RESERVE BANKS 


(In thousands of dollars) 


——<—<—$—— 


Percentage 
change 


June 25, Oct. 15, June 29, 
1920 1920 TP Tr1921 Oct. 15, 
1920- 

June 29, 
1921 


June 25- 
Ochas: 
1920 


Total reserves. .. .|$2,108,605 |$2,154,911 [$2,625,458 | +2.2 + 4.5 
Total earning as- 


Setsis C1. Tine 3,183,275 | 3,421,976 | 2,060,495 | +7.5 —35.3 
Total resources. ..| 6,074,713 | 6,610,250 | 5,242,041 | +8.8 —13.7 


275,000, a figure which must be compared with a figure about 
a year later of approximately $2,060,495,000. The decline of 
approximately $1,120,000,000 thus reflected as the outgrowth 
of the year’s operations in connection with earning assets 
should be compared with the increase in the same item during 
the year ended June 30, 1920, amounting to $829,000,000. 
The volume of earning assets in 1921 was, therefore, little less 
than it was at the close of June, 1919. It is an interesting fact 
that the rate of reduction during the second half of the two- 
year period in question was so nearly identical with the rate of 
expansion during the first half of the period. The position of 
the system had thus been brought well back toward the point 
at which it stood when the war restrictions upon financial and 
productive activity began to be eliminated, not long after the 
armistice. 

Of special interest in this connection is the fact that the 
reduction in the amount of bills held by the federal reserve, 
system had been so noteworthy. Bill holdings at the close of 
June, 1920, were not far from $3,000,000,000, while the 
situation at the close of June, 1921, showed slightly more than 
$1,800,000,000 in bills on hand. A falling off in round num- 
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bers of over one-third, or $1,200,000,000, in bills held, repre- 
sented the results of operations during a year’s time. Included 
in this reduction, it should be noted, was a decline in the bills 
secured by government obligations, which had fallen from 
approximately $1,300,000,000 at the close of June, 1920, to 
approximately $648,000,000 a year later. Other bills dis- 
counted amounted in June, 1921, to a little less than they had 
a year earlier, the net conclusion being, therefore, that the pro- 
cess of credit accommodation, so far as the federal reserve 
banks were concerned, had altered but little the amount of com- 
mercial paper discounted, but had taken effect primarily in the 
restriction of the loans collateraled by government war obliga- 
tions. 


Notes and Deposits 


Of special interest to the general student of banking in 
connection with the operations of the federal reserve system 
were the changes in the volume of outstanding federal reserve 
notes as contrasted with changes in the deposit liabilities of the 
federal reserve banks. Comparing the figures given for the 
year 1920 with those for 1921, it will be found that whereas at 
the end of June, 1920, the volume of federal reserve notes in 
circulation was approximately $3,117,000,000, the total in 
actual circulation a year later was approximately $2,634,- 
000,000—a falling off in round numbers, therefore, of over 
$480,000,000. As contrasted with this reduction in the cir- 
culating currency of the system is to be noted a fall in total 
deposits from approximately $1,916,000,000 in June, 1920, to 
$1,686,000,000 in June, 1921. Since there had been but little 
change in the volume of government deposits during the year, 
the reduction which is thus shown to have occurred has taken 
place primarily in member bank reserve deposits and may be 
regarded as amounting to about $191,000,000. The remainder 
of the decrease was partly due to the withdrawal of foreign 
government deposits. This should be contrasted with a growth 


THE BUSINESS REACTION—ITS EFFECTS 1455 


in deposits during the preceding year amounting to about 
$14,000,000 and a growth in notes of approximately 
$617,000,000. 

Attention was called in 1920 to the fact that the immense 
increase in the note circulation during the year 1919-1920 was 
undoubtedly due in some measure to the fact that a larger 
amount of circulating currency was required because of the 
great advance in prices and the consequent necessity of carry- 
ing a larger supply of money in pocket with which to meet 
ordinary requirements. The recession in the total amount of 
notes in circulation may be ascribed to a movement exactly 
parallel but opposite in direction. As prices fell, the factors 
already referred to lost in intensity, while other factors which 
had tended to enlarge the circulation of federal reserve notes— 
such as the process of substituting them for gold and silver 
and of exporting them in large amounts to Central American 
and West Indian countries—ceased to operate. Indeed, in 
some cases the reverse flow had doubtless set in. The signifi- 
cance, therefore, of the situation was found in the fact that 
the reduction in outstanding circulation which had occurred 
represented a corresponding change in the actual use of notes 
by the public. The movement of the items “notes” and 
“deposits” may be followed to good advantage in the table on 
following page. 


Discount of War Paper 

Perhaps the most interesting element of change in the port- 
folios of reserve banks during the year 1920-1921 was the 
lessening of the volume of war paper, or, to use the technical 
expression, “bills discounted secured by United States Govern- 
ment obligations.” These fell off to approximately 
$648,000,000. A gratifying feature of the post-war develop- 
ment of the investment and financial mechanism was the ability 
thus shown on the part of the public to absorb the outstanding 
obligations of the nation, both in short and long-term form. 
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FEepEerAL Reserve Notes IN C1irRCULATION, Deposits OF FEDERAL 
RESERVE BANKS, AND Net DEMAND DEPOSITS OF 
REPORTING BANKS 
(In thousands of dollars) 


Federal reserve | Total deposits of | iPiehics mene 
Dates notes in actual federal reserve Bete heniben 
circulation banks ante 
June 25, 1920;.2.... $3,116,718 $1,916,086 $11,347,041 
Octe22 5510 20e naar 3,356,199 1,816,289 11,240,588 
Juneizo #1925 ere - 2,634,475 1,685,788 10,046, 398 


The existence of substantial investment capacity laid the 
foundation for the absorption of government bonds and certifi- 
cates, while the policy of the Treasury Department in meeting 
market rates of interest enabled both member and’ reserve 
banks, which had become large holders of “war paper,” to 
reduce this element of their portfolios in very material degree. 
Treasury certificates pledged with federal reserve banks at the 
opening of June, 1921, were only $55,000,000, while of a 
total of over $4,000,000,000 of Victory notes, only 
$188,000,000 were in the hands of member banks in leading 
cities. The wholesale transfer of the evidences of government 
indebtedness from the banks to the people was aided by the 
federal reserve system, which had ceased to encourage the 
carrying of such paper by preferential treatment of loans col- 
lateraled by public obligations. During the year such prefer- 
ence, originally granted in aid of the placement of Liberty 
bonds, had practically disappeared. ) 
The disposition of investors to absorb and “digest”? govern- 
ment obligations, taken in conjunction with the policy of the 
federal reserve system already referred to, tended strongly 
to curtail the large holdings of paper collateraled by govern- 
ment obligations which had been built up during the war and 
post-war expansion period in the federal reserve banks. The 
progress during the year 1920-1921 may be contrasted with 
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changes during the year 1919-1920. At the close of June, 
1919, the total voiume of paper secured by government war 
obligations held by federal reserve banks was about 
$1,573,000,000, and operations during the following year had 
reduced the amount by only $300,000,000. Progress during 
the past year was thus more than twice as rapid. The situation 


is reflected in the following table: 


Howpincs oF BiLLs DiscouNTED By FEDERAL RESERVE BANKS 
(In thousands of dollars) 


June 25, Sept. 3, Dec. 3, June 29, ie 
1920 1920 1920 1921 ee 
Secured by govern- 
ment war obliga- | 
(ONS se, weak eee $1,277,980 $1,332,892 $1,160,685/$ 647,761 *51.4 
PNUOUDeE Str etre a AUG s OU trate OsSiaim OL, T1Olelnt2 3, SOlsaoagOn5 


* From September 3. 


** From December 3) 


CHAPTER LXVI 


THE FEDERAL RESERVE SYSTEM AND 
AGRICULTURE 


Speculation in Agriculture 


As the deflation period proceeded it became more and more 
evident that a very considerable proportion of the suffering of 
the transition was likely to be visited upon the farmer. This 
was for a variety of reasons. As we have seen, foreign trade 
had begun to pass through its era of contraction considerably 
earlier, while the stock market had probably suffered from the 
effects of depression and contraction soonest of all. Agricul- 
ture did not feel the effects of recession in business as soon as 
other industries, partly because of the continuation of the 
government guaranty of wheat prices for some time after the 
war, partly because of the urgent need of American food 
products abroad, and partly because of relatively short or 
scanty crops in other parts of the world. But eventually it 
was certain that agricultural industry must pass through the 
same period of suffering and recession that had presented 
itself in every other branch of economic life. 

It was the more nearly unavoidable that this should be the 
case because of the extensive speculation which had developed 
in agriculture and the products of the industry during and 
after the war. The government had made the mistake of 
“pegging” the price of wheat at an unreasonably high level in 
the early days of the struggle, while cotton, whose price was 
- never interfered with by the government, had gone to fabulous 
values because of the many uses to which it could be put in 
connection with the manufacture of munitions, hospital sup- 
plies, and other war requirements. Other agricultural products 
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had been partly “stabilized” by the sympathetic effect of the 
price-fixing in staples, and still others had experienced unusu- 
ally keen demand because of special war necessities. So the 
whole fabric of agricultural prices through the demand and 
selling conditions just described, had been lifted to a very high 
level of expansion early in the war, and there had been no 
reason for a subsequent change. 

The effect of these enormously high prices and the exag- 
gerated demand was speedily seen in the development of very 
high land values. Practically throughout the country the high 
prices of agricultural products began to be translated into 
capitalized values for the land on which the products were 
turned out. Many farmers seized the occasion to pay off 
their mortgages, but a much greater number sold out at high 
prices to others and retired from business. A very large 
number undoubtedly were seized with a speculative fever and 
purchased more and more land, giving mortgages in payment 
for it, notwithstanding that the settlement of such obligations 
was practically out of the question unless agricultural products 
continued on the same high level that they had reached during 
and just after the war. Agriculture at the beginning of 1920 
was undoubtedly a highly speculative and overinflated type of 
business. 


Credit Requirements of Agriculture 

In order to understand the exact situation at the beginning 
of 1920, and to trace the events of the succeeding two years, 
it is now necessary to go back and to consider briefly the 
general credit requirements of agriculture and the provisions 
which had been made for meeting them. When the Federal 
Reserve Act was under consideration, it had met with great 
opposition from the farming element (or from its supposed 
representatives in Congress), as will be recalled by those who 
have studied the process by which the Federal Reserve Act 
was gradually worked out. The opposition to the act at that 
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time was based upon the belief that it did not allow a suff- 
ciently long period of maturity for farm paper, and that it 
therefore tended to discriminate against the farmer. This had 
been partly cured in the estimation of farm credit advocates 
by raising the maturity of the paper to six months, or double 
the maximum maturity for commercial paper, but the extreme 
advocates of farm credit had failed to incorporate into the 
measure such ‘“‘soft money’ schemes as they had then desired 
to graft upon it, so that while it made ample concession to 
legitimate farm paper, it did not allow for issues of notes 
secured against products themselves without cash reserve, nor 
did it grant to reserve banks authority to provide working 
capital for the farmer through long loans or through the 
purchase of mortgages. All of these proposals and many 
others had come forward at various times in the course of the 
legislation, but had never received any countenance from ad- 
ministration leaders and of course none from Chairman Glass 
who was in charge of the legislative contest in Congress. 
During the course of the struggle, however, some partial com- 
promise had been unofficially made with farm representatives 
in Congress, it being suggested that after the Reserve Act was 
out of the way it might be possible to consider the preparation 
of a genuine farm credits bill. 


Antecedents of Farm Credit Bill 


Such a bill had already been given rather extensive study. 
In 1911-1912 a commission of Congress had gone abroad for 
the purpose of investigating methods of extending agricul- 
tural credit in various countries. Most of the attention of this 
commission had been given to long-term farm mortgage credit, 
and it had been especially attracted by the German system of 
farm co-operative rural credit organizations, which financed 
their members by creating mortgages and selling them to land 
banks. The banks obtained funds from investors by issues of 
debentures which the latter purchased and held for long peri- 
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ods. This type of agricultural credit had been elaborately and 
skilfully worked out in Germany, and less highly developed 
plans had been put into effect in most of the other European 
countries. In some, the success attained in securing money for 
the farmer on very long terms and at low interest had been 
great. he agricultural commission, therefore—whose origin 
was largely due to the desire of farmers to obtain lower inter- 
est and better terms of borrowing in order that they might be 
freed from the exactions of local money lenders, particularly 
in the western states where interest sometimes ran as high as 
IO or 12 per cent gross—was inclined to specialize in mortgage 
credit. Nevertheless some members of the commission had 
also come to the conclusion that it would be very desirable to 
make some provision for so-called “personal credit” in agri- 
culture, in order that the tenant farmer, or the farmer whose 
land was already mortgaged up to or beyond a safe limit, 
might nevertheless get accommodation in time of special diffi- 
culty or trial, or under certain circumstances might be fur- 
nished with working capital which would enable him to carry 
on his operations at least upon a limited scale. 

The outcome of these investigations and inquiries had been 
the so-called Moss-Fletcher bill, so named from the fact that it 
was introduced simultaneously in an identical form by Repre- 
sentative Moss of Indiana in the House, and in the Senate by 
Senator Fletcher of Florida. The Moss-Fletcher bill was 
hardly a feasible measure. It was patterned closely upon for- 
eign methods and had but little genuine adjustment to Ameri- 
can agriculture. Its authors assumed that foreign financing 
methods could be simply transferred to this country and 
implanted without any difficulty whatever. That of course 
was a serious error, because of the fact that rural credit, more 
than perhaps any other kind of credit, depends closely upon 
the special interests, requirements and peculiarities of the local 
producer. The Moss-Fletcher bill, moreover, had been drafted 
without very much study of the technique of bond issue, so 
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that it was regarded by careful students as lacking a good many 
necessary features whose introduction would be essential in 
order to make it a successful working piece of legislation. 
Members of Congress, however, eager to do something for 
the farmer, did not appreciate these defects in the Moss- 
Fletcher bill, and some of them were inclined to think that if 
it could be passed just as it stood, it would be of great benefit 
to the agricultural element among voters. 

Various other more or less extreme rural credit schemes 
were drafted, some of them calling for liberal government aid 
or subsidy. Among these was the so-called Bathrick bill and 
numerous variants. Proposals to amalgamate some of these 
bills with the Federal Reserve Act had been definitely refused, 
but the partial promise to allow consideration of them in the 
Banking and Currency Committee of the House was taken by 
their advocates as committing that organization to action as 
soon as the Reserve Act was disposed of. 


Attitude of Administration 


The attitude of the administration, however, was not very 
cordial. As the Reserve Act advanced nearer and nearer 
toward reality, members of the administration began, as has 
already been seen in earlier chapters, to feel that they had 
taken on a very heavy load and one which they perhaps could 
not successfully carry through to destination. To add to this- 
great undertaking another which perhaps would be equally 
onerous, was thought by many conservative Democrats to be 
a proposal of utmost hazard. Not only this, but many careful 
legislators were of the opinion that the Reserve Act would do 
about all that was necessary for agriculture. As has been 
elsewhere seen, the Reserve Act had in fact authorized national 
banks to make and carry a considerable amount of mortgage 
loans, while with the very liberal provisions for discounting 
agricultural paper which had been included, it was believed 
that the average country bank could be quite thoroughly 
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financed. Chairman Glass definitely took the point of view 
that, with the Reserve Act in successful operation, there need 
be no further anxiety about farm credit for the present. Presi- 
dent Wilson, although making no public expression on the 
subject, was understood to be very much in accord with this 
point of view and to feel that it was best to try the organiza- 
tion of the reserve system before undertaking something else. 


Framing a Credit Bill 


None the less, a strong and representative element in Con- 
gress remained determined to frame a new measure, to be 
known as a general rural credit bill. Their determination in 
the matter became manifest in but little more than a month 
after the adoption of the Reserve Act, and it was plainly 
stated to the House Banking and Currency Committee by 
members of that body that as they had yielded to the adoption 
of the Reserve Act, so they now expected others to yield to 
them through the preparation of a farm credit bill. In the 
Senate Banking and Currency Committee, opinion in favor 
of some farm credit bill was considerably stronger than it was 
in the House. Eventually a Joint Committee on Rural Credits 
was established, such Committee being made up of members 
drawn from the House and Senate Banking and Currency 
Committees, and began work in the early spring of 1914.’ 
On the whole, the Committee turned out to be a tolerably har- 
monious body. The extreme agricultural element had recon- 
ciled itself to the necessity of preparing a tolerably moderate 
bill in view of the prospect that they would attain no success 
in any other way. The ultra-conservatives, who were not par- 
ticularly in evidence among the membership, inclined to the 
view that it would be well to make, once for all, a definite 
compact with the farmer, giving to him his own credit system, 

1The author became Expert to this Joint Committee on Rural Credits and was 
assigned the duty of drafting the measure to be taken up by the Committee. This 
measure passed through six successive drafts, eventually becoming the so-called Hollis- 


Bulkley bill which was introduced in the House on May 12, 1914. (S. Doc. 5542, 
63rd Congress, 2nd Session.) 
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and thereby perhaps relieving the reserve system of dangers 
which it might otherwise encounter. 

It was agreed, in response to recommendations made to the 
Committee by its expert, that the new system be modeled upon 
the same general broad lines as the federal reserve system— 
that is to say, that it be made a distinct system with full pro- 
vision for local self-government and with the governing body 
located at Washington. With this general basis of agreement 
went the further understanding that, in so far as the provisions 
of the Moss-Fletcher bill could be incorporated or employed in 
the ultimate draft, they should be given a place there in order 
to conciliate the support of that section of Congress which had 
supported the Agricultural Commission of Inquiry and had 
favored the Moss-Fletcher bill in its earlier stages. Condi- 
tioned by these general understandings, the Hollis-Bulkley bill 
was gradually developed and placed before Congress. 


Outlines of Hollis-Bulkley Bill 


The Hollis-Bulktey bill, although a highly complex piece of 
legislation, was simple enough in theory and since there were 
no local institutions through which loans could be made to the 
public, as was the case with the various independent commer- 
cial banks of the country, the Hollis-Bulkley bill set to work 
to create them. It therefore provided for what were called 
“farm loan associations.” These were to be co-operatively 
established, somewhat upon the plan of local building and loan 
associations, as already well known in the cities. These farm 
loan associations were to make loans secured by first mortgage 
upon acceptable farm land to their constituent members or 
stockholders. Having made such mortgages, the farm loan 
associations were to sell them to a set of institutions known as 
“farm land banks,” one of which was to be located in each of 
twelve districts corresponding roughly to the federal reserve 
districts. These farm land banks, after purchasing the mort- 
gages, were to place them in trust as collateral security against 
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issues of debentures or bonds which were to be sold to the 
public. The public thus had the protection afforded by the 
capital of the land banks, with the underlying security afforded 
by the mortgages on farm land. The farm loan associations 
were bound to replace bad or doubtful mortgages on request, 
while their capital stock, although small, afforded some margin 
of protection in the event of breakdown. All farm land bonds 
were made claims upon the assets of the whole group of farm 
land banks and thus the system was woven into a single whole 
from the standpoint of liability. Detailed provision was made 
for the amortization of loans, the regulation of rates of inter- 
est, and the technique of farm lending generally. The bill in 
its technical aspects, indeed in its general conception, has un- 
doubtedly been quite generally approved as representative of 
the experience of European countries, and since the debentures 
and other instrumentalities of land banks were to be free 
of taxation, the federal government might be said to have 
attained, therefore, the development of a sound farm credit 
system. 

The radical wing of the Committee was, however, disposed 
to go further than this, by providing that the government 
should subscribe to the capital stock of the land banks in the 
event that it was not taken up through private subscription, a 
possibility of failure’in public subscription which they had 
good reason for contemplating. Under the terms of the law 
there was obviously only a very narrow margin of profit in 
the land banks, while the farm associations, it was seen, would 
come into existence after, rather than before, the land banks, 
so that subscriptions to stock could not be expected to help at 
the outset. In addition to this, the radical wing of the Com- 
mittee desired to have the Treasury assume an obligation to 
purchase the bonds of the land banks up to a specified sum, if 
at any time they should be offered on the market and not sold. 
These two provisions, of course, thus intended that the gov- 
ernment should capitalize the land banks in the first place and 
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then purchase their bonds. In this form, the bill was very 
distasteful to the Wilson administration. It was referred to 
the then Secretary of Agriculture, Hon. David A. Houston, 
who reported against it, largely on the ground of its provision 
for governmental aid. Chairman Glass disliked it for the 
same reason, and while it apparently found favor in the Senate, 
the evident fact in the case was that it could not be expected 
to go much further. No progress with it was made, therefore, 
during the years I914—-I9QI5. 


Adoption of Farm Land Act 

The agricultural credit agitation, however, had become very 
vigorous during the intervening months, and the Wilson ad- 
ministration was strongly reproached with having neglected 
the interests of the farmer. Secretary of Agriculture Houston 
was far from popular with the farmers of the country, being 
regarded as a “reactionary,” and it had become known that he 
had opposed the rural credit plan. Toward the beginning of 
1916 there began to be a rather general feeling among poli- 
ticians that it would be an excellent plan to provide for the 
autumn campaign by adopting the Federal Farm Loan Act. 
Secretary McAdoo and Secretary Houston consequently got 
out the Hollis-Bulkley bill and in consultation with Chairman 
Glass ran through it, revising sections hére and there, but not 
very materially changing its scope. Politically speaking, 
although neither of the men in charge was very much attracted 
by the idea of burdening the government in the way provided 
by the measure, it was thought best to yield to radical senti- 
ment, and accordingly the provision for the government capi- 
talization of land banks was retained, while permissive 
authority was given to the Treasury to buy the bonds of land 
banks in case of necessity. With these and a limited number 
of other modifications, the bill was reported from the com- 
mittees of the House and the Senate, given perfunctory debate, 
and adopted. This enabled the Democratic party to go into 
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the campaign of 1916 with the record of having “taken care 
of” the farmer by giving him a credit system of his own upon 
a scale comparable to that which had been adopted in the 
Federdl Reserve Act. 


Organization of Farm Loan System 


The organization of the farm loan system, however, proved 
to be a very difficult undertaking. Not only was the establish- 
ment of farm loan associations slow, as it naturally would be, 
but the conditions growing out of the war were such as to 
retard development. The farmer, at this time, was in the full 
flush of war prosperity, and in many cases did not care to 
borrow heavily. The process of organization, therefore, con- 
tinued only very gradually during the year 1916 and the early 
part of 1917, while at the same time difficulties of a serious 
nature developed which alone would have tended to prevent 
much success from coming to the system. One of these was 
the fact that the government had practically monopolized the 
bond market with its Liberty loans so that it would have been 
almost out of the question to sell any farm loan bonds, even 
if the Treasury had had no objections to seeing such bonds 
placed on the market in competition with the Liberties. Secre- 
tary McAdoo, therefore, thought it necessary to take up the 
first issue of farm loan bonds and to hold them in the Treas- 
ury, thus subsidizing agriculture to a limited extent. Other 
difficulties, however, were found in the fact that farm products 
were rapidly rising in price and land fluctuating to correspond, 
so that the farm loan associations could not be sure of the 
basis for their loans on a conservative footing. To add to this 
general difficulty, the farm loan system began to excite the 
opposition of critics because of its tax exemption features, and 
suits were instituted against it for the purpose of testing the 
constitutionality of such tax exemption. Of such suits the one 
which was eventually carried to the Supreme Court was 
decided and filed on February 28, 1921, and represented the 
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joint views of some of the most influential opponents and 
critics found among other mortgage bankers and dealers in 
mortgages who had felt that the adoption of the farm loan 
system was unfair to them because of its governmentally sub- 
sidized character.” 

For all of these various reasons, the development of the 
farm loan system was extremely slow and the close of the war 
found it with only about $132,000,000 of bonds outstanding. 
This was an extremely small sum as compared with the high 
expectations that had been entertained when the system was 
initiated. Moreover, the land banks were regarded by many as 
not holding out to the farmer a sufficient amount of aid. They 
were thought of as conducing largely to the welfare of the 
farmer who was already quite well financed, but as being too 
conservatively planned and operated to help the farmer who 
was in difficulties. Moreover, experience showed that the 
Farm Loan Act contained no provision for the extension of 
personal credit. This question had been carefully considered 
at the time when the act was first drafted, and it had been 
determined to omit personal credit and to make it exclusively 
a mortgage banking system. Such a decision meant that farm 
borrowings, designed to provide working capital and render 
possible the purchase and fattening of animals or the provision 


of farm machinery, could not be placed with the farm land 
banks. 


Post-War Credit Problem 


All this necessitated that the farm loan system, in an emer- 
gency produced by speculative conditions in agriculture should 
stand somewhat apart. It was not intended to meet any such 
emergency, and the conditions which it aimed to meet were of 
the long-term variety rather than the short-term. So, for 
many reasons, it was evident after the war that, whatever aid 
agriculture might require in passing through the post-war 


2 Smith vy. Kansas City Title and Trust Co. 
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readjustment; would not come, under any circumstances, from 
the farm loan system. When, shortly after the beginning of 
1920, symptoms of recession began to be seen in all prices, 
the peak of the price movement being theoretically reached in 
May, there was no little anxiety as to source from which 
the farmer was likely to get aid. He could not expect it from 
the farm loan system. From the federal reserve system, en- 
cumbered as it was with large government loans made. to 
finance the war, he could expect a reasonable amount of assist- 
ance but not more than that. The reserve system, moreover, 
was closely hedged about with regulations and requirements 
which would have prevented it, even if it had been so minded, 
from making very long loans to agriculture for any purpose. 
And yet it was evident that an agricultural crisis was prac- 
tically upon the country and that very severe suffering and 
loss would necessarily follow in the course of it. This situa- 
tion became evident to the Federal Reserve Board, as events 
unrolled themselves one after another, and the question was 
urgently presented whether it should adopt any measures 
which were distinctly favorable in a discriminating way to 
the farmer. 


Discount Policy of Reserve Board 

In its early discount policy the Federal Reserve Board had 
been consistently favorable to agriculture. This had been 
evident at the time of the organization of the system, when 
special concessions were made which granted a longer maturity 
for farm paper than for any other type of commercial instru- 
ment eligible for discount. The Federal Reserve Board, under 
pressure from politicians, had also shown a tendency to help 
agriculture in a very material degree—so far at least as dis- 
criminating credit could help it at all—by establishing specially 
low discount rates in its favor. An example of such rates was 
furnished by the 3 per cent rate to which reference has been 
made at an earlier point, designed to finance commodities in 
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warehouse, provided that those banks which obtained this 
rediscount rate should in return charge a rate of not over 
6 per cent to their customers. 

Other examples might be cited, and among them the fact 
that the Board, even after this special compromise rate had been 
terminated, continued to make (up to about the time when the 
nation went into the war) a special “commodity rate’ de- 
signed for the accommodation of the farmer. The rules and 
regulations of the Federal Reserve Board and: its counsel’s 
opinions relating to agricultural credit constitute an elaborate 
study in themselves, but, without attempting to go into detail, 
it may fairly be said that during the first six years of the 
Board’s existence, these regulations had unquestionably strained 
every point to the furthest legitimate extent, for the purpose 
of allowing bona fide farmers’ paper to gain admission to the 
reserve banks. Definitions of eligibility had been given in the 
shape of informal opinions which undoubtedly went the ex- 
treme limit of reasonable interpretation in making the paper 
created by the farmer, whether for the purpose of buying 
seed, or paying family expenses, or acquiring farm machinery, 
or for almost any other purpose even remotely connected with 
production, eligible to rediscount at reserve banks. It should 
be added that these openings had not been taken advantage of 
to the extent that they readily might have, had the country 
banks been more willing to help the farmer. In most cases 
the latter institutions did not want to help him particularly 
and they seldom if ever gave him the benefit of the rates fixed 
by reserve banks. They persisted in charging their own rates 
and they paid little or no heed to the fact that the reserve bank 
rate would have permitted them greatly to reduce their charges 
had they been so minded. 

One result of this situation was to keep the amount of 
actual bona fide farm paper in the system down to a much 
lower level than it otherwise would have occupied. Neverthe- 
less, the amount of credit which was used for the purpose of 
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developing and promoting agriculture in various ways, whether 
direct or indirect, had become large, so that there had never 
been a time when the farmer could complain with justice that 
he had been unduly deprived of accommodation. 

The facts in the case were somewhat reluctantly testified 
to by the Joint Congressional Commission of Agricultural 
Inquiry, which reported to Congress late in 1921. In that 
report there occurred the following: statement :° 


An analysis of the figures . . . seems to justify the conclusion: 

1. That the expansion of bank loans in rural districts during the 
period of inflation ending June, 1920, was relatively greater than in 
the industrial sections, taken as a whole. 

2. That the action of the Federal Reserve Board and the federal 
reserve banks during the 15 months preceding April 28, 1921, did not 
produce a greater curtailment of bank loans in the rural districts than 
in the financial and industrial sections. 

3. Credit was not absorbed by the financial centers at the expense 
of rural communities for the purpose of speculative activities. 

4. That the pressure of the forces of liquidation and depression in 
the agricultural sections was reflected in a reduction of deposits. This 
reduction of deposits, particularly demand deposits, was relatively 
larger in the agricultural and semiagricultural counties in the United 
States than in the industrial counties. 


The Board’s Own Analysis 

The Federal Reserve Board itself at a somewhat later date, 
when attacked in Congress, made a careful analysis of the 
agricultural situation the country over with a view to making 
up its mind how much credit had actually been obtained by the 
farmer, and eventually forwarded this information to Con- 
gress, publishing it at the same time in the Federal Reserve 
Bulletin. The essential facts were so remarkable as to war- 
rant brief tabular reproduction as follows: 

Loans and discounts of banks in agricultural counties 
throughout the country declined $37,000,000 (between May 4, 


3 Report of Joint Commission of Agricultural Inquiry, H. R. Report No, 408, 67th 
Congress, 1st Session, p. 117. 
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1920, and April 28, 1921), or slightly more than 1.2 per cent; 
the loans and discounts in semiagricultural counties declined 
$19,000,000, or 1.3 per cent; and the loans and discounts of 
banks in nonagricultural counties declined $827,000,000, or 5.6 
per cent. The borrowings from the federal reserve banks by 
banks in agricultural counties increased $128,000,000, or 56.5 
per cent; borrowings by banks in semiagricultural counties 
remained practically stationary; and borrowings by banks in 
nonagricultural counties declined $629,000,000, or 28.5 per 
cent. 

It further appears from the same analysis that between 
the dates mentioned member banks showed a total reduction 
of loans amounting to $882,000,000, of which $827,000,000, 
or 94 per cent, is shown for banks in nonagricultural counties, 
while the reduction in agricultural and semiagricultural coun- 
ties amounted to only about $55,000,000. A subsequent analy- 
sis shows that during the year under consideration the share 
of agriculture in the total of outstanding loans did not diminish 
but, on the contrary, increased. The relative changes in the 
volume of accommodation to manufacturing and agricultural 
enterprises may be inferred from the following table. 

Several factors need to be considered in examining this 
analysis. One is the fact that the dates represented in it do 
not show the extreme of the variations, for while the volume 
of loans was probably near the peak on the date selected in 
1920, at the comparative date-a year later the lowest point of 
bank-credit reduction had by no means been reached. It is 
also to be recalled that the unusually great carry-over of crops 
from the crop year of 1920, as well as various other excep- 
tional circumstances, tended to make far greater demands than 
would otherwise have been felt. 


Situation in 1920 


All these facts, however, were not thus known and clearly 
recognized at the beginning of the so-called deflation period. 
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It was well understood that there had been tremendous specu- 
lation in the farming regions, that land had changed hands 
at tremendous speculative advances, that these advances had 
been reflected in the paper and the borrowing power of farm- 
ers at their local banks, and that in some measure the inflation 
had been reflected again in the portfolios of reserve banks. 
The Board and the system in general was perfectly conscious 
of the fact that it had no apologies to make with respect to the - 
amount of farm credit granted in so far as volume was con- 
cerned. As already stated, the system was in no position 
greatly to expand its lines in any direction, but on the con- 
trary, solvency and soundness called for a’ material reduction 
of them, although not specifically for a reduction of loans 
made to agriculture. Perhaps, therefore, the only fair policy 
that could have been adopted by the Board and by the system 
in general in these circumstances was that of treating agricul- 
ture exactly the same as every other branch of industry, mak- 
ing no discrimination against it or its loans, but, on the other 
hand, refusing to encourage the lending of funds to agricul- 
tural interests for the specific purpose of holding products over 
long periods of time or of increasing prices by establishing 
temporary monopolies in given kinds of output, or of indirectly 
assisting in speculative operations designed to maintain the 
values of lands. 

While no detailed discussion was ever given to any of 
these aspects of the case, there was general recognition that 
the extension of loans for any of these purposes at a time 
when an effort was being made to eliminate inflation and 
speculation would be unfair and certainly not beneficial to the 
farmer. Perhaps the Board’s policy in this whole matter was 
most clearly revealed in the attitude which it adopted with 
respect to loans designed to promote the holding of commodi- 
ties in warehouse. At this time there was a very considerable 
amount of cotton, some of it rather poor quality, upon which 
loans had been obtained from banks and which had been car- 
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ried for a long time in warehouse in the belief that still more 
fabulous prices for the staple would be realized. It was earn- 
estly desired by cotton interests to prevent this cotton from get- 
ting into the market, and the same point of view was adopted 
by other interests representing large quantities of stored agri- 
cultural products. The matter came to something of an acute 
stage in certain of the agricultural districts and was brought 
before the Board in various forms. 

The answer sent by Governor Harding to an inquiry of 
this sort may be accepted as fairly typical of the position which 
the Board, and through it the system, adopted with respect to 
agriculture : 


The Federal Reserve Board has always advocated the policy of 
orderly marketing of crops. We realize that it is best for the pro- 
ducer, best for the consumer, best for the banking interests, and best 
for the railroads. Suppose an entire crop which takes the better part 
of a year to produce, a staple crop, should be dumped on the market 
in the course of two or three weeks or a month or two. The result 
would be that the pressure of the volume of that commodity, no matter 
how great the demand for it might be, on the market at one time 
would depress the price for it. It would tax the banks to furnish the 
money in advance of the consumptive need for the crop, and it would 
also tax the warehouse capacity, and the railroads would be burdened 
in furnishing transportation facilities. 

Orderly marketing means some marketing; it means some buying 
and some selling, a gradual and steady process. I would regard as 
an ideal condition the steady movement of a staple crop extended over 
a period of five or six months, thus causing no strain on anybody and 
giving the producer the benefit of the average price. 


Deflation a Misnomer 

In later months when the Board fell under sharp attack 
in Congress, the term “deflation’’ or “deadly deflation” was 
constantly applied to the policy adopted during the years 
1920-1921, but always in a strained manner involving gross 
misinterpretation of what was actually being done. It was im- 
plied that there was insistent and persistent effort to reduce 
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the amounts of loans going to agriculture and thereby to com- 
pel banks to restrict their accommodation to agricultural cus- 
tomers. As has just been shown, nothing of the kind was 
ever thought of or attempted, and when it is remembered that 
the Board’s rates even at their highest were usually far below 
the rates actually charged to customers by member banks, the 
absurdity of the assertion is apparent. For instance, a bank 
in Nebraska which was in the habit of charging to its custom- 
ers the legal rate in that city—1o0 per cent—was not particu- 
larly affected in its practice by an advance in the rate of redis- 
count at Kansas City, where its reserve bank was located, from, 
say, 5 to 7 per cent, or a reduction of like amount. It invari- 
ably charged the maximum legal rate or as near it as it could 
go, and its rate was always far above that charged by the 
reserve bank. The reserve bank had a far more effective 
means of control in the change of eligibility requirements but, 
as we have just seen, never applied these in such a way as to 
bring about any liquidation on the farmer but always per- 
mitted a retention of commodities on credit for the purpose 
of ordering the marketing, although it refused to support the 
idea of monopoly and of price-fixing. Such deflation as oc- 
curred then was the result of world-wide deflation, of the 
return of many men to agricultural pursuits in different coun- 
tries, of the resulting demand for food for unproductive pur- 
poses, of the greater continuity in agriculture resulting from 
the wider application of machinery to it, and, above all, of the 
release of hoarded stocks which had been held back during the 
latter part of the war. 

It is not to be denied that the result of these numerous 
causes was a very unfortunate and harsh influence upon the 
farm situation. . Whereas skilled labor succeeded in maintain- 
ing itself at abnormally high wages, farming labor found itself 
early obliged to return to something like the pre-war normal. 
Whereas price-fixing agreements among manufacturers suc- 
ceeded in holding up the values of machinery, barbed wire, 
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fertilizer, and various other things that the farmer needed, he 
found his own price for staples getting well back toward pre- 
war value, while the manufacturer, although suffering severely, 
was not obliged to go nearly so low down in the scale as he 
was. The tabular showing on page 1477 of index numbers 
made by the Bureau of Labor Statistics for different groups of 
commodities will illustrate this situation. 

As thus shown, the condition to which the farmer was sub- 
jected was severe but in no respect the outcome of banking or 
credit manipulation. That such was the case must be plainly 
inferred from the fact that for at least eight months after the 
sharp decline of agricultural prices began in May, 1920, the 
volume of loans in the aggregate extended by the reserve 
banks and by their members showed no decline. In fact, it 
was not until the end of 1920 that the peak in reserve bank 
accommodation was reached. If mere credit could have repre- 
sented the situation particularly, we may say with confidence 
that the reserve system did all that it could to alleviate or 
neutralize the effects of what popularly came to be called de- 
flation. 


Popular Movement Against Reserve System 


These facts, however, were not recognized, and but little 
was done to bring them to the attention of the public either 
by the Board or by anyone else. In the autumn of 1920 the 
country again plunged into another presidental election during 
which hasty promises were made on both sides concerning the 
farmer, while charges were flung about rather recklessly con- 
cerning alleged misdeeds on the part of the banking and credit 
managers of the country. Particular attack was directed 
against the discount rate structure of the federal reserve sys- 
tem which, it was assumed by politicians, represented sub- 
stantially the rates that were being charged to actual borrow- 
ers. The campaign, although based upon platforms which as 
usual gave no distinct promises concerning banking policy and 
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were as obscure and evasive as their authors could well make 
them, nevertheless had resulted in fairly definite commitments 
on both sides of the struggle to do whatever was necessary to 
bring about a rectification of price, commodity, banking, and 
credit conditions. 

Thus when the Harding administration entered upon 
office on March 4, 1921, it found itself with a very considerable 
liability in the form of these pledges. What it could do and 
how it could fulfil the promises thus made became a serious 
problem, but one which must be considered more broadly than 
in its mere relation to agriculture, notwithstanding that agri- 
culture soon came to play a foremost part in the discussion of 
the situation. The general discount rate policy of the system 
may, however, be deferred for the moment. Whatever was 
done it was not done promptly enough, or effectively enough, 
or with sufficient explanation to convince the public mind that 
the reserve system was not, as the politicians had painted it, 
responsible for most of the evils through which the community 
was passing during the period of reaction. In Congress par- 
ticularly, the popular hatred of the so-called banking interests 
became very obvious during the summer of 1921. This condi- 
tion of things was aggravated by the machinations of politic- 
ians who had been eliminated from office with the retirement 
of the Wilson administration and who now sought to show 
that the reserve system was not functioning as they would 
have had it. 

One outcome of the sporadic discussion and dissatisfaction 
thus referred to was seen in the appointment of the Agricul- 
tural Commission of Inquiry in the summer of 1921. This 
Commission held elaborate hearings and heard many of the 
criticisms and defenses of the reserve system. In particular 
it made a lengthy investigation, and although presumably 
starting with some bias against the reserve system, ended by 
giving it a reasonably clean bill of health. Its findings with 
respect to the amount of credit extended have already been 
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cited at an earlier point, and its general attitude toward the 
Federal Reserve Board and the system at large were summed 
up in the excerpt from the report already quoted, which may 
be taken as indicating a belief that perhaps too much credit 
had been given to the farmer rather than too little, and that 
the fault if any lay rather in the slow and belated change of 
policy than in erroneous decisions, or in the psychological 
effect of the policy pursued. As the Commission says :* 


It seems probable that a change in the policy of the federal reserve 
system with reference to discount rates would have accomplished a 
reversal in part of the psychological and economic factors which at 
this time were moving in the direction of lower prices, and at the same 
time would have tended to induce on the part of banks a more liberal 
attitude of furnishing additional credit. 

A policy of lower discount rates at this period of liquidation of 
stock and decline of prices must necessarily contemplate that the 
policy will be made effective in a more liberal policy in the extension 
of loans. From a banking point of view, the desirability of a liberal 
policy in the extension of loans must depend upon the supply of funds 
available for this purpose. That is to say, a bank can lend freely 
only when its condition is such that it can do so without endangering 
the interests of its depositors and its stockholders. 

Therefore, in order to ascertain whether a more liberal policy on 
the part of the banks of the country generally was desirable in the 
latter months of 1920, recourse must be had to the condition of the 
banks at that time. This condition varied very widely. In general, 
one-third of the banks were very greatly extended; about one-third 
were moderately extended, and the other one-third were lending within 
very conservative limits. This condition was indicated by the number 
of member banks borrowing from the federal reserve system; about 
one-third were borrowing very heavily, one-third were borrowing 
moderately, and one-third were not borrowing at all. Obviously, the 
one-third that were not borrowing at all could borrow from the federal 
reserve banks to meet their requirements without difficulty; the one- 
third that were borrowing moderately could borrow additional funds; 
and the third that were greatly extended and were, therefore, the more 
heavily pressed by their customers for additional loans, could not 


4 Report op. cit., p. 87. 
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borrow in order to extend still further credit without endangering 
their own solvency. 


The Outcome in Legislation 


The eventual outcome in legislation of this whole episode 
was seen during the session of 1922-1923, when extensive bills 
providing for a new system of rural credit were introduced, 
given perfunctory and incompetent debate, and eventually 
passed. The whole question of rural credits legislation had 
been actively taken up by Congress for consideration during 
the session of 1921-1922 but no definite results were realized. 
The postponement was not due to indisposition to act but to 
uncertainty as to the best method of procedure. President 
Harding in his opening address at the short session of Con- 
gress which began in December, 1922, strongly urged the con- 
sideration of the rural credits question, pointing out the need 
of intermediate financing of the farmer’s requirements. By 
intermediate financing was meant the financing of agricultural 
operations running from one to three years and involving such 
undertakings as the fattening of live-stock and probably the 
planting of crops such as fruit which required some time to 
bring them well toward maturity. Three principal bills made 
their appearance during the session, the first designated as the 
Capper bill because introduced by Senator Capper of Kansas, 
the second the so-called Lenroot bill offered by Senator Len- 
root of Wisconsin, and the third the so-called Strong bill 
offered by Mr. Strong of Kansas and designed to provide for 
changes in the conditions of loaning at federal land banks. 
These bills were individually adopted by the Senate and were 
then combined by the House of Representatives into a con- 
solidated' general measure which provided for the following 
principal points: 


1. The creation of twelve institutions to be known as “federal 
intermediate credit banks,” such banks to be established 
in the same cities as the land banks and to be operated 
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by the officers and directors of the land banks, thus 
becoming really departments of the land banks. 

2. The establishment of national agricultural credit corpora- 
tions to be formed by subscriptions to capital stock 
furnished by individuals. 

3. The creation of rediscount corporations whose function 
it would be to discount paper brought to them by the 
national agricultural corporations or by others who 
might be able to present eligible paper. 

4. The modification of the Federal Farm Loan Act so as to 
permit an increase in the amount of loans to any one 
borrower up to $25,000, as well as to provide for a 
more representative type of control of the boards of 
directors of federal land banks. 

5. The modification of the Federal Reserve Act so as to 
permit reserve banks to discount paper and buy deben- 
tures offered to them by the new agricultural institu- 
tions. Further provision was made for the admission 
of smaller banks as members of the federal reserve 
system; and farm paper of nine months’ maturity was 
made eligible. 

6. The extension of the life of the War Finance Corpora- 
tion up to and including February 29, 1924. 

7. The establishment of a Congressional Commission of 
Investigation to look into the entire banking system 
and to ascertain reasons why the smaller banks in the 
country districts have not more generally become mem- 
bers of the federal reserve system. 


Purpose of New Law 


These are only the outstanding facts in a lengthy measure 
of legislation detailed in character and introducing many far- 
reaching changes into the existing banking structure. In a 
general way, however, the purpose of the act in question is 
sufficiently plain. It was intended to provide for the extension 
of credit in a field which had previously been largely without 
the scope either of the federal reserve banks or of federal land 
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banks. Federal land banks have not been able to do this kind 
of lending because of the fact that they were by the terms of 
the Farm Loan Act limited in their operations to actual 
mortages on farm land which in ordinary circumstances would 
run for a very much longer period and would be given for the 
purpose of buying or improving a farm with the intent of 
liquidating the loan out of earnings. Such transactions were 
entirely outside the scope of the federal reserve banks because 
such banks were limited in the maturity of their paper to six 
months and because of the fact that they had to maintain 
themselves in a highly liquid condition and were at no time in 
position to “tie up” very much of their resources in this long- 
term type of advances. Thus, as explained in former pages, 
the farmer who desired to get credit for a rather long-term 
productive operation had in the past been obliged to resort to 
finance companies of various kinds, or to employ unsatis- 
factory plans of mortgaging his farm, in order to obtain the 
working capital for an actual productive operation. Under 
the terms of the new law a special type of business was pro- 
vided for, the agricultural corporations referred to being 
authorized to engage in the business of financing these long- 
term undertakings while at the same time some similar powers 
were vested in the new departments of the land banks. 

The new act was almost inconceivably crude and dangerous, 
providing for immense issues of tax-free securities, and open- 
ing the doors of reserve banks to volumes of long-term 
“frozen” paper. The hazard of it was at once apparent, but 
the measure was already a law. 


CHAPTER LXVII 


BANKING AND POLITICS 


New Administration 


As has been seen in earlier chapters, a Republican adminis- 
tration had come into office in the spring of 1920 after a cam- 
paign which involved some extensive pledges concerning the 
management of the credit situation. Among the first acts of 
the new administration was the utterance of positive state- 
ments and predictions that the level of discount rates would 
very soon be lowered. Good business was predicted. The 
revision of the tariff was taken in hand at once and an early 
end to the ills of the farmer was forecast. However, a good 
deal more remained to be done before any real improvements 
would be likely to occur in the industrial situation. An emer- 
gency tariff imposing heavy duties on agricultural products . 
was promptly passed and arrangements were made for reviving 
the War Finance Corporation which Secretary Houston had 
brought practically to a standstill. It was intended by the use 
of this agency to finance foreign trade more extensively, but 
primarily to help the farmer. Exactly how to reach the Fed- 
eral Reserve Board was, of course, a more difficult question, 
although the administration had already two representatives 
upon it—the Secretary of the Treasury and the Comptroller of 
the Currency. At first the principal method of impressing the 
Board with the wishes of the new authorities was the indirect 
one of statements and predictions and of holding informal 
conversations with members in which effort was made to im- 


press upon the latter the thought that rates ought to be re- 
duced. 
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Policy of Board 


As a matter of fact, the question of discount rates had been 
under sharp discussion since about the beginning of 1921. 
Some members of the Board were doubtless impressed by the 
expressions of public opinion in the campaign; others were 
naturally inclined toward reductions of rates and believed that 
the high level of charges already established had lasted long 
enough. Still others probably thought that the new adminis: 
tration would force rates down in any event and that it might 
be as well to act without delay and to forestall an embarrassing 
situation. In any event a decision had been reached to cut 
discount rates and this policy was initiated very soon after the 
advent of the Harding administration, the first reductions 
being announced in May, 1921. They were followed by still 
others, with the result that by autumn of the same year dis- 
count rates had reached a low level of practically 4 to 4% per 
cent, the former being the rate charged by the Boston, New 
York, and San Francisco banks, while the 41% per cent rate 
was in vogue at the other institutions. 

This low level of rates was immediately announced by 
members of the administration as the outgrowth of their own 
influence; and in the congressional campaign of 1921 such a 
claim was baldly made by some of the higher officers who 
asserted both the credit for the reduction of the discount rates 
and the belief that such reductions had resulted in prosperity. 
Appeal was thus baldly made to the electorate to cast votes in 
favor of the controlling political party, because of action which 
it represented itself to have taken in reducing discount rates 
at federal reserve banks. These representations did not, as a 
matter of fact, appeal to the voters, perhaps because in the 
meantime the great recession in prices had largely decreased 
the demand for credit so that member banks throughout the 
country were amply able to meet all probable demands from 
their customers without rediscounting. During the year 1922, 
the portfolios of the reserve banks reached a low point, not 
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far from $500,000,000, the great city banks having practic- 
ally withdrawn as rediscounters, while even in the country the 
process of liquidating frozen loans had proceeded rapidly. In 
some measure this process was accelerated by the action of the 
War Finance Corporation which during the year advanced 
about $430,000,000, a considerable part of that sum being 
used to take up paper held by city correspondents of country 
banks, with the result that bankers of all kinds were able to 
reduce their borrowings at reserve banks. 

Thus the government practically stepped in to relieve the 
agricultural public of the necessity of meeting its obligations 
at reserve banks. It of course drew upon reserve banks for 
money with which to finance War Finance Corporation activi- 
ties, and in this way it applied a political method of banking 
for the purpose of securing the long extension of paper which 
had originally been taken upon the assurance of payment at 
maturity. The demoralizing effect of such transactions can 
hardly be overestimated, and speedily made itself apparent in 
the changed attitude of the financial community with respect 
to the whole question of reserve banking. 


Membership of Board 


Undoubtedly the administration was dissatisfied with the 
membership of the Board. There had always been a feeling 
that it was “Democratic’’ in its sympathies, and although Ser- 
retary Glass had recommended the appointment of Chairman 
Edmund Platt of the Banking and Currency Committee, the 
President acting on this nomination and later naming Mr. 
Platt Vice-Governor, it was still felt that not enough had been 
done to Republicanize the organization. During the latter 
part of the Wilson administration, a vacancy had existed in 
the Board which had been temporarily filled by the appoint- 
ment of Federal Reserve Agent Wills, the Chairman of the 
Cleveland Reserve Bank, who had been drafted into the service 
with the understanding that he was to go back to his bank at 
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the end of his administration. Mr. Wills had succeeded F. W. 
Moehlenpah, who had been nominated by Secretary Glass at 
the instance of former Secretary McAdoo to fill out an unex- 
pired term caused by the withdrawai of F. A. Delano. Secre- 
tary Houston refused to recommend his reappointment, Mr. 
Wills being (as already explained) drafted in his place. When 
Mr. Wills withdrew on the 4th of March, one of the first 
steps of President Harding was to appoint Mr. J. R. Mitchell 
of Minneapolis, a Republican and a banker of that city, who 
was promptly confirmed. It was desired, however, to obtain 
control of the Governorship of the Board as soon as the term 
of the incumbent—Governor Harding—should expire. Un- 
official statements and interviews given out by members of the 
administration very early indicated that Mr. Harding would 
not have much chance of reappointment. 


Attack by Democrats 

While conditions were in this state a bitter attack upon the 
Board, and on Governor Harding particularly, was launched 
in Congress. A good deal of the material for it was supplied, 
as was afterward testified on the floor, by the former Comp- 
troller of the Currency, J. S. Williams, who had gone out of 
office on March 4 owing to the fact that the Senate had never 
been willing to confirm him, so that his term ended at the same 
time with that of Mr. Wilson. Williams was unfriendly to 
Governor Harding and to the Board generally and, working 
in conjunction with a number of Democratic senators, he 
began to attack the policies for which he himself as a member 
of the Board at the time had been jointly responsible. Among 
these were the appropriations for bank buildings, the salaries 
of bank officers, the discount policy, and a variety of others. 
The attack appeared in the form of various resolutions 
calling for investigation of the Board or its members and in 
speeches of general abuse and attack. These speeches, which 
would ordinarily have been answered on the floor, were about 
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to pass unheeded on the theory that they originated with 
Democrats and were directed against Democrats. Demands 
(originating with the Board) for investigation by some offic- 
ial body were unheeded, but eventually it became desirable to 
meet the desires of the farmer by creating a commission of 
inquiry into the system. 

A congressional commission was established vested with 
the power to inquire into the policies of the Reserve Board 
and of the several banks. The investigations of this body 
lasted throughout the summer of 1921 and eventually gave 
rise to a report filed early in 1922, whose general tenor has 
already been reviewed at an earlier point. The report added 
nothing to what was already well known, the principal facts 
as to the Board’s operations having been regularly published 
by it. The commission’s report, however, was unexpectedly 
favorable to the Board and hence disappointed those who had 
expected to find in it a basis for removals or for drastic action 
of some kind. Accordingly the attack was continued from the 
floor without definite charges but simply on the basis of per- 
sonal abuse without the submission of evidence in any form. 
Resolutions of inquiry from time to time as to expenditures 
and other policies were adopted by the Senate and duly 
answered by the Board, but no new light upon the working of 
the system was afforded. Perhaps the only important outcome 
of the campaign was to serve as a means of displaying general 
hostility toward Governor Harding. 


Political Appointments 


Meantime, however, it had been desired to obtain some of 
the loaves and fishes for political retainers, and recommenda- 
tions had been made by politicians to the Board with that in 
mind. These recommendations had received no notice and 
practically all recognition of political applicants was refused. 
The outcome was to refuse a renomination to Governor Hard- 
ing. Since he never had had any effective support in the 
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Senate, nor had found a disposition to sustain him in the 
White House, it had become apparent by the beginning of 
1922 that his chances for continuation in office were small or 
non-existent. Nevertheless considerable doubt concerning the 
renomination of Governor Harding continued to prevail, due 
to the fact that the banking community began to manifest a 
strong desire that his services should be recognized fully 
through a renomination. This position on the part of the 
bankers and financiers was strongly expressed in letters and 
resolutions expressive of the views of various associations and 
organizations as well as of individuals. As the year 1922 
advanced it became evident that the President could not refuse 
a renomination to Governor Harding without seriously expos- 
ing himself to the charge of political prejudice or of misman- 
agement of the banking system, since the attack upon Mr. 
Harding originated primarily with politicians who for one 
reason or another had developed personal grudges or were 
representative of elements in the community that felt them- 
selves aggrieved because of a lack of credit in the proportion 
that they desired. These facts in the situation caused Presi- 
dent Harding to review the problem of the organization of 
the Board with considerable care. 

Meanwhile, however, Congress had further amended the 
Federal Reserve Act by providing for an additional member 
of the Board who, it was understood, should be a representa- 
tive of practical agricultural interests. The President thus by 
midsummer had before him the problem of naming two new 
members for confirmation by the Senate, while he had also the 
problem of selecting either one of the new or one of the older 
members as Governor of the Board. The action of Congress 
was taken largely as a concession to what had come to be 
known as the “farm bloc,’’ which practically represented the 
selfish interests that centered about farming on a large scale 
or had to do with the dealing and trading in agricultural com- 
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modities. This farm bloc had attained extraordinary power 
in Congress during the year 1921, and the effort to placate it 
practically prohibited any strenuous resistance to the notion 
of giving it a special representation on the Federal Reserve 
Board. President Harding, too, had previously appointed a 
personal friend, Mr. D. R. Crissinger, as Comptroller of the 
Currency, and he had assumed office soon after the entry of 
the Harding administration upon its duties. The President 
eventually determined to transfer Mr. Crissinger, who was 
ex-officio a member of the Board, to regular membership in 
that organization, at the same time undertaking to name him 
as Governor, while he selected Mr. M. D. Campbell, the head 
of a Michigan Milk Producers’ Association, as the farmer 
member of the Board. To these he added the name of Mr. 
James B. McNary, of New Mexico, as Comptroller of the 
Currency. Prior to the ending of Congress on March 4, 1923, 
the first two of these names had been confirmed but the Senate 
declined favorable action upon the latter owing to dissatis- 
faction with Mr. McNary’s banking record. As Mr. Crissin- 
ger was already Comptroller of the Currency, the inability to 
secure a successor (Mr. McNary having on March 5 refused 
to take office on a recess appointment) necessitated Mr. Cris- 
singer’s continuing the retention of his office still longer.’ 

Thus the Board which had been without a Governor subse- 
quent to August 10, 1922, the date when Mr. Harding’s term 
of office had expired, continued up to March 4, 1923, and for 
a time thereafter without a new Governor and with gaps in 
its membership resulting in consequent disorganization. Un- 
doubtedly these appointments and the method of making them 
struck a very severe blow at the prestige of the system and 
particularly of the Board, since they clearly revealed the entry 
of political considerations of a controlling character in the 
sélection of personnel. 


1On April 25 the resignation of J. R. Mitchell from his membership was also, 
unofficially, announced. 
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Influence in Minor Appointments 


In this same connection it soon became evident that the 
politicians were casting greedy eyes toward the minor appoint- 
ments in the reserve system. Highly placed members of the 
party had not hesitated to promise directorships and chairman- 
ships of federal reserve banks to political hangers-on or con- 
tributors to campaign funds. Not long after the Harding 
administration took office, a “drive” to secure some of the 
places set in, though it should be added that the Board itself 
usually turned a deaf ear to such solicitations. Senators and 
representatives began to visit the Board in increasing num- 
bers with a view to securing preferment for their favorites in 
the several districts, and the opinion prevailed widely among 
Congressmen that it would not be long before the system 
would be at their mercy in the matter of ‘‘patronage.” This 
opinion was, of course, in large measure stimulated or based 
upon the attitude of the President himself in regard to the 
membership of the Board, and necessarily produced a demor- 
alizing influence as it gradually became known throughout the 
entire system. At the close of the spring of 1923, it was still 
uncertain how far the system would be able to resist the pres- 
sure for political appointments which had thus begun to mani- 
fest itself in the various ways to which reference has already 
been made. 


Effect of Attack 

It was not at all strange that the apparent unfriendliness 
of the administration and the constant and persistent attack in 
Congress, unopposed as the latter was by any strong or posi- 
tive effort of support or vindication, should tend to break 
down the morale of the Federal Reserve Board and, of course, 
of the system itself. It is seldom if ever possible for any 
administrative organization to endure a continuous fire of 
attack and abuse to which it is not able to reply, without 
losing a portion of its independence and courage. This is 
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not a reflection upon those who are affected by such condi- 
tions; it is merely a statement that they are subject to the same 
limitations as are all human beings. The Federal Reserve 
Board, it will be remembered, had asked at an early date for 
a thorough congressional investigation but its request had 
been ignored or refused, and it had had nothing except the 
left-handed vindication which was incidentally and reluctantly 
accorded to it by the Joint Commission of Agricultural In- 
quiry which reported in 1922. It was, therefore, not unnatural 
that the membership of the organization should feel the con- 
stant and severe pressure to which it was being subjected 
through the congressional attack already described, and that 
the question should arise in many of the reserve banks as to 
how far they would be able to preserve their integrity. 

Already the banks had begun losing efficient employees. 
There had been a natural and proper attempt to cut down 
expenses subsequent to the close of the war period, in order 
that the staff and general outlay involved might correspond 
more closely to the reduced volume of business of the banks. 
The system, however, demonstrated no new capacity to take 
on functions or new business, and the fact that the volume of 
its transactions was naturally declining during 1922 produced 
the reflex influence upon its membership that is automatically 
exerted by such conditions in nearly every case. Undoubt- 
edly, therefore, the year 1922 must be reckoned as one of de- 
cadence, although such decadence can hardly be ascribed to 
any direct fault on the part of the management of the system 
or of the banks. 


Political Efforts of Bankers 


Members of the banking community were themselves in 
many cases not above the use of political intrigue for the pur- 
pose of attaining their own objects. The country banks of the 
South had early organized for the purpose of resisting the en- 
forcement of the par collection system. During the year 1920 
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they had become convinced that an appeal to Congress was not 
likely to be of much service and they had consequently begun 
local political attack by inducing the legislatures of southern 
states to adopt measures directed against par collection. Eight 
legislatures yielded to such representations and enacted meas- 
ures which rendered it difficult or impossible for the par col- 
lection system to work satisfactorily among the state banks. 
The same bankers, moreover, organized a national committee 
and set to work to bring about action by Congress designed 
to cut off par collection entirely. 

One indirect result of this was the incorporation into the 
Rural Credits Act passed on March 3, 1923, of a provision 
calling for an elaborate inquiry into the doings of federal 
reserve banks and of the Federal Reserve Board in their rela- 
tions with member banks. At the same time suits were pressed 
in federal and state courts in the South, Middle West, and 
Northwest for the purpose of attacking the par collection 
system, and in a number of cases favorable or neutral results 
were obtained through judicial decisions directed in some 
cases at what appeared to be genuine abuses of the power of 
reserve banks in the enforcement of par collection. Thus 
from many angles the banking community, especially the so- 
called country bankers, joined with the politicians in attacking 
the reserve system and in endeavoring to undermine its strength 
at every possible point. 


Jealousy in Foreign Negotiations 

The post-war developments in Europe had for a long time 
clearly pointed toward the necessity of some action which 
would assist in restoring the convertibility of European cur- 
rency and the restoration of European banks to solvency. 
These were purposes, however, which could not be attained 
without the direct co-operation of the federal reserve system, 
and the Board therefore early began to devote considerable 
attention to a study of foreign conditions. It occasionally 


1494 FEDERAL RESERVE SYSTEM IN OPERATION 


announced tentative opinions with regard to the foreign situa- 
tion in its Bulletin or in other publications, but the Harding 
administration had not been in office long before it was made 
apparent that any such effort to provide constructive investiga- 
tion or to suggest a definite plan for use in connection with 
European rehabilitation was distasteful to those in charge 
at Washington. Eventually, therefore, it was found neces- 
sary to discontinue all such investigation or discussion, and 
during the tentative negotiations of the summer of 1922, when 
it seemed as if some joint international plan might be evolved 

looking to the co-operation of the United States in restoration 
of banking and solvency in Europe, the system was wholly 
without power to undertake or carry on any negotiations or 
to obligate itself in any way in connection with gold exports 
or with the undertaking of new commitments through nego- 
tiations with foreign banks. 

In its possible foreign activities as well as its domestic, and 
worst of all in connection with its appointments, the organiza- 
tion thus found itself subjected to control, direction, oversight, 
criticism, and complaint. It is this situation which is ordin- 
arily contemplated by those who are familiar with conditions 
in Washington and which has been usually referred to as 
the introduction of “‘politics” into the federal reserve system. 
The development of such politics was not the product of any 
one decision or determination, or the outcome of the act of 
any one person. It was the product of a political atmosphere 
in which the growth of noxious germs injurious to sound bank- 
ing was encouraged while the application of remedial measures 
was discouraged or prevented, 


CHAPTER LXVIII’ 
THE SYSTEM—RETROSPECT AND PROSPECT 


Basis of Judgment 


A period of eight years would not ordinarily be sufficient 
to furnish the basis for a conclusive judgment of any new 
banking organization established on a national scale. The 
First and Second Banks of the United States were both 
granted twenty-year charters. In neither did the issues which 
finally led to the refusal of an extension become well defined 
until much more than the first half of their life had expired. 
Nor was it possible, even at that time, to form a sound judg- 
ment of the effects which these institutions had produced. A 
review of the history of the Bank of England, and of that of 
the Bank of France, enforces the conviction that many years 
must elapse in the life of a highly organized community before 
conclusive and final judgment can be formed as regards the 
essential effects of a new banking system. Particularly must 
this be true in the United States, because of the fact that the 
federal reserve system was grafted upon a parent stem, and 
was not a new implantation. In these circumstances, an even 
longer time must necessarily be allowed to pass before the 
modifying influence of a new and vast financial organization, 
making itself completely felt, affords a basis for judgment. 


Far-Reaching Changes 

During the past eight years, the federal reserve system, in 
common with other banking organizations, has lived through 
a succession of changes such as otherwise might not have been 


1In preparing this chapter large use was made of an article by the author in 
Political Science Quarterly, December, 1922. 
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encountered in the course of a century. It has compressed 
into a short space many varieties of experience and, in a 
measure at least, has been able to profit by them, though not of 
course in the degree that would have been realized had these 
experiences been spread over a longer period. It is, at all 
events, a fact that a turning point in the history of the federal 
reserve system has now been reached; and that within the next 
year or two, probably, conclusions will be arrived at which 
will in an important degree condition the future development 
and service of the new banking system. The period of war 
finance, so far as the federal reserve system is most materially 
concerned, has been brought practically to a close, and the 
question how the system can be fitted into a normal environ- 
ment is now uppermost. 


The Mechanism 


First and foremost among the questions which presented 
themselves as matters of doubt at the inauguration of the 
system, was the problem whether the mere mechanism or tech- 
nical equipment which had been prepared, could be esteemed _ 
satisfactory. The doubts which were first entertained by those 
who opposed the enactment of the Federal Reserve Act related 
to the question whether a system composed of twelve independ- 
ent units could be made to operate harmoniously, and whether 
the control of the system exerted through the Federal Reserve 
Board at Washington as a co-ordinating agency could be made 
to succeed. The doubt that was felt by many more or less 
unprejudiced observers related not merely to the question of 
the choice of personnel, but raised also the issue whether, with 
the very best personnel, the mechanism that had been established 
could attain its ends. 

It will not be denied that this mechanism has certainly been 
subjected to a very severe strain during the past eight years; 
and it will probably be conceded by most that the machinery has 
resisted this strain unexpectedly well. There has been little in 
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the way of scandal or objectionable conduct at any reserve 
bank or branch bank. So far as is known, no financial irregu- 
larities have even been suspected. Apparently also, the manage- 
ment of the several banks has been at least reasonably efficient, 
and, in spite of congressional statements to the contrary, not 
more expensive than the machinery of the member banks in 
each district. Nepotism and personal favoritism, which were 
jealously kept out of the reserve banks at the outset, have 
occasionally invaded some one or more of the units of the 
system, but probably in no higher degree, if as high, than is 
true of many of the member banks. The question whether a 
central reserve bank can be better than its members, or a gov- 
ernment on the average better than the rank and file of the 
people, is one of perennial interest. There is good authority 
for the belief that neither of these conditions can very long be 
realized. At all events, the federal reserve banking system 
has undoubtedly been as well organized, as efficient, and as 
little expensive as the typical American bank. This perhaps 
is not the highest of encomiums; but it is certainly far higher 
praise than can be accorded to any purely governmental organi- 
zation of recent times in the United States. 

In the main, the system of branches established by the 
federal banks has proved at least reasonably efficient. Such 
elements of inefficiency as have been noted will probably. be 
gradually improved, for the theoretical basis of the branch 
system is, on the whole, sound. So, taken all in all, it may be 
said that the operating mechanism of the federal reserve system, 
in spite of some elements of friction and with many unsatis- 
factory features, has commended itself to the thoughtful stu- 
dent and has shown its entire adequacy to the solution of the 
problems before it. 


The Board 
As for the Federal Reserve Board, the controlling mechan- 
ism of the system, it has from the start been superior in 
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efficiency and sincerity to most similar government bodies. The 
appointing power had in the beginning decreed that it should 
not be a group of great men, but it has certainly consisted of 
men who have in the main done their utmost and have worked 
single-mindedly with an eye to success of the enterprise. They 
have succeeded in conducting a great banking system upon a 
basis of working efficiency, justice, and moderate expense. So 
far as their own organization is concerned, it has probably 
been, all things considered, the least expensive organization of 
any similar kind that the government has had under its charge. 
As to the policy of the Federal Reserve Board in the general 
operations of the system, more will be said at a later point. 
At this point, it is enough to note that the policy of the Board 
has usually been the best financial policy at the command 
of the government; it has almost invariably been superior to 
that of the management of the Treasury Department and, as 
already stated, has been carried out with an eye single to the 
success and welfare of the enterprise, and of the nation. 
Undoubtedly experience has demonstrated that the present 
method of constituting the Federal Reserve Board is unsatis- 
factory. It has fallen constantly under the supervision of poli- 
ticlans, and even when not under their influence has been 
constantly fearful that it would be obliged to yield to them. 
The fact that it has not yielded in the matter of appointménts 
is greatly to its credit but represents a condition which prob- 
ably cannot be very long maintained. All this means that the 
present position of the Federal Reserve Board is not one which 
can be regarded as permanent if our banking system is to 
function in safety. The question seriously raised is whether 
something like the plan at first proposed in the federal reserve 
act, whereby the bankers themselves would have been given a 
partial representation on the Board, may not have to be intro- 
duced, or whether, if public opinion should continue adverse 
to such an arrangement, it will be possible to obtain a composi- 
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tion of the Board which shall be far less influenced by political 
considerations than at present. 

One or two minor suggestions that have been widely made 
and widely accepted are worthy of mention. One of these is 
the merging of the powers of the Comptroller of the Currency 

with those of the Board, a step proposed in the original Federal 
- Reserve Act and whose wisdom is overwhelmingly apparent. 
A second is the elimination of the Secretary of the Treasury 
from membership in the Board or, at all events, a change in 
his relation to the organization. A third is the entire removal 
_ of the Board and its offices from the Treasury Department and 
of a definite recognition that it constitutes, as the Attorney- 
General described it, an independent bureau or establishment. 

But these minor changes can hardly be expected to suffice. 
Something very much more far-reaching is indispensably neces- 
sary and that something can be only a thorough and effective 
change in the present methods of appointment. Whether this 
shall come through the prescription of qualifications for mem- 
bership or whether it shall come through a gradual raising of 
the standards by successive presidents, or whether it shall be 
the result of some new system of choice whereby the banking 
and financial community will be given a share in the work, 
remains to be seen. Each of these methods has its faults and 
is either so slow and uncertain as to make it undesirable, or so 
defective in vital principles as to make its efficacy questionable. 
The subject demarids early and careful attention with a view 
to rescuing the Reserve Board from the status of a dependent 
routine administrative body largely subject to the political 
attack and influence into which it appears to be falling. If it 
can be restored to its normal functions, many other require- 
ments will almost automatically ensue, among them being the 
definite establishment of the Board’s power over reserve bank 
operations in the particulars specified by the constituent act, 
the restriction of the overgrowth of some of the units of the 
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system, notably the New York bank, and the gradual develop- 
ment and improvement of sundry of the weaker institutions. 


Relation with Government 

Passing from the basic question of mere technical efficiency, 
it is next necessary to confront a problem frequently mentioned 
at the time of the inauguration of the federal reserve system, 
as to which the utmost pessimism was expressed and in which 
no small part of the doubt and hesitation then felt has been 
shown to be warranted. This second question has to do with 
relations between the government of the United States and the 
federal reserve system. 

The essential question at issue in this connection was from 
the beginning whether “political influence” could be excluded 
from the management of the system. ‘This is at best a some- 
what vague and loose way of expressing the question upper- 
most in many minds and calls for a more exact definition of 
the term “political influence.”’ Many of those who had feared 
political influence in the past had apparently taken it for granted 
that that term implied the use of personal influence in the mak- 
ing of actual loans. There has never been the slightest reason 
to suppose that in individual matters of this sort any effort to 
influence the Federal Reserve Board was ever brought to bear 
upon it or upon the several banks in the hope of shaping action. 
In the broader sense, however, the term “‘‘political influence” 
may be used as indicating an effort to shape policies either in’ 
the interests of given classes, or in the interests of methods 
which it was supposed would work more or less directly to 
bring about “prosperity” or conditions favorable to particular 
kinds of business. Viewing the term “‘political influence’? from 
this standpoint, it must be admitted without qualification that 
the system has never been free of assaults of the kind referred 
to. 

The thought of those who have urged concessions in dis- 
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count rates has no doubt been that the particular interests 
which they represented were so closely identified with the 
national welfare as to warrant the adoption of every kind of 
pressure with a view to securing exceptionally favorable treat- 
ment for them. Such an attitude is, of course, wholly foreign 
to the concept of a scientific banking system, and is undoubtedly 
to be classed as an exemplification of that “‘political influence” 
which has been so greatly feared in times past. Should such 
efforts be continued and extended, as there is reason to fear 
that they may be, the result might easily be the adoption of 
policies which would result in serious unsoundness in the bank- 
ing system, and might operate largely to vitiate the entire 
structure of finance upon which it is founded. Coupled with 
amendments to the underlying statute itself, whose purpose it 
is to secure eligibility for long-term or non-liquid types of 
paper, this type of influence undoubtedly must be viewed as a 
danger of first magnitude—one which the federal reserve 
system has in nowise been able to avoid and which threatens 
its very existence. 

It is fair to ask at this point whether a central reserve bank 
of the type which was often advocated before the adoption of 
the Federal Reserve Act would have been able to avoid this 
danger in a greater measure. Past experience does not indicate 
that such would have been the case, nor is there much in con- 
temporary European experience to warrant any such belief. 
There are some factors in current political life indeed, which 
suggest that such an institution might have been the target for 
even more serious attack and that its work might have been 
vitiated in even greater degree than that of the federal reserve 
system. This is a matter of opinion or of conjecture. The 
fact remains that the federal reserve system has not been suc~ 
cessful in avoiding the danger of “politics” as applied to its 
workings in the broadest sense, and at present has no prospect 
of such success. . 
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Salaries 

As was almost unavoidable, a great deal of discussion about 
federal reserve system has centered upon unessentials. One 
such unessential matter has been found in the question whether 
individuals were or were not receiving unduly high salaries. 
Congress has devoted to this question an infinite amount of dis- 
cussion which might well have been given to more serious 
subjects. The federal reserve system had at the close of 1921 
about 12,500 employees, and its annual expense of operation 
ran well up toward $36,000,000 in 1921. It is not likely that 
any such sum of money was ever expended by any human insti- 
tution without some waste. Neither is it probable that any 
such expenditure has ever taken place without the presence of 
some nepotism or favoritism on the part of sundry of those 
who are charged with financial responsibility. To assert that 
there has never been any waste in the federal reserve banks 
either as to buildings or personnel would, therefore, be going 
a long way. The main facts in the case, however, are suffi- 
ciently clear. 

Careful statistical comparisons made between the salaries 
paid by federal reserve banks and those paid by surrounding 
member banks in the several districts have shown that with 
but one exception—Richmond—these average salaries are dis- 
tinctly below those paid by the larger member banks of the 
locality. If comparison be made on the basis of overhead 
expense per unit of business done, the comparison between 
the reserve banks and the neighboring member banks would be 
still more favorable to the former. It should, however, be 
noted that comparisons of this kind are probably not altogether 
fair. In European countries the contrast between central bank 
salaries and salaries paid by commercial banks is a striking 
one. The salaries of the managers of central banks are based 
upon the theory that the service is in a large measure a matter 
of public duty, and that compensation is to be based mainly 
upon the standard prevailing in public employment rather than 


RETROSPECT AND PROSPECT 1503 


upon that allowed by the highest grade of private employment. 
We have not developed any such standard of public service or 
public duty in the United States, and if we are to buy the 
services of men of good standing in the financial and bank- 
ing world at a rate which is commensurate with that which 
would be offered by commercial banks, it may be doubted 
whether the scale of salaries will ever be much lower than it 
is today. 

A careful investigation made by the Division of Analysis 
and Research of the Federal Reserve Board into the salaries 
paid by reserve banks to all employees receiving less than 
$5,000 per annum, showed that these employees were, on the 
whole, paid rather less than corresponding employees of mem- 
ber banks and that in many instances they did not receive 
what could fairly be called a living wage. It would seem, 
therefore, that, with the exception of cases of nepotism or 
favoritism, the general expenses of the federal reserve banks 
have been kept to a commercial basis and that the government 
has paid for the work about what would have been paid by 
commercial banking institutions. 


Buildings 

As for the building program of the reserve banks of which 
so much has likewise been said in Congress, final judgment 
will depend upon the opinion which is formed regarding the 
necessity of such a building program. It is doubtless true 
that the program of the reserve banks as now in process of 
being carried out, has been gauged by necessities which were 
developed when post-war activity was at its peak. This activity 
has vastly fallen off and the building equipment of most of 
the banks is undoubtedly ahead of their real needs. Bearing 
in mind, however, that they have taken overextensive Treasury 
functions and that other functions have been quite steadily 
transferred to them by Congress, the conclusion will doubtless 
be reached that the answer to the question whether a building 
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program on the scale proposed was needed or not is a two- 
sided one. On the other hand, it is true in connection with 
buildings as in connection with salaries, that where large sums 
of money are spent the elimination of favoritism is difficult and 
that the existence of isolated cases of such favoritism or 
extravagance is highly probable. This does not condemn the 
program as a whole, for an investigation of it seems to show 
that there is no reason to suppose that it has been more expen- 
sive either in the aggregate or per unit than a similar program 
carried out by others would have been. 

The real judgment of the case, as already stated, must 
depend upon the opinion to be formed as to the necessity of 
any such program. That it is ahead of immediate needs may 
readily be conceded without necessarily subjecting it to unduly 
severe criticism. That there have been instances of extravagant 
outlay in connection with individual banking aspects for which 
provision was being made, need not be questioned. All of this 
has but little to do with the general question of propriety and 
expense involved in the matter. The point at which congres- 
sional critics have been most prone to direct their attack is found 
in the fact that all surplus earnings of reserve banks over and 
above 6 per cent on the stock of members are to be paid to the 
government as a franchise tax. Any alleged extravagance in 
salary or in building is thus referred to as a kind of theft from 
the pockets of the people—a use of money which did not 
properly belong to the various institutions. For this point of 
view there is, of course, no warrant whatever. 


Returns to Public 


The federal reserve banks have paid to the government 
in the course of their existence franchise taxes far in excess 
of those paid by foreign central banks and amply sufficient 
to represent an adequate tax on the system designed to com- 
pensate for what was practically a monopoly privilege of note 
issue. They have, moreover, performed services of the highest 
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value without charge to the government in connection with 
the transfer of funds and the performance of fiscal functions 
What the exact cash value of these services is cannot be pre- 
cisely stated, but it has been very great. The banks have there- 
fore made a very handsome and more than adequate return to 
the government as tested by the past or present experiences of 
European banks. On the other hand, the stockholding member 
banks have received a very small return; for, while they have 
nominally had 6 per cent on the amount invested in stock, it 
must always be remembered that the reserve banks paid no 
interest to members on deposited reserves, so that, in a close 
comparison of accounts, one would need to reduce the 6 per 
cent actually paid to the members very considerably in order 
to get a fair estimate of what these members had earned. Of 
course it would have to be borne in mind that the reserve banks 
have rendered to members very valuable services (even when 
they were not rediscounting for them) through their action 
in maintaining stability and equilibrium in the financial world, 
but these of course are intangible elements in the situation. 

As for the legal aspect of the case, the Federal Reserve 
Board is of course vested with power to authorize expendi- 
tures, and has approved the outlays of the several banks for 
buildings and salaries and all other purposes. The government 
being the residual claimant of the assets of the banks in the 
event that the system should be disestablished, over and above 
their authorized capital surplus, etc., the only question which 
is at issue in this connection is whether the Federal Reserve 
Board has or has not been wise in allowing the temporary 
diversion of funds into real estate and buildings to an extent 
that was perhaps in excess of present requirements. The 
problem thus raised is technical and there are many factors 
which affect it in one way or another. There need be no effort 
at this time to pass final judgment upon it. It is enough to 
say, as has already been said, that the system has amply paid 
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its way and that its return to the government not merely in 
cash but in service has been very large. 


Membership 

A more important point at which the efficiency of the reserve 
system is often brought into question is found in connection 
with its membership. Starting with the concept of the system 
as a small compact body of banks, all to have national charters 
and hence to be under direct national supervision, the Federal 
Reserve Act, before it reached the statute books, had broadened 
into a measure which provided for the admission of state banks 
on condition only that they should comply in a rough general 
way with the requirements governing admission into the 
national banking system. 

Although the system now includes some 80 per cent of 
the commercial banking assets of the country, the number 
of its state bank members is only about 1,500 out of a general 
total of perhaps 20,000. Among these 20,000 many are in- 
eligible owing to the form of their organization, and probably 
a large majority ineligible because of the smallness of their 
capitalization. Yet there are still very many state banks 
which are either eligible or could easily become so but which 
are not members of the system. Does this fact of failure to 
draw within its scope practically the entire banking community 
indicate anything very definite with respect to the success or 
failure of the federal reserve system? 

Its success in increasing the number of its members and in 
drawing in the larger state banks of the cities has been hailed 
by many who judge success entirely on a basis of size or 
number, as being the hallmark of prosperity. In fact, it is 
nothing of the sort and we may well question whether the 
system has not been seriously in error in admitting to member- 
ship a good many state institutions which have in fact been 
taken in. We may question still more seriously whether the 
system is not in error in endeavoring to obtain additional 
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members, and we may ask with good reason whether in fact 
membership in the system is now too easily attainable and, 
finally, whether such membership today actually has the mean- 
ing that should be accorded to it. Doubtless membership in 
the federal reserve system is with many banks at the present 
time merely “advertising.” It is true that, in order to give 
the system a prompt beginning, it was then deemed necessary 
to require membership on the part of all national banks. Yet 
national banks have at all times had the choice of remaining 
in the system or of shifting over to a state system if they chose. 
It is a fact that not more than about 50 per cent have at any 
time been discounters, while taking the whole number of 
members, it is probably true that a large percentage have never 
discounted at all, or at all events have done so only very 
sporadically. This, if it means anything, must mean that 
the system is not fulfilling the obligation which it ought to 
perform for its members, or else that its members are not of 
the proper kind. Probably both these statements have a basis. 


Better Standards 

Conditions would be improved if different standard of 
membership were applied, while the convenience of members 
might be much more greatly served than is the case at 
present. True it is, that not a few of the federal reserve banks 
have exerted themselves to the utmost to acquire popularity 
with their members and that in so doing they have assumed 
functions and done work that by no means belongs to them, 
undertaking duties whose performance without charge might 
well be regarded by local member banks as bordering upon un- 
due or unfair competition. True it is, also, that practically 
all of the reserve banks have been anxious to serve the con- 
venience of members, and so far as they knew how have 
sought to help them. But, of course, their ability to help has 
been circumscribed by the general conditions upon which the 
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system has been established, the regulations of the Federal 
Reserve Board, and a number of other factors. 

The reserve system would undoubtedly profit greatly if it 
could go back to the original conception, namely, that of a 
small body of banks engaged in practically pure commercial 
business whose condition was at all times liquid and who were 
in position to make steady use of the facilities of the system. 
The great body of members which now, like an outer ring of 
satellites, surrounds the inner core of the federal reserve 
system, is too nebulous in its relationships to the federal re- 
serve banks, too much inclined to complain of failure to get 
from them a service which yields a direct profit, and too little 
disposed to adapt its principles to those of the federal reserve 
system itself or of the banks of the commercial centers in 
such a way as to obtain the maximum benefit of the member- 
ship. Taken all in all, the membership of the system today is 
unsatisfactory, and this unsatisfactoriness will not be over- 
come by increasing the number of members, although that 
is the direction in which all present efforts tend. 


New Members 

During sessions of Congress, it has been repeatedly urged 
that existing evils would be largely corrected if the smaller 
state banks could be admitted to the federal reserve system and 
given power to discount directly with the reserve banks. 
What good such power would do if these banks never pos- 
sessed the paper that would enable them to do business with 
reserve banks, is not clear. The truth of the matter is that 
what is needed is not an extension of membership but the de- 
velopment of a more active membership, and to this end the 
better adaptation of the system to the needs of the members. 
Such adaptation will of course involve, before it is fully suc- 
cessful, a far greater degree of activity on the part of reserve 
banks in the open market transactions for which the system 
provided. The great evil in the present membership situation 
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lies in the fact that whereas reserve banks are cut off, or have 
cut themselves off, from much business except that which 
comes to them through the members, the latter do not perform 
any regular business with them and are disinclined to under- 
take such business except in cases of necessity. The reserve 
system would be a far more effective part of our financial 
organization if it had a much smaller volume of assets and far 
fewer members but thaterially increased its activities. 

Let it not be understood that this end could be attained by 
releasing the smaller national banks from becoming members 
and confining membership, as was originally probably in- 
tended under the so-called Aldrich plan, to the relatively 
small number of banks in the cities. Mere reduction of mem- 
bership gives greater power of control but does not change 
the character of the operations. It is a change in the latter that 
is needed and especially a change in the relationships between 
the reserve banks themselves and the member banks. The 
latter may be highly desirable members, even though of the 
smallest size, and they may be very undesirable even though 
of the largest size. The Federal Reserve Board, of course, 
has never had the power to alter or modify membership con- 
ditions except in so far as changes might result from admin- 
istrative rulings which could be reshaped only within compar- 
atively narrow limits. It has not, however, recommended 
to Congress any material change in conditions of membership, 
and the subject has continued without scientific or thorough 
treatment, although experience has shown that, under present 
conditions, the system is little more than an emergency means 
of banking protection and that this character can probably not 
be fully modified without changes in its composition. 


A Central Bank? 

Perennial in the whole discussion of banking has from the 
start been the controversy whether a central bank was desirable 
for the United States. It was opposition to the central bank 
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idea which, as has already been indicated, was responsible for 
the present structure of the federal reserve system. Yet the 
central bank idea is an outgrowth of actual conditions as we 
find them, and is difficult to dispose of by any mere mechanism 
of banking organization. The federal reserve system had an 
exceptionally hard task to perform in introducing its original 
type of organization. One of the difficulties, if not the great- 
est, which had to be encountered was found in the fact that so 
much of the country’s banking strength centered around New 
York and in a lesser degree around a few other large financial 
centers. As the system has developed, nearly one-third of its 
assets belong to the Federal Reserve Bank of New York, the 
other two-thirds being distributed among the eleven: other units 
in the system. 

This preponderance of financial strength in one institution 
would naturally have given a somewhat “lopsided” develop- 
ment to the whole organization, but such lack of harmonious 
development has been considerably aggravated as a result of a 
variety of factors which, taken in the aggregate, have exerted 
a very profound influence. It is not intended in this general 
description of the results of eight years of experience to enter 
in any detail into the factors which have tended to give to the 
Federal Reserve Bank of New York the peculiar position which 
it occupies among federal reserve banks. As has been said, 
the basis for the development of such a position was afforded 
in the very structure of American banking itself; but it should 
be added that little has been done to diminish or reduce even 
in some gradual way the disproportion which has existed be- 
tween the different districts of the country. Let it be clearly 
and positively stated that in this remark there is no intent to 
intimate that there should have been conscious effort to impair 
or reduce the pre-eminence as a financial center which had been 
earned by New York or which had been developed as the re- 
sult of natural factors. 
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Speculation 


Due, however, to the peculiar character of our banking 
system prior to 1914 there were many factors which tended 
to shift country bank funds to New York. The centering of 
stock exchange speculation in that city, the development of 
systems by which country bank funds were redeposited in 
large banks in New York, and in later years the system 
whereby an indirect control over “strings” of banks through- 
out the country had been developed by New York institutions, 
had brought about a more or less artificial condition of affairs 
in which a considerable quantity of country bank funds for 
whose transfer there was no natural warrant was steadily 
shifted from the country to the city. 

This in itself was not a good thing. It is undoubtedly true 
that in every country which has a seasonal system of produc- 
tion, with heavy crop-moving demands at one season and slack 
business at another, there will be a condition in which a surplus 
of funds exists at many points for a series of months and a 
corresponding shortage exists at others. Such a condition is 
easily corrected under the branch bank system. Under our 
own system of independent and isolated banks, it could be 
properly provided for only through interbank accommodation 
such as was rendered by the reserve city bank system of the 
National Banking Law. Few students of banking can doubt 
that it would have been a very much better situation had our 
system of banking kept these funds in a liquid condition so 
that they could at all times be called home without question 
when they were wanted. Still better would have been the 
situation had there been assurance of local investment for a 
part of them, with the result that they were kept continuously 
at work in developing the business and industry of the various 
localities, instead of being sent to such localities only sporad- 
ically during the crop-growing and harvesting season. 

It has been often asserted that the small country bank 
system of the United States has greatly tended to the develop- 
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ment of the smaller towns throughout the country, and in 
some aspects there is truth in this contention. In other as- 
pects the argument has but little foundation, the use of such 
local country bank funds depending entirely upon the far- 
sightedness of the country banker. In those towns or cities 
where such farsightedness was absent, or where the local 
banker preferred to speculate in stocks instead of lending in 
response to local demand, the country bank was often a kind 
of financial sponge which ‘‘mopped up” the spare cash of the 
community and sent it to banks at a distance to be employed 
by them in investment loans or in stock market operations. | 


Act Ineffective 


All this the Federal Reserve Act provided a mechanism for 
remedying, in some measure at least. Such a remedy inevita- 
bly called for the hearty co-operation of the member banks of 
the different localities. Large city banks have, however, con- 
tinued to draw to themselves the funds of country banks and to 
use them about as freely as ever in the stock market. Let it 
be carefully recalled at this point that legitimate dealings in 
stocks perform a valuable economic function and that there is 
no good reason why a stock market should not be properly and 
adequately financed. What is here said is not intended to 
convey the idea that there should be any unreasonable discrim- 
ination against the legitimate stock market, or any effort to 
“starve” that market or to deprive it of funds under proper 
conditions. What it is intended to say is that the working 
of the federal reserve system has apparently not succeeded 
in withdrawing from the stock market that overplus or surplus 
of funds belonging to banks and previously employed in stock 
market speculation, which is a peculiar American feature of 
financial organization. The federal reserve system has per- 
mitted the rediscounting of paper at all times to go on in such ° 
a way that city banks discount for their country correspondents 
in other districts with the assurance that they themselves will 
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be able to recoup by discounting paper at the federal reserve 
bank of their district. 

This system has undoubtedly operated against keeping at 
home the discount offerings of banks in those sections where 
the reserve bank rate was high. It has also tended to encour- 
age city banks to put their funds into the stock market when- 
ever rates there induced them to do so, in the belief that if need 
be they could obtain accommodation from city bank corre- 
spondents which in turn would obtain what they needed from 
their local reserve bank. Due to the preponderant size of 
the Federal Reserve Bank of New York, it was at all times 
possible for*New York City banks to maintain this policy did 
they so choose. The fact is stated not necessarily as any critic- 
ism whatever upon the New York banks or upon the Federal 
Reserve Bank of New York. What was done was the out- 
growth of the system under conditions which need not here be 
recapitulated. Nor is it necessary to inquire at this point 
whether the Federal Reserve Act itself gave to the system a 
sufficient power to correct the practices to which reference is 
here made. The point that it is desired to enforce is that 
the existence of the federal reserve system has not corrected 
this practice and shows no indication of so doing, and that so 
far as the writer is aware there has never been placed before 
Congress any plan for amending the act in such a way as to 
make it more operative in this particular—assuming that 
greater effectiveness on its part was desired. 

In this particular, then, which before the adoption of the 
Federal Reserve Act was by many spoken of as the feature of 
the financial situation which called most earnestly for correc- 
tion, the federal reserve system has been largely without result. 
True, it has provided a bulwark against the recurrent suspen- 
sions and “panics” which were in large measure the out- 
growth of the previously existing state of things. It has 
rendered readily available an emergency remedy which could 
be used to correct the immediate results of the evils referred 
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to, but it has not, as many expected it to do, undermined or 
eradicated the evils themselves. Altogether, therefore, the 
establishment of the reserve system must be looked upon as 
having been decidedly disappointing in its relation to stock 
speculation. 

In registering this conclusion a reference is probably war- 
ranted to the post-war conditions in which Liberty bonds were 
employed as collateral at reserve banks for the purpose of ob- 
taining funds which were then used in the stock market—this 
without any reference to the provision of the law which forbade 
the lending of funds for stock market speculation. It may be 
said in reply that the reserve banks had no means of correct- 
ing the Liberty bond situation—that they were obliged under 
the law and regulations to lend freely upon Liberty bonds as 
collateral, and that when the borrowers had obtained these 
funds it was entirely outside the power of the reserve system 
to dictate the use that should be made of them. This is a 
technically good defense which it is not intended to discuss in 
this article, reference being merely made to the use of Liberty 
bonds in the way already referred to’ as perhaps the most 
striking, although fortunately a past, phase of the inability of 
the system to cope with the evil of excessive stock market loans. 
The evil is one which in another form may recur at almost any 
time and the problem how to correct it remains unsolved in 
fact 1f not in theory. | 


Power of New York 


All these conditions have naturally tended to stimulate the 
gradual assumption by the Federal Reserve Bank of New York 
of the position which it should not enjoy in a system organized 
as was the federal reserve system. This is said again not as 
any criticism upon the Federal Reserve Bank of New York or 
its members, but as a bare statement of the fact which has 
developed itself as a result of conditions. Acting for the other 
banks as a buyer and distributor of acceptances, as an inter- 
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mediary between them and foreign banks, and in many other 
respects being continuously regarded and treated not merely 
by the Federal Reserve Board but by the government itself and 
in some measure by Congress as occupying a position quite 
different from that of the other federal reserve banks, it would 
have been strange indeed if this bank had not accepted and 
performed the duties which were thus assigned to it. 

Yet the assumption of such a position was and is undoubt- 
edly against the intent of the Federal Reserve Act and is not 
warranted by the general sentiment of the community taking 
the country as a whole. The question how far the federal 
reserve system can succeed in developing a genuine live dis- 
count market in the several districts into which the country is 
divided, and the question how far it can thereby render the 
several divisions largely self-dependent, or, in so far as they 
are interdependent, how far it can make the federal reserve 
system the channel through which interdistrict relations are 
effected, ‘are still to be worked out. There is certainly no one 
who could reasonably suppose that the federal reserve system 
would ever become the only channel through which financial 
relationships between districts were carried on. Many—indeed 
the large bulk—of such interdistrict financial relationships are 
of a kind with which the federal reserve system has little or 
nothing to do, and probably never would have. The com- 
plaint of the present system is not found in the failure of the 
reserve system to develop a monopoly of interdistrict relation- 
ships, but is found in the fact that, although the system has 
obtained a very large membership, it has not succeeded in exer- 
cising all of those interdistrict functions which necessarily be- 
long to it and must necessarily be exercised if it expects to 
render its full service to the community. 


Discount Market 
Leaving questions of organization and management, and 
turning to those of a more strictly banking and financial nature, 
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the fundamental problem presented by the federal reserve 
system in its scientific aspect was probably that of the estab- 
lishment of a discount market and of leadership of our credit 
system by means of a varying application of discount rates. 
This indeed is, in many respects, the fundamental problem of 
all central banking. In considering it, the student should bear 
in mind that the eight years just passed have afforded only an 
unsatisfactory opportunity for a test of the capabilities of the 
system—this for the obvious reason that, during much of that 
time, war financing has been the predominant occupation both 
of the system and of the financial community as a whole. 
Nevertheless, some lessons at least may be learned and some 
conclusions drawn with reference to the federal reserve system 
in this respect. 

To one who reviews the discount rate history of the federal 
reserve system, the outstanding fact in the case doubtless is 
that there has been no time when the system could be said to 
be really the leader of the market or be able to make its dis- 
count rate “effective” for any considerable period. For the 
first two years after the organization of the system, the banks 
of the country were too well provided with funds and too little 
inclined to resort to the reserve banks for accommodation to 
permit the discount rates of the latter to be of any serious 
importance. The Federal Reserve Board itself, in its various 
annual reports, has from time to time called attention to the 
fact that only a few months after approximately the beginning 
of 1917 had the system begun to enjoy a real influence upon 
the credit situation, and that this influence was promptly broken 
and neutralized by the advent of the war in the spring of that 
year. It was not until the war was over and had been suc- 
ceeded by a period of inflation which had brought the country 
close to disaster, that the discount rate again began to play 
much part in the control and direction of credit. There was 
perhaps an interval of a few months in which the effect of 
higher rates made itself an influence of moment in the financial 
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market, although even during that period the definitions 
adopted by the Federal Reserve Board with regard to com- 
mercial paper, the maturity of such paper, the Board’s attitude 
on questions of eligibility, and the like, had a much greater 
influence. Deflation, which set in as a result of world-wide 
revolution in demand and prices, largely threw the system out 
of alignment with the commercial credit market, and once more 
rendered its rate relatively ineffective. Today, they have 
practically no relation to, or effect upon, current short-time 
commercial rates. 

Reviewing the whole experience and concentrating atten- 
tion upon the two periods of a few months each, during which 
the federal reserve discount rate was a real factor in current 
finances, the conclusion to be drawn must be very adverse to 
the success of the system as a leader of the market or as a 
moulder of credit. Probably the prime reason why the dis- 
count rate has not been more effective than it has been, is to be 
found in the fact that the system’s accommodations were at 
all times made through member banks and depended upon 
their applications. Remembering that it has seldom been true 
that more than about 50 per cent of the members were ever 
rediscounters at any one time, it will be apparent that the sys- 
tem has never been in position to exert a real power over credit 
through its rediscounts, save in a purely indirect way. The act 
itself had foreseen that such would be the case and had accord- 
ingly provided for open-market operations, but the provision 
to that effect was sadly vitiated in the course of debate, such 
operations being at length confined to two-name paper—an 
outcome which necessarily would have handicapped the reserve 
banks in any effort to become an important factor in the open 
market. They have not, however, employed even the power 
that left them in any satisfactorily thorough way as regards 
‘open-market transactions. The volume of these transactions 
has always been small, relatively speaking, and the conditions 
under which they have been carried on have been such as 
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largely to prevent much influence from being exerted through 
them either upon the volume of credit or the rate at which it 
was sold. Various reasons for this kind of inactivity could 
perhaps be assigned. Had market conditions remained normal, 
and had the system gradually come into its full development 
free of the modifying influences of the war, more progress 
could have been made. 


Emergency Work 

The influence of the member banks, however, has been 
against any such activity on the part of the reserve banks. 
As a result of this state of things, the federal reserve banking 
system has undoubtedly become in some measure what the 
early banking-reform movement sought to build up, but what 
the Federal Reserve Act did not aim at—an emergency bank- 
ing system. Its emergency character is seen in the extreme 
fluctuations in its volume of transactions which have at times in 
the short space of a year increased as much as 300 per cent 
and at other times shrunk about two-thirds of their former 
amount. No such extreme fluctuations are to be seen in the 
European central banks. These latter banks have developed 
a continuing business. They are regular participants in the 
money market—leaders and formers of financial conditions, 
instead of being subservient to them. As already observed at 
another point, the illustration so often used during the banking 
reform struggle wherein a central reserve bank was likened to 
a reservoir of water used to put out fire, was thoroughly mis- 
leading and erroneous. Foreign central banks are not compar- 
able to reservoirs suddenly drawn upon to put out fire; they 
are far more nearly to be compared to fireproof construction 
whose purpose it is to prevent combustion. But the inabilty 
or refusal of federal reserve banks to participate actively in 
open-market transactions has prevented them from becoming 
leaders in the market and regular participants therein, and has 
retained them in the position of emergency institutions. 
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In these circumstances real influence over the discount 
market could hardly be expected. Since the extent of their 
participation in financial operations is largely outside of their 
control, depending as it does upon the rediscount activities of 
the member banks, the effectiveness of their rediscount rates 
must, of necessity, at all times be greatly limited. Real effec- 
tiveness can be attained only under very peculiar conditions. 
For this reason the work of the system in checking inflation, 
effective as it may be at times, is wholly ineffectual at others, 
while in strictly normal times the system can have but little 
influence in controlling or directing the course of interest rates 
save through very roundabout channels. 


Lack of Paper Market 

Closely connected with this failure to develop as a financial 
leader and with the unsuccess in building up an open market in 
which the “bank rate’? would be “effective,’’ must be noted 
the ill success that has been had in stimulating the growth of 
liquid paper in the American market. It was recognized from 
the inception of the Federal Reserve Act that much of the cur- 
rent talk and agitation about bankers’ acceptances was without 
foundation, and the original act wisely limited these accept- 
ances to genuine “salt water bills,’ growing out of actual 
oversea transactions. While there was and is probably no 
better paper in the world than the soundest and most liquid 
elements of our domestic single-name paper, a very large pro- 
portion of such paper is non-liquid, or at best only semi-liquid, 
while it affords no definite means of indicating to the general 
buyer the precise extent of its liquidity. There was also full 
recognition of the fact that a development of domestic accept- 
ances based upon warehoused commodities would be of no 
benefit whatever; the warehousing of commodities, indeed, 
being in many cases good evidence of the non-liquid character 
of bank paper based upon it. No good purpose could be served, 
it was thought, by merely converting non-liquid paper from the 
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single-name to the double-name form. It was with the real 
nature of credit and not with the form in which it was em- 
bodied, that the banking system must deal. 

Too much confidence should not be placed in mere figures 
relating to the growth of.the acceptance in the American 
market. Nevertheless, it is worthy of note that the volume 
of acceptances afloat here, including non-member issues, was 
at one time estimated as high as one billion dollars, since when 
it has fallen away to about four hundred million dollars. This 
slackening in the volume of acceptances is partly due to the 
changes in business demand that have occurred, to the reduc- 
tion of foreign trade, and to other circumstances which would 
have operated in the same way no matter what the development 
of the acceptance had been. But it is undoubtedly due to the 
disposition of the country bank to use its funds in a different 
way rather than to invest them in acceptances. It has never 
been possible to raise the number of accepting member banks 
in the entire country above 400, and the number has often been 
far below that. How far the process of accepting can be more 
widely diffused will probably remain a doubtful question for 
a long time. Thus far, however, it seems clear that but little 
success has been developed in making a market for the country 
bank acceptance. What has been done has been to place on 
the market the acceptances of large city banks in the belief that 
the country institutions would buy them as an investment 
instead of putting their funds into the stock market. The 
proposition has been essentially one-sided—a means of obtain- 
ing more funds for the use of city banks. 

It may well be doubted that this type of acceptance develop- 
ment will ever succeed in producing the basis for a discount 
market. Certainly it is not a condition which exists in Great 
Britain; although it should be added that in that country there 
is an entirely different type of banking structure, the basis of 
Great Britain’s banking system being found in a small and 
increasing body of institutions, all of considerable size and 


RETROSPECT AND PROSPECT 1521 


many of them very large, which establish branches throughout 
the country. There is, therefore, no country bank problem of 
the kind that exists in the United States. How to adapt our- 
selves to the peculiar conditions of the United States in evolv- 
ing a discount market is a question which has not yet been 
satisfactorily dealt with and, it should be added with regret, on 
which but little work seems to be in process. 

Note Issue 


One object which was set before the federal reserve system 
at the outset of its organization had been long held in mind 
during the early years of banking discussion. It was the ques- 
tion how to obtain a flexible or elastic note circulation. Indeed, 
this question had often been discussed to the exclusion of other 
more serious matters, and the power to issue notes had by many 
been erroneously identified with the lending capacity of the 
bank. It was a fact that the Aldrich bill (National Monetary 
Commission bill) which had preceded the Federal Reserve Act, 
had been built up largely around the idea of a flexible note 
issue. Some writers who have reviewed the history of the 
federal reserve system have been disposed to place great 
emphasis upon the problems of note issue, pointing out that in 
the beginning the concept which was adhered to by the system 
was that of providing a currency which should expand and con- 
tract as business needs expanded and contracted. On this 
point, as on most others, the federal reserve system, has had 
to suffer from the character of the times upon which its organi- 
zation fell and has had to reconcile itself to what it could, 
rather than what it would, do. 

Strictly and carefully framed, the original provisions of the 
act were intended to prevent the issue of notes save as the result 
of the discount of actual bona fide commercial paper. This 
provision was speedily qualified through the development of 
evasive practices, prevailing throughout the system with the 
knowledge and consent of the Federal Reserve Board, which 
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soon made the original provision only a handicap and led to 
its withdrawal.. Its place was taken by an amended section 
which was intended to permit the issue of notes to take place 
practically on a gold certificate basis. It would be an interest- 
ing matter of speculation to inquire how much this provision 
in and of itself would really have modified the original law 
had it been left to work without interruption. The entry 
of the United States into the war, however, and the hysterical 
effort to Sconserve’”’ gold soon led to a condition of practical 
suspension and to the concentration of gold and gold certificates 
in the hands of reserve banks. An immense expansion of 
federal reserve notes took their place, and when to this great 
outpouring of notes was added the large increment due to the 
artificial forcing of federal reserve bank notes into the circula- 
tion to take the place of retired silver certificates, it was believed 
by more or less careful students of the currency situation that, 
as a result of these changes, the note issue of the system had 
become quite inelastic. This view undoubtedly prevailed until 
the beginning of the year 1921. 


Power to Contract 


Experience since that time has shown the capacity of the 
note issue to contract as prices fell and demand for circulation 
was reduced. It is a fact that the theoretical elasticity of the 
new note currency has been entirely vindicated; or, in other 
words, if we eliminate from the entire volume of note currency 
in circulation in the United States all that part which represents 
gold or gold certificates held in store and all that part which 
has been issued to replace Treasury certificates or greenbacks, 
it will be found that the remaining volume of federal reserve 
notes, based as it is upon commercial paper, has shown in very 
considerable measure the attributes of elasticity which it was 
desired to secure. But this theoretic vindication is far from 
representing an actual accomplishment such as was hoped for 
when the act was first framed. Eventually it was hoped that 
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gold certificates would be retired, and the gold trust funds of 
the country, in so far as released, would be deposited in reserve 
banks ; and, in so far as turned over to the public, would be used 
by them to the extent that they were needed in current circula- 
tion, the remainder then being deposited with commercial 
banks of the country and through them in some proportion at 
least with reserve banks. The greenback, it was likewise 
hoped, would be retired through the use of the earnings of 
federal reserve banks, while of course no such artificial increase 
of federal reserve bank notes as later occurred was ever thought 
of. 

Had matters worked out in this way, and particularly had 
the retirement of national bank notes at the rate provided in 
the original act proceeded, we should now, no doubt, have been 
well on toward attainment of the ideal of a single uniform cur- 
rency, provided by ‘federal reserve banks, resting upon an 
adequate gold reserve issued only for commercial paper, and 
expanding and contracting as business requirements made it 
needful. That object has certainly not been accomplished; 
and, with things as they now stand, there is little reason to 
believe that it will be at any time in the near future. Conditions 
working against it are today perhaps more adverse than at 
any time since the inauguration of the system; so that, all told, 
we must conclude that the success thus far experienced in the 
provision of a note currency such as was anticipated has been 
limited, not through any fault of the system itself, but by 
reason of the exceedingly difficult conditions to which it was 
subjected from the outset. 


Effect of War Period 

It is, of course, deeply to be regretted from one standpoint 
that during its early years our federal reserve system’ should 
have fallen upon such disturbed times. Organized during the 
first year of the European war, its whole purpose and object 
has been lost to sight as a result of the urgent requirements of 
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war financing, and the history of the system has necessarily 
been very different from what it would have been in other 
conditions. Not only has it become an emergency banking 
system, but from the very first the decisions to be taken upon 
essential issues have been consciously distorted and misshapen 
as a result of war requirements whose purposes have not always 
been obvious to the outsider, and whose objects when gained 
have sometimes proved to be of doubtful advantage. Inter- 
national considerations of a wholly unprecedented character 
have intervened to modify the system in its reserve aspects, and 
the vigilance of Congress, such as it was, has been largely re- 
laxed because of the war, so that unwise amendments have been 
from time to time adopted. In happier times and with a more 
normal condition of the financial world, better results might 
have been accomplished, and yet this always is a two-sided 
matter. Had it not been for the war, there is no slight reason 
to expect that reactionary influences would have prevented the 
system from ever attaining full growth, would have kept it in 
financial swaddling clothes far beyond the time when it should 
have been free from such restriction, and would, in short, have 
succeeded in preventing the organization from showing what it 
could do. 

As against such a condition, the system has, however, had 
an unusual opportunity of knowing its strength and has ex- 
hibited it. This was well, because the experience thus had 
constitutes an example which can never be erased and to which 
in later years reference will constantly be made by those who 
believe in the development of a strong central banking system 
actuated by considerations of public welfare. As it stands. 
there has been a practical break of eight years in the discussion 
of banking from the scientific standpoint, in the United States. 
The period since 1914 has been so disturbed and uncertain as 
to permit of little in the way of suitable policy, and to compel 
very great modifications of thought on the part of financiers 
and publicists. But they will yet develop a more thoughtful 
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and scientific attitude toward the whole problem, it may be 
hoped, and, if so, the movement toward sounder banking will 
at least have been assisted by the illustrative experiences of the 
past eight years. Not least among these has been the demon- 
stration of ability to perform the fiscal functions of the govern- 
ment on a scale and with an efficiency not previously thought 
of. Getting rid of the evils of the old sub-treasury system 
has been one of the important benefits bestowed as a result of 
the adoption of the Federal Reserve Act. Absence of much dis- 
cussion of this point and cessation of scientific banking analyses 
in large measure, have of course retarded the development of 
thought and there has been a growth in many parts of the 
country of wholly unsound and dangerous “soft money” and 
“flat credit’? fallacies. How soon or by what means these can 
be eradicated and the experience of past years used to our 
benefit, is still uncertain. 


Main Objects of System Not Achieved 

Bearing all these factors of the banking problem in mind, 
however, we may now proceed to sum up some of the chief 
conclusions which suggest themselves to the mind of the student 
of our banking history during the years 1914-1922. 

Outstanding among these conclusions is the fact that the 
federal reserve system has not accomplished the main objects 
for which it was intended and that in so far as it has achieved 
success in any direction it has become unpopular. By the side 
of this first and pessimistic conclusion must be placed the fact 
that the system has rendered far more distinctive services to 
the country within a short period of years than its inaugurators 
had ever any right to expect. It has not only attacked with 
considerable success and skill a good many of the problems 
which it had originally set before itself; but it has also grappled 
with a set of issues entirely unforeseen at the time the act 
was adopted, and in rendering to the government distinctive 
service during the war has proved its entire adequacy to the 
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solution of unprecedented problems developed during a time of 
financial trial such as the world had never before seen. Like 
many an individual, the federal reserve system has been great 
in emergency, but commonplace in the ordinary business of 
existence. So, when the emergency produced by war had 
passed, the failure of the system to develop a discount market 
or to exert as independent and courageous an influence as it 
should upon the distribution of credit has been notable. 


Lack of Constructive Ability 


It is perhaps not too severe a criticism to say that the sys- 
tem has shown but little constructive ability; and that while it 
has carried out some of the ideas embodied in the Federal 
Reserve Act, it has left others entirely undeveloped, acting upon 
them only slowly and reluctantly as circumstances demanded. 
One striking illustration is afforded by the provision of the 
Federal Reserve Act whereby the funds of the government 
were to be transferred to the reserve system In this respect a 
nominal compliance was at first made, but in such a way as to 
amount to nothing. It was some time after the opening of the 
war before real compliance with the terms of the act was 
effected, and then only because circumstances compelled the 
Treasury to permit it. Not until after the war itself was over 
was the useless old sub-treasury system abolished. 

There are many other points at which a like attitude of 
resistance and reluctance has been exhibited, and while there 
are doubtless some who would term this attitude conservatism 
and praise it as such, that point of view on their part could 
not be defended upon other than merely tactical ground. 
Noteworthy in this connection is the fact that among those 
who most retarded the development of the federal reserve 
system and its introduction of forward-looking ideas, a high 
place must be given to the politicians who at first put them- 
selves forward as radical reformers. It was Secretary Mc- 
Adoo who was most reluctant to effect the transfer of the 
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government funds to the reserve banks, and Comptroller 
Williams who was slowest in accepting the mandate of the act 
concerning the relations between reserve banks and their mem- 
bers by giving to them the credit data concerning member bank 
conditions which they needed in order to build up their files. 
It is the supposedly popular or democratic members of Con- 
gress who have been most abusive toward every forward step 
in the process of popularizing the banking system and who 
have been most inclined to take the part of special interests. 
Of this latter disposition a striking example is seen in the 
effort to restrict the plan for the collection of checks at par 
and to defend the views of the small “tollgate” banks of the 
South which desired to be left free to charge as exorbitant 
rates of exchange as they saw fit. 

While thus the federal reserve system cannot lay claim to 
complete success unless success is measured in terms of build- 
ing operations, salaries, and assets, yet from that point of view 
its success is eminent and undisputed. It has made a place for 
itself not only in the country but in the world, and is already a 
model or pattern upon which various foreign banking systems 
have been shaped. It has succeeded to this extent because its 
original purpose had in view the public interest and require- 
ments, and because it was without regard to the special welfare 
of those interests which had vitiated the earlier proposals for 
banking legislation. In proportion as the system slips away 
from these ideals and tends to stereotype itself upon existing 
lines and to content itself with self-satisfied advertising and 
approval of its own measures and acts, it will be likely to 
become less and less valuable to the community. It has already 
served its principal purpose under the existing form of organ- 
ization, and the time has come when there should be an effort 
to bring it back to its original standards and to provide the 
basis for better and more public-spirited organization of our 
banking system. The danger in inaugurating such a move- 
ment is now, as always, that it may be taken possession of by 
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selfish politicians and business men who in the pretense of 
representing public welfare desire only to possess themselves 
of the ‘loaves and fishes’? and to advance the interests of 
sections of the community. 

Enough proposed legislation amendatory of the Federal 
Reserve Act is now pending in Congress to destroy its purpose 
wholly, and among this vast array of bills few or none embody 
the amendments which are now so much to be desired and so 
essential if the system is to maintain a progressive attitude. 
The federal reserve system has done well and has deserved 
well of the community; it has been an emergency system ac- 
tively and effectively functioning in a time of almost unique 
emergency. What it will do, how it will act, and what will be 
the attitude of the public toward it from this time forward, 
remains to be learned. One thing is certain: It is in unstable 
equilibrium and cannot be expected now to maintain its present 
position. It must go forward or consent to lose ground, per- 
haps ultimately to suffer the fate of other central banks which 
in the past were destroyed by demagogues. 
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FIRST COMPLETE DRAFT OF GLASS BILL? 


Vly Re 
In the House of Representatives 


1913 


Mr. Glass of Virginia introduced the following bill 
which was referred to the Banking and Currency Com- 
mittee and ordered to be printed. 


A BILL 
To provide an elastic currency, furnish means of 
rediscounting commercial paper, protect the creditors 
of National Banking Associations, and establish a more 
effective supervision of banking in the United States. 


Be it enacted by the Senate and House of Represen- 
tatives of the United States of America in Congress 
assembled. 


Sec. 1. That the act of May 30, 1908, entitled “An Act to amend the 
National Banking Law,” be and the same is hereby repealed. 

Sec. 2. That within sixty days after the passage of this act, the Secre- 
tary of the Treasury, the Attorney-General of the United States, and the 
Comptroller of the Currency, acting as a ‘Reserve Bank Organization 
Committee” shall designate from among the reserve cities now authorized 
by law a number of such cities to be determined by the said Organization 
Committee; and shall divide the Continental United States into an equal 
number of districts, each district to contain one of the said reserve cities 
designated by the Organization Committee hereinbefore established; pro- 
vided, that the districts shall be apportioned with due regard to the con- 
venience and customary course of business of the community, and shall not 
necessarily coincide with the area of such State or States as may be wholly 
or in part included in any given district. The districts thus created may 
be readjusted, and new districts may from time to time be created by the 
Federal Reserve Board hereinafter established, acting upon a joint applica- 
tion made by not less than 10 banks situated within one of the existing 


1 Glass bill substantially as presented to President-elect at Trenton, February, 1913. 
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districts, and holding stock in one of the Federal Reserve Banks hereinafter 
provided for. The districts thus constituted shall be known as Federal 
Reserve Districts and shall be designated by number according to the 
pleasure of the Organization Committee hereinbefore provided for. 

The Organization Committee shall in accordance with regulations to be 
established by itself proceed to organize in each of the reserve cities desig- 
nated as hereinbefore specified a Federal Reserve Bank. Such Federal 
Reserve Banks shall be known by the city and district in which they are 
situated ;—as “Federal Reserve Bank of Chicago; First District,” etc. 

The total number of reserve cities designated by the Organization 
Committee as hereinbefore provided shall not be less than 15 and in deter- 
mining the said number, the Organization Committee hereinbefore created 
shall be authorized to receive applications from existing banks and organi- 
zations of banks, and to take testimony, to send for persons and papers, to 
administer oaths, and to make such investigations as may be deemed neces- 
sary by the said Committee for the purpose of determining the number of 
the reserve cities to be designated as herein provided. 

Every National Bank located within a given district shall be required 
to subscribe to the Capital stock of the Federal Reserve Bank of that dis- 
trict a sum equal to 20 per centum of its own paid up and unimpaired capi- 
tal, one-half of such subscription to be paid in under the terms and condi- 
tions prescribed by the National Banking Act with reference to subscriptions 
to the stock of National Banking Associations. The remainder of the 
subscriptions or any part thereof shall become a liability of the subscribers, 
subject to call and payment thereof whenever necessary to meet the obliga- 
tions of the Federal Reserve Bank under such terms and in accordance 
with such regulations as the Board of Directors of said Federal Reserve 
Bank may prescribe; Provided, That no Federal Reserve Bank shall be 
organized with a paid up and unimpaired capital at the time of beginning 
business less in amount than $5,000,000, The Organization Committee here- 
inbefore provided for shall have power to appoint such assistants and incur 
such expenses in carrying out the provisions ‘of this act as it shall deem 
necessary; and such expenses shall be payable by the Treasury of the 
United States upon voucher approved by the Secretary of the Treasury, 
not to exceed in the aggregate $50,000. 

Sec. 3. That the capital stock of each Federal Reserve Bank shall be 
divided into shares of $100. The outstanding capital stock may be increased 
from time to time as subscribing banks increase their capital or as additional 
banks become subscribers, or may be decreased as subscribing banks reduce 
their capital or leave the organization by liquidation. Each Federal Reserve 
Bank may establish branch offices at a point within the Federal Reserve 
district in which it is located approved by the Federal Reserve Commission, 
after selection by the Board of Directors of said banking corporation; 
Provided, That the total number of such branches shall not exceed one 
for each $500,000 of the capital stock of said Federal Reserve Bank. 
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Sec. 4. That upon duly making and filing with the Comptroller of the 
Currency a certificate in the form required and described in sections 5134, 
5135, and 5136, R. S., U. S., the National Banking Associations uniting to 
form a Federal Reserve Bank shall become a body corporate and as such 
and in the name designated in the organization certificate shall have power 
to perform all those acts and to enjoy all those privileges and to exercise 
all those powers described in section 5136 Revised Statutes; save in so far 
as the same shall be limited or extended as the case may be, by the 
provisions of this act. 

Every Federal Reserve Bank shall be organized and conducted under the 
oversight and control of a Board of Directors, whose powers shall be the 
same as those conferred upon the Boards of Directors of National Banking 
Associations under existing law, except in so far as expressly provided to 
the contrary in this act. Such Board of Directors shall be constituted and 
elected as hereinafter specified and shall consist of fifteen members holding 
office for three years and divided into three classes designated as Class A, 
B and C. 

Class A shall consist of five members who shall be chosen by and. be 
representative of the stockholding banks. 

Class B shall consist of five members who shall be chosen by and be 
representative of the stockholders of the National Banks holding shares 
in the Federal Reserve Banks. 

Class C shall consist of five members, four of whom shall be chosen by 
the Directors of Classes A and B with the approval of the Federal Reserve 
Commission hereinafter created and one of whom shall be designated by 
the Federal Reserve Commission. Directors of class C shall be regarded 
as representative of general public interests. 

Directors of class A shall be chosen in the following manner : 

It shall be the duty of the Chairman of the Board of Directors of the 
Federal Reserve Bank of the district in which each such bank is situated 
to classify the banks of the said district who are stockholders in the said 
Federal Reserve Bank into five general groups or divisions. Each such 
group shall contain as nearly as may be one-fifth of the aggregate banking 
capital of the banks holding stock in the Federal Reserve Bank of the said 
district and shall consist of banks belonging as nearly as may be to the 
same general classes of capitalization. The said groups shall be designated 
by number at the pleasure of the Chairman of the Federal Reserve Bank. 

At a regularly called directors’ meeting of each National Bank in the 
Federal Reserve District aforesaid, the Board of Directors of such National 
Bank shall elect by ballot one of its own members as a District Reserve 
Elector and shall certify his name to the Chairman of the Board of Direc- 
tors of the Federal Reserve Bank of the district. The said Chairman shall 
establish complete lists of the District Reserve Electors, class A, thus 
named by banks in each of the aforesaid five groups and shall transmit 
one complete list to each such elector in each group. Every elector shall 
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within fifteen days of the receipt of the said list, select and certify to the 
said Chairman from among the names on the list pertaining to his group, 
transmitted to him by the chairman, one name as representing his choice 
for Federal Reserve Director, class A. The name receiving the greatest 
number of votes, not less than a majority, shall be designated by said Chair- 
man as Federal Reserve Director, for the group to which he belongs. In 
case no candidate shall receive a majority of all votes cast in any district, 
the Chairman aforesaid shall establish an eligible list, including the three 
names receiving the greatest number of votes on the first ballot, and shall 
transmit said list to the electors in each of the groups of banks established 
by him. Each elector shall at once select and certify to the said Chairman 
from among the three names submitted to him his choice for Federal Re- 
serve Director, Class A, and the name receiving the greatest number of 
such votes shall be designated by the Chairman as Federal Reserve Direc- 
tor, class A. 

Directors of class B shall be chosen in the following manner: 

At an annual election of officers of each National Bank the stockholders 
of said bank, if there be a vacancy among directors of class B in the group 
to which said bank may belong, shall choose one of their own number who 
shall not be either an officer or director of any bank as a District Reserve 
Elector, class B. The name of said District Reserve Elector shall be certi- 
fied to the Chairman of the Board of Directors of the Federal Reserve 
Bank of the district in which such National Bank is located. It shall there- 
upon be the duty of said Chairman to establish and to secure the selection 
of one Director representing each of the five groups into which the banks 
of the district are divided from among the District Reserve Electors of 
class B, after the manner hereinbefore prescribed for the choice of Direc- 
tors of class A. 

Directors of class C shall be chosen in the following manner: 

On the first day of July in each year when there shall be a vacancy 
among Directors of class C, the Directors of classes A and B of each 
Federal Reserve Bank shall, at a meeting called for that purpose, select 
one or more additional directors not to exceed four in number. Such addi- 
tional directors shall be residents of the Federal Reserve district in which 
they are chosen and shall be fairly representative of the agricultural, indus- 
trial, and commercial interests of said district. None of such directors 
shall be during his term of office an officer or director of any other bank 
or banking corporation, Eight votes shall be necessary to the choice of 
each such director and before he shall be declared elected he shall be certi- 
fied to the Secretary of the Treasury who with the advice and consent of 
the Federal Reserve Commission hereinafter created may accept or reject 
any or all such directors of class C. 

A fifth director belonging to class C shall be chosen directly by the 
Federal Reserve Commission hereinafter created, under such regulations 
as it may prescribe. The said director shall be chairman of the Board ot 
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Directors of the Federal Reserve Bank of the district to which he is 
appointed and shall be designated as “Federal Reserve Agent.” In addition 
to his duties as chairman of the board of directors of the Federal Reserve 
Bank of the district to which he is appointed, he shall be required to main- 
tain under regulations to be established by the Federal Reserve Commission, 
a local office of said Commission which shall be situated on the premises of 
the Federal Reserve Bank of the district. He shall make regular reports to 
the Federal Reserve Commission, and shall act as its official representative 
for the performance of the functions conferred upon it by this act. He 
shall be paid an annual compensation to be fixed by the Federal Reserve 
Commission and to be paid him monthly by the Federal Reserve Bank to 
which he is designated. 

The Reserve Organization Committee hereinbefore created may in or- 
ganizing Federal Reserve Banks for the first time, call such meeting of 
bank directors or stockholders in the several districts as may be necessary 
to carry out the purposes of this act and’ may exercise the functions herein 
conferred upon the chairman of the board of directors of each Federal 
Reserve Bank, pending the complete organization of such bank. 

At the first meeting of the full board of directors of each Federal 
Reserve Bank subsequent to the organization of such bank it shall be the 
duty of each of the three classes of directors hereinbefore created to desig- 
nate by such method as shall be prescribed by the Federal Reserve Com- 
mission one of its members whose term of office shall expire at the end of 
one year from the first of January nearest the date of such meeting, one 
whose term of office shall expire at the end of two years from said date, 
one whose term of office shall expire at the end of three years from said 
date, one whose term of office shall expire at the end of four years from 
said date, and one whose term of office shall expire at the end of five years 
from said date. Thereafter every director of a Federal Reserve Bank 
chosen as hereinbefore provided shall hold office for a term of five years; 
Provided, that the chairman of the board of directors of each Federal 
Reserve Bank, designated by the Federal Reserve Commission as herein- 
before described shall be removable at the pleasure of the said Commission 
without notice, and his successor shall hold office during the unexpired term 
of the director in whose place he was appointed. 

Sec. 5. That shares of the capital stock of Federal Reserve Banks shall 
not be transferable, and under no circumstances shall they be hypothecated, 
nor shall they be owned otherwise than by subscribing banks, nor shall they 
be owned by any bank other than in the proportion herein provided. In 
case a subscribing bank increases its capital, it shall thereupon subscribe for 
an additional amount of capital stock of the Federal Reserve Bank of its 
district equal to twenty per centum of the Bank’s own increase of capital, 
paying therefor the then book value of the shares of the Reserve Bank as 
shown by the last published statement of said Bank. A Bank applying for 
stock in a Federal Reserve Bank at any time after the formation of the 
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latter must subscribe for an amount of the capital of said Reserve Bank 
equal to twenty per centum of the capital of said subscribing bank, paying 
therefor its then book value as shown by the last published statement of 
said Reserve Bank. When the capital of any Federal Reserve Bank has 
been increased either on account of the increase of capital of the banks 
holding stock therein or on account of the increase in the number of stock- 
holding banks, the board of directors shall make and execute a certificate 
showing said increase in capital, the amount paid in and by whom paid. 
This certificate shall be filed in the office of the Comptroller of the Cur- 
rency. In case a subscribing bank reduces its capital it shall surrender a 
proportionate amount of its holding in the capital of said Federal Reserve 
Bank, and if a bank goes into voluntary liquidation it shall surrender all 
of its holdings of the capital of said Federal Reserve Bank. In either case 
the shares surrendered shall be cancelled and the bank shall receive in pay- 
ment therefor a sum equal to their then book value as shown by the last 
published statement of said Federal Reserve Bank. 

Sec. 6. That if any shareholder of a Federal Reserve Bank shall become 
insolvent and a receiver be appointed, the stock held by it in said Federal 
Reserve Bank shall be cancelled, and the balance after paying all debts due 
by such insolvent bank to said Federal Reserve Bank shall be paid to the 
receiver of the insolvent bank. Whenever the capital stock of a Federal 
Reserve Bank is reduced, either on account of a reduction in capital of the 
banks holding its stock or of the liquidation or insolvency of any such bank 
holding stock therein, the Board of Directors shall make and execute a 
certificate showing such reduction of capital stock and the amount repaid 
to each bank. This certificate shall be filed in the office of the Comptroller 
of the Currency. 

Sec. 7. That any National Banking Association heretofore organized 
may at any time within one year from the passage of this Act, and with the 
approval of the Comptroller of the Currency, be granted, as herein pro-— 
vided, all the rights, and be subject to all the liabilities, of National Bank- 
ing Associations organized subsequent to the passage of this act; Provided, 
That such action on the part of such Associations shall be authorized by the 
consent in writing of shareholders owning not less than two-thirds of the 
capital stock of the Association. Any National Banking Association now 
organized which shall not, within one year after the passage of this act, 
become a National Banking Association under the provisions hereinbefore 
stated, and which shall not place in the hands of the Treasurer of the 
United States the sums by law provided for the redemption of its circulating 
notes or which shall fail to comply with any other provision of this act, 
shall be dissolved; but such dissolution shall not take away or impair any 
remedy against such corporation, its stockholders or officers, for any lia- 
bility or penalty which shall have previously been incurred. 

Sec. 8. That any bank or banking association incorporated by special 
law of any State or of the United States, or organized under the general 
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laws of any State or of the United States, and having a paid up unimpaired 
capital sufficient to entitle it to become a National Banking Association 
under the provisions of this act, may, by the consent in writing of the share- 
holders owning not less than two-thirds of the capital stock of such bank 
or banking association, and with the approval of the Comptroller of the 
Currency, become a National Banking Association.under its former name 
or by any name approved by the Comptroller. The Directors thereof may 
continue to be the directors of the association so organized until others are 
elected or appointed in accordance with the provisions of the law. When 
the Comptroller has given to such bank or banking association a certificate 
that the provisions of this act have been complied with, such bank or bank- 
ing association, and all its stockholders, officers and employees, shall have 
the same powers and privileges, and shall be subject to the same duties, lia- 
bilities, and regulations, in all respects, as shall have been prescribed for 
associations originally organized as National Banking Associations under 
this act. 

Sec. 9. That it shall be lawful for any National Banking Association 
having a capital of not less than $1,000,000 to establish branches under such 
rules and regulations as may be prescribed by the Comptroller of the Cur- 
rency, with the approval of the Secretary of the Treasury; Provided, that 
the number of such branches shall not exceed one for each $500,000 of 
capital stock issued by the parent institution; and provided further that no 
branch shall be located outside the Federal Reserve District in which the 
parent bank has its head office. 

Src. 10. That subsequent to a date one year from the passage of this act, 
any bank or banking association or trust company incorporated by special 
law of any state, or organized under the general laws of any state or of the 
United States, may make application to the Federal Reserve Commission 
hereinafter created for the right to subscribe to the stock of the Federal 
Reserve Bank organized within the Federal Reserve District in which such 
local bank or banking association or trust company exists. The Federal 
Reserve Commission may at its discretion, subject to the provisions of this 
section entitle such applying bank to become a stockholder in the Federal 
Reserve Bank of the district in which such applying bank is located, or at 
its discretion may reject such application. Whenever the Federal Reserve 
Commission may entitle such an applying bank to become a stockholder in 
the Federal Reserve Bank of the district in which the applying bank is 
located, stock shall be issued and paid for under the rules and regulations 
in this act provided for National Banks which become stockholders in 
Federal Reserve Banks. 

It shall be the duty of the Federal Reserve Commission to establish 
by-laws for the general government of its conduct in acting upon applica- 
tions made by the state banks and banking associations and trust companies 
hereinbefore referred to for stock ownership in Federal Reserve Banks. 
Such by-laws shall require of applying banks not organized under Federal 
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law that they comply with the reserve requirements and submit to the 
inspection and control provided in this act or in the National Banking Act, 
or in any other statute of the United States applicable to National Banking 
Associations. No such applying bank shall be admitted to stock ownership 
in a Federal Reserve Bank unless it possesses a paid up unimpaired capital 
sufficient to entitle it to become a National Banking Association in the place 
where it is situated, under the provisions of the National Banking Act, and 
unless it in every respect conforms to the provisions of the National Bank- 
ing Act and the provisions herein prescribed for National Banking Asso- 
ciations of similar capitalization, organized in the localities where such 
applying banks are situated, and holding stock in a Federal Reserve Bank. 

If at any time it shall appear to the Federal Reserve Commission that a 
banking association or trust company organized under the laws of any state 
or of the United States has failed to comply with the provisions of this 
section, it shall be within the power of the said Commission to require such 
banking association to surrender its stock in the Federal Reserve Bank in | 
which it holds shares, upon receiving from such bank the then book value 
of the said shares in current funds and said Federal Reserve Bank shall 
upon notice from the Federal Reserve Commission be required to suspend 
the designated banking association from further privileges of rediscount 
and shall within thirty days of such notice cancel and retire its shares and 
make payment therefor in the manner herein provided. No such banking 
association shall again be eligible to acceptance as a stockholder in any 
Federal Reserve Bank. 

Sec. 11. That there shall be created a Federal Reserve Commission which — 
shall consist of three classes of members hereinafter designated as classes | 
A; B' and: G: 

Class A shall consist of Federal Reserve Representatives, chosen by 
Federal Reserve Banks. 

Class B shall consist of Government Reserve Representatives who shall 
be members ex officio of the Federal Reserve Commission. 

Class C shall consist of Government Reserve Officers chosen by the 
President of the United States, and acting in the interest of the general — 
public. 

Federal Reserve Representatives (class A) shall be chosen by ballot by 
the directors of Federal Reserve Banks at a regular directors’ meeting 
called for that purpose. Each Federal Reserve Bank shall be entitled to 
choose two representatives. One such Representative shall himself be a 
member of the directorate of the Federal Reserve Bank he represents, and 
one shall be a resident of the Federal Reserve District from which he is 
chosen, and shall not be at the time of his choice or during his term of 
office an officer or director in any bank or banking institution. The Chair- 
man of the Board of Directors of each Federal Reserve Bank shall be 
ineligible for election as a member of the Federal Reserve Commission. 

Government Reserve Representatives (Class B) shall be three in num- 
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ber and shall include the Secretary of the Treasury, the Secretary of Agri- 
culture and the Comptroller of the Currency. 

Government Reserve Officers (class C) shall be nominated by the Presi- 
dent of the United States and shall be confirmed by the Senate. They shall 
be three in number and shall be men learned in the theory and practice of 
banking, who shall not at the time of their selection be officers or directors 
of any Federal Reserve Bank. It shall be the duty of the President of the 
United States to designate one Government Reserve Officer as President of 
the Federal Reserve Commission, one as Vice-President of said Commission 
and one as Secretary of said Commission. The term of office of the Gov- 
ernment Reserve Officers so designated as President shall be ten years, and 
the terms of office of the officers designated as Vice-President and Secre- 
tary respectively shall be five years each. 

Upon assembling for the first time the members of the Federal Reserve 
Commission belonging to class A shall separate into two groups under such 
regulations as the Commission shall lay down for effecting the said group- 
ing. One such group shall hold office for three years dating from the first 
of January next succeeding the election of members, the other for six years 
succeeding such election. Each group shall include as nearly as may be, 
one-half the total number of members of Class A. Thereafter every mem- 
ber of the said Commission belonging to Class A shall hold office for a 
term of six years. Vacancies in class A shall be filled as they may occur, 


-in the manner prescribed for the original choice of members belonging to 


the class in which such vacancies occur. 

_Sec. 12. That the first meeting of the Federal Reserve Commission shall 
be held in Washington, D. C., as soon as may be after the passage of this 
act, and after the organization of Federal Reserve Banks in the several 
districts as herein provided, at a date to be fixed by the Reserve Organiza- 
tion Committee hereinbefore created. 

At the said meeting the members of the Federal Reserve Commission 
belonging to class A shall choose from among their own number by ballot 
three members no two of whom shall have been originally selected by the 
same Federal Reserve Bank. At least one of such members shall have been 
originally selected from the directorate of a Federal Reserve Bank and at 
least one shall have been selected from outside such directorate in the man- 
ner hereinbefore provided. 

The three members thus chosen from among the members of class A of 
the Federal Reserve Commission shall, with the members of classes B and C 
constitute an executive committee of the Federal Reserve Commission, 
which shall consist of nine members and shall be known as the Federal 
Reserve Board. The Secretary of the Treasury shall be ex officio chairman 
of the Federal Reserve Commission and chairman of the Federal Reserve 
Board. 

The powers and functions hereinafter conferred upon the Federal Reserve 
Commission shall be exercised by the Federal Reserve Board in accordance 
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with by-laws to be established by said Commission but the said Board must 
fully report its action on each and every matter of business falling within 
its jurisdiction to a general meeting of the Commission to be convened not 
less frequently than four times each year. 

No member of class A who shall be chosen as herein provided a member 
of the Federal Reserve Board shall continue to hold office or to act as a 
director of any bank or banking institution or Federal Reserve Bank; and 
before entering upon his duties as a member of the Federal Reserve Board 
he shall certify under oath to the Secretary of the Treasury that he has 
complied with the requirements of this section, by withdrawing from any 
official or directoral relation of the kind herein referred to. Acceptance of 
membership in the Federal Reserve Board by any member of the Federal 
Reserve Commission shall automatically close the term of such member as 
a Federal Reserve Representative, and the Federal Reserve Bank from 
which he was originally chosen shall at once proceed to the choice of a 
successor in the manner hereinbefore described. Whenever a vacancy shall 
occur among the three members of the Federal Reserve Board who are 
chosen from among the members of class A, a successor shall within thirty 
days be chosen to fill the vacancy aforesaid by the method hereinbefore 
specified for the original choice, and when chosen the said successor shall 
hold office for the unexpired term of the member whose place he is selected 
to fill. The three members of the Federal Reserve Board chosen by Federal 
Reserve Representatives (class A) shall hold office for the terms for which 
they were originally selected as members of the Federal Reserve Commis- 
sion by the method hereinbefore provided. 

Sec. 13. That upon the nomination of the President of the Federal 
Reserve Commission, the Federal Reserve Board hereinbefore established 
shall appoint all officers and employees of the said Commission and of the 
said Board except as otherwise expressly provided for in this act. The 
Board shall have power to determine their remuneration, tenure of office 
and duties. The Federal Reserve Commission shall fix the compensation of 
all officers expressly named by the provisions of this act. 

The Federal Reserve Board shall have full control, subject to the Fed-— 
eral Reserve Commission, of the detailed management of said Commission. 
For this purpose it shall meet regularly once a week at the office of the 
Commission or at such other places as may be designated by the Chairman 
of the Commission, Special meetings may be called by the Chairman or 
by any three members. 

The Federal Reserve Commission shall appoint a Board of Examiners 
consisting of three members, to report at any time upon the conditions of 
credit, the kind of business done, and the proper conduct of the discounts 
at each Federal Reserve Bank of any individual bank; and said Commission 
may authorize the employment of suitable assistants, if needed, for this 
work of examination. 

The Secretary of the Treasury as Chairman of the Federal Reserve 
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Commission and Chairman of the Federal Reserve Board shall be respon- 
sible for the discipline of the Executive Staff of the Commission, determine 
the duties of the various persons concerned, secure the preparation of the 
reports to be made to the Federal Reserve Board and the members of the 
Commission, and perform all other duties pertaining to his office. All of 
his acts shall be subject to the review of the Federal Reserve Board and 
its decision in all matters pertaining to his duties shall be final unless re- 
versed by the Commission. In the absence or illness of the Secretary of 
the Treasury his duties shall devolve upon the Comptroller of the Currency 
acting as Vice-Chairman. 

The expenses of the Federal Reserve. Commission and Board shall be 
paid by the Federal Reserve Banks out of their gross receipts in such a 
manner and at such time as the Commission shall direct. Each Reserve 
Bank shall pay such a portion of said expenses as its capital and surplus 
bear to the aggregate capital and surplus of all. 

At all meetings of the Commission a quorum shall consist of two-thirds 
its total number of members. A majority of those present shall be required 
to pass any resolution. Each member shall be reimbursed for his reasonable 
travelling and other necessary expenses for attendance on each meeting, on 
vouchers approved by the Federal Reserve Board. 

Sec. 14. That the Federal Reserve. Commission hereinbefore established 
shall be authorized and empowered 

(a) To examine once each month at its discretion the accounts and 
books of each Federal Reserve Bank. 

(b) To determine the apportionment of Federal deposits among the 
Federal Reserve Banks. 

(c) To require or permit a Federal Reserve Bank to rediscount paper 
of any other Federal Reserve Bank. 

(d) To ascertain once each month the character of the paper held by 
each Federal Reserve Bank, and to require at its discretion the suspension 
of further issues of circulatory notes for a designated period. 

(e) To establish each week or as much oftener as required a rate of 
discount which shall be mandatory upon each Federal Reserve Bank and 
for each class of paper; provided that said rate of discount need not be 
uniform for all reserve banks; and provided further that the Federal Re- 
serve Commission shall graduate the rate of discount made mandatory upon 
any Federal Reserve Bank in proportion to the extent of the issues and 
deposit liabilities as compared with the reserve funds of such banks. 

(f) To suspend for a period not exceeding thirty days (and to renew 
such suspension for periods of not to exceed fifteen days) any and every 
reserve requirement specified in this act. 

(g) To establish at its discretion a graduated tax which shall be uni- 
form in its application to all reserve banks upon the amounts by which the 
reserve of any such bank is permitted to fall below the reserve level 
specified in this act. 
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(h) To establish at its discretion a rate or rates of interest which shall 
be paid by Federal Reserve Banks on the net deposits of the Government 
with them. 

Sec. 15. That any Federal Reserve Bank may receive from any bank or 
banking institution or trust company duly organized under Federal or State 
law deposits of current funds in lawful money, national bank notes, Federal 
reserve notes or checks, drafts and other claims upon solvent banks domestic 
and foreign. 

Upon the endorsement of any bank having a deposit with it any Federal 
Reserve Bank may discount notes and bills of exchange arising out of com- 
mercial transactions; that is notes and bills of exchange issued or drawn 
for agricultural, industrial or commercial purposes, the Federal Reserve 
Board to have the right to determine or define notes, etc., within the mean- 
ing of this act, and not including notes or bills issued or drawn for the 
purpose of carrying stocks, bonds or other investment securities, except 
notes or bills having a maturity not exceeding four months and secured by 
United States bonds and bonds issued by any State, county or municipality 
of the United States. Such notes and bills must have a maturity of not 
more than thirty days. 

Upon the endorsement of any bank having a deposit with it, any Federal 
Reserve Bank may discount paper of the classes hereinbefore described 
having a maturity of more than thirty and not more than 120 days, pro- 
vided that its own cash reserve exceeds 50 per cent of its total outstanding 
demand liabilities and provided further that not more than 50 per centum 
of the total paper so discounted for any depositing bank shall have a 
maturity of more than sixty days. 

Upon the endorsement of any bank having a deposit with it, any Federal 
Reserve Bank may discount acceptances of depositing banks which are 
based on the exportation or importation of goods or on travelers credits 
and which mature in not more than 90 days and bear the signature of at 
least one bank in addition to that of the acceptor. The amount so redis- 
counted shall at no time exceed the capital of the bank for which the redis- 
counts are made. The aggregate of such notes and bills bearing the signa- 
ture or endorsement of any one person, company, firm or corporation, redis- 
counted for any one bank, shall at no time exceed ten per centum of the 
unimpaired capital and surplus of said bank. 

Any National Bank may at its discretion accept drafts or bills of 
exchange drawn upon it having not more than four months to run and 
growing out of transactions involving the importation or exportation of 
goods or the issue of travelers letters of credit. Provided that no bank 
shall accept such bills to an amount equal in the aggregate to more than 
one-half the face value of its paid up and unimpaired capital. 

Sec. 16. Whenever in the opinion of the Federal Reserve Board upon 
application jointly and directly made to the Secretary of the Treasury by 
not less than ten National Banks in one district the public interest so re- 
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quires, the Federal Reserve Board may authorize the Reserve Bank of the 
district to discount the direct obligations of depositing banks secured by the 
pledge and deposit with it of satisfactory securities; but in no case shall 
the amount so loaned by a Federal Reserve Bank exceed three-fourths of 
the actual value of the securities so pledged, or one-half the amount of its 
own paid up and unimpaired capital. 

Sec. 17. That any Federal Reserve Bank may at its own discretion pur- 
chase in the open market either from domestic or foreign banks or indi- 
viduals bankers bills and bills of exchange of the kinds and maturities by 
this act made eligible for rediscount; and satisfactory commercial paper. 

Sec. 18. That every Federal Reserve Bank shall have power, both at 
home and abroad, to deal in gold coin or bullion, to make loans thereon, 
and to contract for loans of gold coin or bullion, giving therefor, when 
necessary, acceptable security, including the hypothecation of its holdings, 
if any, of United States bonds. 

Sec. 19. That any Federal Reserve Bank may invest in United States 
bonds; also in obligations, having not more than one year to run, of 
the United States or its dependencies, or of any state, or of foreign 
governments. 

Sec. 20. That every Federal Reserve Bank shall have power to purchase 
from depositing banks and to sell with or without its endorsement, notes, 
drafts, or bills of exchange, arising out of commercial transactions as herein- 
before defined, payable in such foreign countries as the Board of Directors 
of such Federal Reserve Bank may determine. These bills of éxchange must 
have not exceeding ninety days to run and must bear the signature of two 
or more responsible parties, of which the last one shall be that of a sub- 
scribing bank. 

Sec. 21. That any Federal Reserve Bank may with the consent of the 
Federal Reserve Board open and maintain banking accounts in foreign 
countries and establish agencies in such countries wheresoever it may deem 
best for the purpose of purchasing, selling and collecting foreign bills of 
exchange, and it shall have authority to buy and sell with or without its 
endorsement through such correspondents yr agencies, checks, drafts or 
prime foreign bills of exchange arising out of commercial transactions, 
which have not exceeding ninety days to run, and which bear the signature 
of two or more responsible parties. 

Sec. 22. That the Government of the United States and banks depositing 
in the Federal Reserve Banks formed under this act as hereinafter indicated 
shall be the only depositors in said Reserve Banks. All domestic trans- 
actions of the Federal Reserve Banks involving the creation of deposit 
accounts shall be confined to the Government and the depositing banks, with 
the exception of the purchase or sale of Government or State securities or 
securities of foreign governments or of gold coin or bullion. 

Sec. 23. That all moneys now held in the general fund of the Treasury 
shall within twelve months from the passage of this act be deposited in 
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Federal Reserve Banks; and thereafter the revenues of the Government 
shall be regularly deposited in such banks and disbursements shall be made 
by check drawn against such deposits. The Federal Reserve Board herein 
established shall apportion the funds of the Government among the said 
Federal Reserve Banks and it may at its discretion fix from month to 
month a rate of interest which shall be regularly paid by the banks holding 
such deposits; Provided, that no Federal Reserve Bank shall be required to 
receive Government deposits when in the judgment of its directors the con- 
dition of business does not warrant the payment of the rate of interest fixed 
by the Federal Reserve Commission. 

Src. 24. That no Federal Reserve Bank shall pay interest on deposits 
except those of the Government of the United States and no National Bank- 
ing Association shall pay interest on funds of other banks deposited with it, 

Sec. 25. That any Federal Reserve Bank may at its discretion, subject 
to the provisions of this act, make application to the Federal Reserve Com- 
mission through the Local Federal Reserve Agent for Federal reserve notes. 
Said notes shall be in all respects similar to existing National bank notes 
except that they shall not bear any legend or superscription indicating that 
they are secured by United States or other bonds. Upon receiving an 
application for notes from any Federal Reserve Bank, the Federal Reserve 
Commission shall immediately issue said notes to the Bank making said 
application. Any Federal Reserve Bank desiring to reduce its circulation 
may do so, upon the same conditions now prescribed for the retirement of 
National bank notes; Provided, that nothing in the statutes of the United 
States shall prevent a Federal Reserve Bank from retiring its outstanding 
notes as rapidly as its officers and directors may deem best. 

It shall be the duty of every Federal Reserve Bank to receive on deposit 
at par the notes of every other Federal Reserve Bank and of every National 
Banking Association. Every Federal Reserve Bank shall provide for the 
redemption of its own notes on demand in gold at one point at least in 
every reserve district throughout the United States. The method of such 
redemption and the provisions under which it shall be carried on shall be 
subject to control by the Federal Reserve Commission, and it shall be the 
duty of said Commission to establish such rules and regulations that all 
notes issued by Federal Reserve Banks shall be maintained convertible into 
gold at par without exchange throughout the United States. 

It shall be the duty of every Federal Reserve Bank to receive on deposit 
at par and without charge for exchange checks and drafts drawn by any of 
its stockholders or depositors upon any other stockholder or depositor and 
checks and drafts drawn by any stockholder or depositor in any other Fed- 
eral Reserve Bank upon funds to the credit of said stockholder or depositor 
in said Reserve Bank last mentioned. The Federal Reserve Board shall 
make and promulgate from time to time regulations governing the transfer 
of funds at par among Federal Reserve Banks and may at its discretion 
exercise the functions of a Clearing House for such Federal Reserve Banks, 
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and may also require each such bank to exercise the functions of a clearing 
house for its shareholding banks. 

Sec. 26. That no National Banking Association shall be entitled to re- 
ceive from the Comptroller of the Currency, or to issue circulating notes in 
excess of the total amount of such notes which such bank may have out- 
standing at’the passage of this act. Provided, that no National Banking 
Association which may in future reduce its outstanding circulating notes in 
the manner prescribed by law shall hereafter be entitled to receive from the 
Comptroller of the Currency, or to issue, circulating notes in excess of the 
sum to which its outstanding notes shall have been reduced by such with- 
drawals. : 

Src. 27. That so much of the provisions of section 5159 of the Revised 
Statutes of the United States and section 4 of the Act of June 20th, 1874, 
and section 8 of the Act of July 12th, 1882, and of any other provisions of 
existing statutes as require that before any National Banking Association 
shall be authorized to commence banking business it shall transfer and 
deliver to the Treasurer of the United States, United States registered 
bonds, to an amount, where the capital is $150,000 or less, not less than one- 
fourth of its capital stock, and $50,000 where the capital is in excess of 
$150,000, be and the ‘same is hereby repealed. 

Sec. 28. Upon application, the Secretary of the Treasury shall exchange 
the two per centum bonds of the United States bearing the circulation privi- 
lege theretofore deposited by any National Banking Association with the 
Treasurer of the United States as security for circulating notes, for three 
per centum bonds of the United States without the circulation privilege, 
payable after twenty years from date of issue, and exempt from Federal 
taxation both as to income and principal. When and in proportion as the 
outstanding two per centum bonds deposited with the Treasurer shall be 
thus exchanged or refunded, the power of National Banks to issue cir- 
culating notes secured by United States bonds shall cease and determine. 
Every National Bank may continue to apply for and receive from the 
Comptroller of the Currency circulating notes under the conditions provided 
by this act, but no National Bank shall be permitted to issue circulating 
notes of any description or to issue or to make use of any substitute for 
such circulating notes in the form of Clearing House certificates, cashier’s 
checks, or other obligation not specifically provided for under this act; 
Provided, That no National Bank shall without the consent of the Secretary 
of the Treasury in any one year present two per centum bonds for exchange 
in the manner hereinbefore provided to an amount exceeding five per centum 
of the total amount of bonds deposited with the Treasurer by said bank at 
the time of the passage of this Act; Provided further that at the expiration 
of twenty years from the passage of this act every holder of United States 
two per centum bonds then outstanding shall receive in exchange three per 
centum bonds of like denomination payable twenty years from date of issue. 
Each Federal Reserve Bank may receive from the Federal Reserve Com- 
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mission and issue at its own discretion subject to the provisions of this act, 
in addition to the notes provided for by Sec. 25 of this act, a sum in notes 
equal to the par value of two per centum bonds of the United States sur- 
rendered by its own stockholding banks to the Treasurer of the United 
States in exchange for three per centum bonds, provided that such addi- 
tional notes transferred to Federal Reserve Banks shall be free from all 
except circulation taxes. 

Sec. 29. That within sixty days from and after the date when the 
Secretary of the Treasury shall have officially announced in such manner as 
he shall select to National Banks situated in the several Federal Reserve 
Districts the fact that a Federal Reserve Bank has been established in the 
district in which each such bank is situated, every such National Banking 
Association wherever situated within said district shall establish with the 
Federal Reserve Bank of that district a credit balance on the books of the 
latter institution equal to not less than five per centum of the total out- 
standing demand liabilities, exclusive of circulating notes, of the National 
Banking Association establishing the same. Such balance may at any time 
be increased but shall at no time be allowed to fall below a figure equal to 
the five per cent of outstanding deposit liabilities aforesaid. 

From and after the passage of this act, it shall be the duty of National 
Banking Associations now classified as country banks and situated outside 
of Central Reserve and Reserve Cities to maintain a reserve equal to fifteen 
per centum of the aggregate amount of its deposits. Such reserve shall 
consist to the extent of one-third of lawful money held actually in the vaults 
of the banking office of such National Barking Associations. Such reserve 
shall consist to the extent of at least one-third of current funds or balances 
due to such Association by the Federal Reserve Bank of the district in which 
such Association is situated, from and after the date upon which the 
National Banking Association in question shall have become a depositor in 
the Federal Reserve Bank of its district as hereinbefore provided. The 
remaining one-third of the fifteen per cent reserve hereinbefore required 
may consist of balances due to an association from associations organized 
under the National Banking Act in reserve or central reserve cities as now 
defined by law. 

From and after the passage of this act for a period of fourteen months 
it shall be the duty of National Banking Associations now classified as 
Reserve City Banks and situated in existing reserve cities to maintain a 
reserve equal to twenty-five per centum of the aggregate amount of their 
outstanding deposits. For a period of twelve months from the expiration 
of the fourteen months aforesaid it shall be the duty of said National Bank- 
ing Association to maintain a reserve equal to twenty-two and one-half per 
cent of their outstanding deposits. From and after the expiration of said 
period of twelve months last aforesaid it shall be the duty of said National 
Banking Associations to maintain a reserve equal to twenty per cent of 
their outstanding deposits. Every such National Banking Association shall 
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for a period of sixty days after the passage of this act maintain constantly 
on hand in its own vaults in lawful money a sum equal to twelve and one- 
half per cent of its outstanding deposits; and subsequent to the expiration 
of said sixty days and at all times thereafter a sum equal to ten per cent 
of its outstanding deposits, the aforesaid twelve and a half and ten per cent, 
respectively, constituting a part of and being included in the twenty-five 
per cent reserve, the twenty-two and one-half per cent reserve and the 
twenty per cent reserve hereinbefore required. From and after the passage 
of this act, the net difference between the reserve required to be maintained 
in lawful money in the vaults of National Banking Associations situated in 
reserve cities, plus the deposit balance to the credit of such Associations on 
the books of the Federal Reserve Bank of the district in which they are 
situated and the total amount of required reserve, may consist of balances 
of current funds with National Banking Associations in cities now desig- 
nated as central reserve cities. Such difference may at the discretion of 
each National Banking Association be kept in lawful money in its own 
vaults or may consist of balances with the Federal Reserve Bank of the 
District in which such Association is situated. 

From and after the passage of this act for a period of fourteen months 
it shall be the duty of National Banking Associations now classified as 
central reserve city banks and situated in existing reserve cities to maintain 
a reserve equal to twenty-five per cent of the aggregate amount of their 
outstanding deposits. For a period of twelve months from the expiration 
of fourteen months aforesaid it shall be the duty of said National Banking 
Associations to maintain a reserve equal to twenty-two and one-half per 
cent of their outstanding deposits. From and after the expiration of said 
twelve months last aforesaid, it shall be the duty of said National Banking 
Associations to maintain a reserve equal to twenty per cent of their out- 
standing deposits. Every such National Banking Association shall for a 
period of sixty days after the passage of this act maintain constantly on 
hand in its own vaults in lawful money a sum equal to twenty per cent of 
its outstanding deposits, and subsequent to the expiration of the said sixty 
days and at all times thereafter a sum in lawful money equal to at least 
ten per centum of its outstanding deposits. The net difference between the 
minimum amount of lawful money actually required to be held in the vaults 
of said National Banking Associations situated in central reserve cities and 
the total amount of required reserve as hereinbefore specified may consist 
of balances due from the Federal Reserve Bank of the district in which 
‘such Associations are situated, or of lawful money actually held in the 
vaults of such Associations in addition to the required minimum herein- 
before specified, Provided, that the net balance to the credit of such Asso- 
ciations on the books of the Federal Reserve Bank of the district in which 
they are situated shall at no,time fall below the five per centum of out- 
standing deposits hereinbefore required to be established within sixty days 
from the passage of this act. 
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Sec. 30. That so much of section 3 of the Act of June 2oth, 1874, en- 
titled “An act fixing the amount of United States notes, providing for a 
redistribution of the National Bank Currency, and for other purposes,” as 
provides that the fund deposited by any National Banking Association with 
the Treasurer of the United States for the redemption of its notes shall be 
counted as a part of its lawful reserve as provided in the act aforesaid be, 
and the same is hereby repealed. And from and after passage of this act, 
such fund of five per centum shall in no case be counted by any National 
Banking Association as a part of its lawful reserve. 

Sec. 31. That every Federal Reserve Bank shall at all times have on 
hand in its own vaults in gold or the equivalent thereof a sum equal to not 
less than 25 per centum of its outstanding demand liabilities; which shall at 
the same time be not less than 50 per centum of its outstanding circulating 
notes. It shall at all times have on hand in its own vaults live commercial 
paper having not more than 30 days to run to an amount equal to 50 per 
centum of its outstanding demand liabilities which shall at the same time 
be not less than 75 per centum of its outstanding circulating notes. 

Sec. 32. That the Federal Reserve Commission shall as often as it deems 
best, and in any case not less frequently than four times each year, order 
an examination of National Banking Associations in reserve cities. Such 
examination shall show in detail the total amount of loans made by each 
bank on demand, on time and the different classes of collateral held to 
protect the various loans. And the Federal Reserve Board shall have power 
when in its judgment the result of such examination requires, to order that 
for a period of thirty days next following the demand deposits carried by 
other banks with any one or more of the Associations so specially examined 
shall not be counted as a part of the required reserve of the depositing 
institution. 


Sec. 33. The earnings of each Federal Reserve Bank shall be disposed 
of in the following manner : 

After the payment of all expenses and taxes, the shareholder shall be 
entitled to receive an annual dividend of five per centum on the paid in 
capital, which dividend shall be cumulative. Further annual net earning 
shall be disposed of as follows: First, a contingent fund shall be created, 
which shall be maintained at an amount equal to one per centum on the 
paid in capital, and shall be used to meet any possible losses. Such fund 
shall, upon the final dissolution of a Federal Reserve Bank, be paid to the 
United States and shall not under any circumstances be included in the book 
value of the stock or be paid to the shareholders. Second, one-half of 
additional net earnings shall be paid into the surplus fund of each Federal 
Reserve Bank until said fund-shall amount to twenty per cent of the paid 
in capital of such Bank, and the remaining one-half shall be paid to the 
United States, and whenever and so long as the surplus fund of such Fed- 
eral Reserve Banks amounts to twenty per centum of the paid in capital 
and the shareholders shall have received the dividends at the rate of five 
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per centum per annum hereinbefore provided for, all excess earnings shall 
be paid to the United States. 

Sec. 34. The shareholders of every Federal Reserve Bank shall be held 
individually responsible, equally and ratably, and not one for another, for 
all contracts, debts and engagements of such Federal Reserve Bank to the 
extent of ten times the amount of their paid up stock therein at the par 
value thereof in addition to the amount invested in such shares. 

Contracts, debts and engagements of any Federal Reserve Bank, which 
may remain unprovided for after the exhaustion of the stockholders’ liability 
created by the terms of this section shall become a joint liability of all 
other Federal Reserve Banks organized under the provisions of this act and 
shall by them be liquidated in proportion to their paid up capitalization. 

The ascertainment and apportionment of the liability of Federal Reserve 
Banks for the obligations of any one of their number remaining unpaid 
after the exhaustion of the stockholders’ liability hereinbefore provided for 
shall be effected and certified to such banks by the Federal Reserve Com- 
mission and each Federal Reserve Bank when so informed of its liability 
shall pay into the hands of the Federal Reserve Commission within thirty 
days after notice the sum necessary to extinguish its liability. Such sums 
shall be applied by the Federal Reserve Commission to the extinguishment 
of the contracts, debts or engagements for whose liquidation they were 
apportioned and collected. 

Sec. 35. That from and after the passage of this act the stockholders of 
every National Banking Association shall be held individually responsible 
for all contracts, debts, and engagements of such Association, each to the 
amount of his stock therein, at the par value thereof in addition to the 
amount invested in such stock. The stockholders in any National Banking 
Association who shall have transferred their shares, or registered the trans- 
fer thereof, within sixty days next before the date of the failure of such 
Association to meet its obligations, shall be liable to the same extent as if 
they had made no such transfer; but. this provision shall not be construed 
to affect in any way any resources which such shareholders might otherwise 
have against those in whose names such shares are registered at the time 
of such failure. 

Sec. 36. That section 324 of the Revised Statutes of the United States 
be amended so as to read as follows: ‘There shall be in the Department 
of the Treasury a Bureau charged, except as in this act otherwise provided, 
with the execution of all laws passed by Congress relating to the issue and 
regulation of currency issued by National Banking Associations, the chief 
officer of which Bureau shall be called the Comptroller of the Currency, 
and shall perform his duties under the general direction of the Secretary of 
the Treasury, acting as the Chairman of the Federal Reserve Commission.” 

Sec. 37. That the examination of the affairs of every National Banking 
Association authorized by existing law, shall take place at least twice in 
each calendar year, and as much oftener as the Comptroller of the Cur- 
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rency shall consider necessary in order to furnish a full and complete 
knowledge of its condition; and the person making such examination shall, 
except that the Secretary of the Treasury may at any time order an ex- 
amination, have power to call together a quorum of the directors of such 
Association, who shall, under oath, state to such examiner the character 
and circumstances of such of its loans or discounts as he may designate ; 
and from and after the passage of this act all bank examiners shall receive 
fixed salaries, the amount whereof shall be determined by the Federal 
Reserve Board and shall be annually reported to Congress. But the expense 
of the examinations herein provided for shall be assessed by the Comp- 
troller of the Currency upon the Associations examined in proportion to 
assets. The Comptroller of the Currency shall so arrange the duties of 
National Bank examiners that no two successive examinations of any 
Association shall be made by the same examiner. 

In addition to the examinations made and conducted by the Comptroller 
of the Currency, every Federal Reserve Bank may with the approval of 
the Federal Reserve Commission arrange for special or periodical examina- 
tion of the banks within its district. Such examination shall be so con- 
ducted as to inform the Federal Reserve Bank under whose auspices it is 
conducted of the condition of its member or stockholding banks and of the 
lines of credit which are being granted by them. Every Federal Reserve 
Bank shall at all times be bound to furnish to the Federal Reserve Board 
such information as may be demanded by, the latter concerning the con- 
dition of any National Bank organized within the district in which the said 
Federal Reserve Bank is located, and it shall have power at all times to 
order special examinations without notice of the condition of its member 
or stockholding banks. 

Section 38. That no National Bank shall hereafter make any loan or 
grant any gratuity to any examiner of such Bank. Any Bank offending 
against this provision shall be deemed guilty of a misdemeanor, and shall 
be fined not more than $1,000 and a further sum equal to the money so 
loaned or gratuity given; and the officer or officers of a Bank making such 
loan or granting such gratuity shall be likewise deemed guilty of a mis- 
demeanor, and shall be fined not to exceed $500. Any examiner accepting a 
loan or gratuity from any Bank examined by him shall be deemed guilty of 
a misdemeanor, and shall be fined not more than $500 and a further sum 
equal to the money so loaned or gratuity given, and shall forever thereafter 
be disqualified from holding office as a National Bank examiner. No 
National Bank examiner shall perform any other service for compensation 
while holding this office. 

Sec. 39. That any National Banking Association not situated in a Re- 
serve City or Central Reserve City may make loans secured by improved 
and unencumbered farm land, and so much of section 5137, Revised Statutes, 
as prohibits the making of such loans by banks so situated shall be and the 
same is hereby repealed, provided, that no such loan shall be made to an 
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amount exceeding 50 per centum of the actual value of the property offered 
as security, and such properties shall be situated within the Federal Reserve 
District in which the said Bank is located; and provided further that the 
aggregate amount of such loans made by any one bank shall not exceed a 
sum equal to 25 per cent of the capital and surplus unimpaired, of such bank. 

The Federal Reserve Commission shall have power from time to time 
to add to the list of cities in which National Banks shall not be permitted 
to make loans secured upon real estate in the manner described in this 
section. 

Sec. 40. That the Comptroller of the Currency in addition to the reports 
provided for by existing law, shall have authority to call for such other 
reports, regular or special, from any National Banking Association as he 
may deem advisable; and such reports shall be rendered in such form as 
the Comptroller may prescribe, and each Association making such report 
shall cause a copy thereof to be conspicuously displayed in a public place in 
its banking house for the period of thirty days from the date of such report; 
but nothing herein contained shall be construed to require the publication 
of such additional reports by each Association in the manner prescribed for 
other reports now rendered. 

Sec. 41. That banking corporations for carrying on the business of 
banking in foreign countries and in aid of the commerce of the United 
States with foreign countries and to act when required as fiscal agents of 
the United States in such countries may be formed by any number of per- 
sons, not less in any case than five, who shall enter into articles of associa- 
tion which shall specify in general terms the object for which the banking 
corporation is formed, and may contain any other provisions not inconsistent 
with the provisions of this section which the banking corporation may see fit 
to adopt for the regulation and conduct of its business and affairs, which 
said regulations shall be signed, in duplicate, by the persons uniting to form 
the banking corporation, and one copy thereof shall be forwarded to the 
Comptroller of the Currency and the other to the Secretary of State, to be 
filed and preserved in their offices. 

That the persons uniting to form such banking corporation shall, under 
their hands, make an organization certificate which shall specify, first, the 
name assumed by such banking corporation, which name shall be subject 
to approval by the Comptroller; second, the foreign country or countries 
or the dependencies of the United States where its banking operations 
are to be carried on; third, the place in the United States where its home 
office shall be located; fourth, the amount of its capital stock and the num- 
ber of shares into which the same shall be divided; fifth, the names and 
places of residence of the shareholders and the number of shares held by 
each of them; and sixth, a declaration that said certificate is made to enable 
such persons to avail themselves of the advantages of this section. 

That no banking corporation shall be organized under the provisions of 
this section with a less capital than two million dollars, which shall be fully 
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paid in before the banking corporation shall be authorized to commence 
business, and the fact of said payment shall be certified by the Comptroller 
of the Currency, and a copy of his certificate to this effect shall be filed 
with the Secretary of State; Provided, that the capital stock of any such 
bank may be increased at any time by a vote of two-thirds of its share- 
holders, with the approval of the Comptroller of the Currency, and that the 
capital stock of any such bank which exceeds two million dollars may be 
reduced at any time to the sum of two million dollars by the vote of share- 
holders owning two-thirds of the capital. 

That every banking corporation formed pursuant to the provisions of 
this section shall for a period of twenty years from the date of the execu- 
tion of its organization certificate be a body corporate, but shall not be 
authorized to receive the deposits in the United States nor transact any 
domestic business not necessarily related to the business being done in 
foreign countries or in the dependencies of the United States. Such bank- 
ing corporations shall have authority to make acceptances, buy and sell bills 
of exchange or other commercial paper relating to foreign business, and to 
purchase and sell securities, including securities of the United States or of 
any State in the Union. Each banking corporation organized under the 
provisions of this section shall have power to establish and maintain for 
the transaction of its business a branch or branches in foreign countries, 
their dependencies, or the dependencies of the United States at such places 
and under such regulations as its Board of Directors may deem expedient. 

A majority of the shares of the capital stock ef such banking corpora- 
tion shall be held and owned by citizens of the United States or corpora- 
tions chartered under the laws of the United States or of any State of the 
Union, and a majority of the members of the Board of Directors of such 
banking corporations shall be citizens of the United States. Each director 
shall own in his own right at least one hundred shares of the capital stock 
of the banking corporation of which he is a director. 

Whenever the Comptroller shall become satisfied of the insolvency of 
any such banking corporation he may appoint a receiver, who shall proceed 
to close up such corporation in the same manner in which he would close a 
national bank, the disposition of the assets of the branches to be subject to 
any special provisions of the law of the country under whose jurisdiction 
such assets are located. 

The annual meeting of every such banking corporation shall be held at 
its home office in the United States, and every such banking corporation 
shall keep at its home office books containing the names of all stockholders 
of such banking corporation and members of its board of directors together 
with copies of the reports furnished by it to the Comptroller of the Cur- 
rency exhibiting in detail and under appropriate heads the resources and 
liabilities of the banking corporation. Every such banking corporation shall 
make reports to the Comptroller of the Currency at such times as he may 
require, and shall be subject to examinations when deemed necessary by the 
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Comptroller of the Currency through examiners appointed by him; the 
compensation of such examinations to be fixed by the Comptroller of the 
Currency. 

Any such banking corporation may go into liquidation and be closed by 
the vote of its shareholders owning two-thirds of its stock. 

Any bank doing business in the United States being the owner of stock 
in any Federal Reserve Bank may subscribe to the stock of any banking 
corporation organized under the provisions of this section, but the aggregate 
of such stock held by any one bank shall not exceed ten per centum of the 
capital stock of the subscribing bank. 
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Val, ke 
In the House of Representatives 


1913 


Mr. Glass of Virginia introduced the following bill 
which was referred to the Banking and Currency Com- 
mittee and ordered to be printed. 


a A BILt 
To provide an elastic currency, furnish means of redis- 
counting commercial paper, and establish a more effec- 
tive supervision of banking in the United States. 


Be it enacted by the Senate and House of Represen- 
tatives of the United States of America in Congress 
assembled. 


Sec. 1. The short title of this Act shall be the “Federal Reserve Act.” 

Sec. 2. That within sixty days after the passage of this act, the Secre- 
tary of the Treasury, the Attorney-General of the United States and the 
Comptroller of the Currency, acting as a “Reserve Bank Organization 
Committee” shall designate from among the reserve cities now authorized 
by law a number of such cities to be determined by the said Organization 
Committee; and shall divide the Continental United States into districts, 
each district to contain one of the said reserve cities designated by the 
Organization Committee hereinbefore established; Provided, that the dis- 
tricts shall be apportioned with due regard to the convenience and customary 
course of business of the community, and shall not necessarily coincide with 
the area of such State or States as may be wholly or in part included in 
any given district. The districts thus created may be readjusted, and new 
districts may from time to time be created by the Federal Reserve Board 
hereinafter established, acting upon a joint application made by not less 
than ten national banks situated within one of the existing districts, and 

*As modified up to about May 1 at conferences during the spring of 1913. 


Various drafts of the more important sections of the bill were made and discussed 


from ie to time, the text being always brought back as near as possible to the 
original, 
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representing at least 10 per cent of the national bank capital of such dis- 
trict. The districts thus constituted shall be known as “Federal Reserve 
Districts” and shall be designated by number according to the pleasure of 
the Organization Committee hereinbefore provided for. 

The Organization Committee shall in accordance with regulations es be 
established by itself proceed to organize in each of the reserve cities desig- 
nated as hereinbefore specified a Federal Reserve Bank. Each such Federal 
Reserve Bank shall include in its title the name of the city in which it is 
situated ;—as “Federal Reserve Bank of Chicago,” etc. 

The total number of reserve cities designated by the Organization Com- 
mittee as hereinbefore provided shall not be less than 15, and in determining 
the said number, the Organization Committee hereinbefore created shall be 
authorized to take testimony, to send for persons and papers, to administer 
oaths, and to make such investigations as may be deemed necessary by the 
said Committee for the purpose of determining the number of the reserve 
cities to be designated as herein provided. 

Every National Bank located within a given district shall be required to 
subscribe to the capital stock of the Federal Reserve Bank of that district 
a sum equal to 20 per centum of its own paid up and unimpaired capital, 
one half of such subscription to be paid in under the terms and conditions 
prescribed by the National Banking Act with reference to subscriptions to 
the stock of National Banking Associations. The remainder of the sub- 
scriptions or any part thereof shall become a liability of the subscribers, 
subject to call and payment thereof whenever necessary to meet the obliga- 
tions of the Federal Reserve Bank under such terms and in accordance with 
such regulations as the Board of Directors of said Federal Reserve Bank 
may prescribe; Provided, that no Federal Reserve Bank shall be organized 
with a paid up and unimpaired capital at the time of beginning business less 
in amount than $5,000,000. The Organization Committee hereinbefore pro- 
vided for shall have power to appoint such assistants and incur such ex- 
penses in carrying out the provisions of this act as it shall deem necessary; 
and such expenses shall be payable by the Treasury of the United States 
upon voucher approved by the Secretary of the Treasury. 

Src. 3. That the capital stock of each Federal Reserve Bank shall be 
divided into shares of $100. The outstanding capital stock shall be in- 
creased from time to time as subscribing banks increase their capital or as 
additional banks become subscribers, and shall be decreased as subscribing 
banks reduce their capital or leave the organization by liquidation. Each 
Federal Reserve Bank may establish branch offices at a point within the 
Federal Reserve district in which it is located approved by the Federal 
Reserve Board, after selection by the Board of Directors of said banking 
corporation; Provided, That the total number of such branches shall not 
exceed one for each $500,000 of the capital stock of said Federal Reserve 
Bank. 

Sec. 4. That upon duly making and filing with the Comptroller of the 
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Currency a certificate in the form required and described in sections 5134, 
5135, and 5136, R. S., U. S., The National Banking Associations uniting to 
form a Federal Reserve Bank shall become a body corporate and as such 
and in the name designated in the organization certificate shall have power 
to perform all those acts and to enjoy all those privileges and to exercise 
all those powers described in section 5136, Revised Statutes; save in so far 
as the same shall be limited or extended as the case may be, by the pro- 
visions of this act. 

Every Federal Reserve Bank shall be organized and conducted under the 
oversight and control of a Board of Directors, whose powers shall be the 
same as those conferred upon the Boards of Directors of National Banking 
Associations under existing law, except in so far as expressly provided to 
the contrary in this act. Such Board of Directors shall be constituted and 
elected as hereinafter specified and shall consist of fifteen members holding 
office for three years and divided into three classes edesignated as class A, 
B and C. 

Class A shall consist of five members who shall be chosen by and be 
representative of the stockholding banks. 

Class B shall consist of five members who shall be chosen by and be 
representative of the stockholders of the National Banks holding shares in 
the Federal Reserve Bank. 

Class C shall consist of five members, four of whom shall be chosen by 
the Directors of classes A and B with the approval of the Federal Reserve 
Commission hereinafter created and one of whom shall be designated by 
the Federal Reserve Commission. Directors of class C shall be regarded 
as representative of general public interests. 

Directors of class A shall be chosen in the following manner: 

It shall be the duty of the Chairman of the Board of Directors of the 
Federal Reserve Bank of the district in which each such bank is situated 
to classify the banks of the said district who are stockholders in the said 
Federal Reserve Bank into five general groups or divisions. Each such 
group shall contain as nearly as may be one-fifth of the aggregate banking 
capital of the banks holding stock in the Federal Reserve Bank of the said 
district and shall consist of banks belonging as nearly as may be to the 
same general classes of capitalization. The said groups shall be designated 
by number at the pleasure of the Chairman of the Federal Reserve Bank. 

At a regularly called directors’ meeting of each National Bank in the 
Federal Reserve District aforesaid, the Board of Directors of such National 
Bank shall elect by ballot one of its own members as a District Reserve 
Elector and shall certify his name to the Chairman of the Board of Direc- 
tors of the Federal Reserve Bank of the district. The said Chairman shall 
establish complete lists of the District Reserve Electors, class A, thus named 
by banks in each of the aforesaid five groups and shall transmit one com- 
plete list to each such elector in each group. Every elector shall within 
fifteen days of the receipt of the said list, select and certify to the said 
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Chairman from among the names on the list pertaining to his group, trans- 
mitted to him by the chairman, one name as representing his choice for 
Federal Reserve Director, class A. The name receiving the greatest num- 
ber of votes, not less than a majority, shall be designated by said Chairman 
as Federal Reserve Director, for the group to which he belongs. In case 
no candidate shall receive a majority of all votes cast in any district, the 
Chairman aforesaid shall establish an eligible list, including the three names 
receiving the greatest number of votes on the first ballot, and shall transmit 
said list to the electors in each of the groups of banks established by him. 
Each elector shall at once select and certify to the said Chairman from 
among the three names submitted to him his choice for Federal Reserve 
Director class A, and the name receiving the greatest number of such votes 
suall be designated by the Chairman as Federal Reserve Director class A. 

Directors of class B shall be chosen in the following manner : 

At an annual election of officers of each National Bank the stockholders 
of said bank, if there be a vacancy among directors of class B in the 
group to which said bank may belong, shall choose one of their own num- 
ber who shall not be either an officer or director of any bank as a District 
Reserve Elector class B. The name of said District Reserve Elector shall 
be certified to the Chairman of the Board of Directors of the Federal Re- 
serve Bank of the district in which such National bank is located. It shall 
thereupon be the duty of said Chairman to establish lists of said electors 
and to secure the selection of one director representing each of the five 
groups into which the banks of the district are divided from among the 
District Reserve Electors of class B, after the manner hereinbefore pre- 
scribed for the choice of Directors of class A. 

Directors of class C shall be chosen in the following manner: 

On the first day of July in each year when there shall be a vacancy 
among Directors of class C, the Directors of classes A and B of each 
Federal Reserve Bank shall, at a meeting called for that purpose, select one 
or more additional directors not to exceed four in number. Such additional 
directors shall be residents of the Federal Reserve district in which they 
are chosen and shall be fairly representative of the agricultural, industrial, 
and commercial interests of said district. None of such directors shall be 
during his term of office an officer or director of any other bank or banking 
corporation. Eight votes shall be necessary to the choice of each such 
director and before he shall be declared elected he shall be certified to the 
Secretary of the Treasury who with the advice and consent of the Federal 
Reserve Commission hereinafter created may accept or reject any or all 
such directors of class C. 

A fifth director belonging to class C shall be chosen directly by the 
Federal Reserve Commission hereinafter created, under such regulations as 
it may prescribe. The said director shall be chairman of the Board of 
Directors of the Federal Reserve Bank of the district to which he is ap- 
pointed and shall be designated as “Federal Reserve Agent.” In addition 
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to his duties as chairman of the board of directors of the Federal Reserve 
Bank of the district to which he is appointed, he shall be required to main- 
tain under regulations to be established by the Federal Reserve Commission, 
a local office of said Commission which shall be situated on the premises of 
the Federal Reserve Bank of the district. He shall make regular reports to 
the Federal Reserve Commission, and shall act as its official representative 
for the performance of the functions conferred upon it by this act. He shall 
be paid an annual compensation to be fixed by the Federal Reserve Com- 
mission and to be paid him monthly by the Federal Reserve Bank to which 
he is designated. 

The Reserve Organization Committee hereinbefore created may in or- 
ganizing Federal Reserve Banks for the first time, call such meetings of 
bank directors or stockholders in the several districts as may be necessary 
to carry out the purposes of this act and may exercise the functions herein 
conferred upon the chairman of the board of directors of each Federal 
Reserve Bank, pending the complete organization of such bank. 

At the first meeting of the full board of directors of each Federal 
Reserve Bank subsequent to the organization of such bank it shall be the 
duty of each of the three classes of directors hereinbefore created to desig- 
nate by such method as shall be prescribed by the Federal Reserve Com- 
mission one of its members whose term of office shall expire at the end of 
one year from the first of January nearest the date of such meeting, one 
whose term of office shall expire at the end of two years from said date, 
one whose term of office shall expire at the end of three years from said 
date, one whose term of office shall expire at the end of four years from 
said date, and one whose term of office shall expire at the end of five years 
from said date. Thereafter every director of a Federal Reserve Bank 
chosen as hereinbefore provided shall hold office for a term of five years, 
Provided, That the chairman of the board of directors of each Federal 
Reserve Bank, designated by the Federal Reserve Commission as_herein- 
before described shall be removable at the pleasure of the said Commission 
without notice, and his successor shall hold office during the unexpired term 
of the director in whose place he was appointed. 

Sec. 5. That shares of the capital stock of Federal Reserve Banks shall 
not be transferable, and under no circumstances shall they by hypothecated, 
nor shall they be owned otherwise than by subscribing banks, nor shall they 
be owned by any bank other than in the proportion herein provided. In 
case a subscribing bank increases its capital, it shall thereupon subscribe 
for an additional amount of capital stock of the Federal Reserve Bank of 
its district equal to twenty per centum of the Bank’s own increase of capital, 
paying therefore the then book value of the shares of the Reserve Bank as 
shown by the last published statement of said Bank. A bank applying for 
stock in a Federal Reserve Bank at any time after the formation of the 
latter must subscribe for an amount of capital of said Reserve Bank equal 
to twenty per centum of the capital of said subscribing bank, paying therefor 
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its then book value as shown by the last published statement of said Reserve 
Bank. When the capital of any Federal Reserve Bank has been increased 
either on account of the increase of capital of the banks holding stock 
therein or on account of the increase in the number of stockholding banks, 
the board of directors shall make and execute a certificate showing said 
increase in capital, the amount paid in and by whom paid. This certificate 
shall be filed in the office of the Comptroller of the Currency. In case a 
subscribing bank reduces its capital it shall surrender a proportionate amount 
of its holdings in the capital of said Federal Reserve Bank, and if a bank 
goes into voluntary liquidation it shall surrender all of its holdings of the 
capital of said Federal Reserve Bank. In either case the shares surrendered 
shall be cancelled and the bank shall receive in payment therefor a sum 
equal to their then book value as shown by the last published statement of 
said Federal Reserve Bank. 

Sec. 6. That if any shareholder of a Federal Reserve Bank shall become 
insolvent and a receiver be appointed, the stock held by it in said Federal 
Reserve Bank shall be cancelled, and the balance after paying all debts due 
by such insolvent bank to said Federal Reserve Bank shall be paid to the 
receiver of the insolvent bank. Whenever the capital stock of a Federal 
Reserve Bank is reduced, either on account of a reduction in capital of the 
banks holding its stock or of the liquidation or insolvency of any such bank 
holding stock therein, the Board of Directors shall make and execute a 
certificate showing such reduction of capital stock and the amount repaid 
to each bank. This certificate shall be filed in the office of the Comptroller 
of the Currency. 

Sec. 7. The earnings of each Federal Reserve Bank shall be disposed of 
in the following manner: 

After the payment of all expenses and taxes, the shareholders shall be 
entitled to receive an annual dividend of five per centum on the paid in 
capital, which dividend shall be cumulative. Further annual net earnings 
shall be disposed of as follows: First, a contingent fund shall be created, 
which shall be maintained at an amount equal to one per centum on the paid 
in capital, and shall be used to meet any possible losses. Such fund shall, 
upon the final dissolution of a Federal Reserve Bank be paid to the United 
States and shall not under any circumstances be included in the book value of 
the stock or be paid to the shareholders. Second, one-half of additional net 
earnings shall be paid into the surplus fund of each Federal Reserve Bank 
until said fund shall amount to twenty per cent of the paid in capital of 
such Bank, and the remaining one-half shall be paid to the United States; 
and whenever and so long as the surplus fund of such Federal Reserve 
Banks amounts to twenty per centum of the paid in capital and the share- 
holders shall have received the dividends at the rate of five per centum per 
annum hereinbefore provided for, all excess earnings shall be paid to the 


United States. 
Sec. 8. That any National Banking Association heretofore organized 
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may at any time within one year from-the passage of this Act, and with the 
approval of the Comptroller of the Currency, be granted, as herein pro- 
vided, all the rights, and be subject to all the liabilities, of National Banking 
Associations organized subsequent to the passage of this act: Provided, 
That such action on the part of such Associations shall be authorized by 
the consent in writing of shareholders owning not less than two-thirds of 
the capital stock of the Association. Any National Banking Association 
now organized which shall not, within one year after the passage of this 
act, become a National Banking Association under the provisions herein- 
before stated, or which shall fail to comply with any provisions of this act, 
shall be dissolved; but such dissolution shall not take away or impair any 
remedy against such corporation, its stockholders or officers, for any liability 
or penalty which shall have previously been incurred. 

Sec. 9. That any bank or banking association incorporated by special 
law of any State of the United States, or organized under the general laws 
of any State of the United States, and having a paid up unimpaired capital 
sufficient to entitle it to become a National Banking Association under the 
provisions of this act, may, by the consent in writing of the shareholders 
owning not less than two-thirds of the capital stock of such bank or banking 
association, and with the approval of the Comptroller of the Currency, 
become a National Banking Association under its former name or by any 
name approved by the Comptroller. The Directors thereof may continue 
to be the directors of the association so organized until others are elected or 
appointed in accordance with the provisions of the law. When the Comp- 
troller has given to such bank or banking association a certificate that the 
provisions of this act have been complied with, such bank or banking asso- 
ciation, and all its stockholders, officers and employees, shall have the same 
powers and privileges, and shall be subject to the same duties, liabilities, 
and regulations, in all respects, as shall have been prescribed for associations 
originally organized as National Banking Associations under this act. 

Sec. 10, That subsequent to a date one year from the passage of this 
act, any bank or banking association or trust company incorporated by 
special law of any State, or organized under the general laws of any State 
of the United States, may make application to the Federal Reserve Board 
hereinafter created for the right to subscribe to the stock of the Federal 
Reserve Bank organized within the Federal Reserve district in which such 
local bank or banking association or trust company exists. The Federal 
Reserve Board may at its discretion, subject to the provisions of this sec- 
tion, entitle such applying bank to become a stockholder in the Federal 
Reserve Bank of the district in which such applying bank is located, or at 
its discretion may reject such application. Whenever the Federal Reserve 
Board may entitle such an applying bank to become a stockholder in the 
Federal Reserve Bank of the district in which the applying bank is located, 
stock shall be issued and paid for under the rules and regulations in this act 
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provided for national banks which become stockholders in Federal Reserve 
Banks. 

It shall be the duty of the Federal Reserve Board to establish by-laws 
for the general government of its conduct in acting upon applications made 
by the state banks and banking associations and trust companies herein- 
before referred to for stock ownership in Federal Reserve Banks. Such 
by-laws shall require of applying banks not organized under Federal law 
that they comply with the reserve requirements and submit to the inspection 
and control provided in this act or in the National Banking Act, or in any 
other statute of the United States applicable to National Banking Associa- 
tions. No such applying bank shall be admitted to stock ownership in a_ 
Federal Reserve Bank unless it possesses a paid up unimpaired capital suffi- 
cient to entitle it to become a National Banking Association in the place 
where it is situated, under the provisions of the National Banking Act, and 
unless it in every respect conforms to the provisions of the National Bank- 
ing Act and the provisions herein prescribed for National Banking Associa- 
tions of similar capitalization, organized in the localities where such apply- 
ing banks are situated, and holding stock in a Federal Reserve Bank. 

If at any time it shall appear to the Federal Reserve Board that a 
banking association or trust company organized under the laws of any State 
of the United States has failed to comply with the provisions of this sec- 
tion, it shall be within the power of the said Board to require such banking 
association to surrender its stock in the Federal Reserve Bank in which it 
holds shares, upon receiving from such bank the then book value of the 
said shares in current funds and said Federal Reserve Bank shall upon 
notice from the Federal Reserve Board be required to suspend the desig- 
nated banking association from further privileges of rediscount, and_ shall 
within thirty days of such notice cancel and retire its shares, and make 
payment therefor in the manner herein provided. 

Sec. 11. That there shall be created a Federal Reserve Commission, 
which shall consist of three classes of members hereinafter designated as 
classes A, B and C. 

Class A shall consist of Federal Reserve Representatives, chosen by 
Federal Reserve Banks. 

Class B shall consist of Government Reserve Representatives who shall 
be members ex officio of the Federal Reserve Commission. 

Class C shall consist of Government Reserve Officers chosen by the 
President of the United States, and acting in the interest of the general 
public. 

Federal Reserve Representatives (Class A) shall be chosen by ballot by 
the directors of Federal Reserve Banks at a regular directors’ meeting 
called for that purpose. Each Federal Reserve Bank shall be entitled to 
‘choose two Representatives. One such Representative shall himself be a 
member of the directorate of the Federal Reserve Bank he represents, and 
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one shall be a resident of the Federal Reserve District from which he is 
chosen, and shall not be at the time of his choice or during his term of 
office an officer or director in any bank or banking institution, The Chair- 
man of the Board of Directors of each Federal Reserve Bank shall be ineli- 
gible for election as a member of the Federal Reserve Commission. 

Government Reserve Representatives (class B) shall be three in number 
and shall include the Secretary of the Treasury, the Secretary of Agricul- 
ture, and the Comptroller of the Currency. 

Government Reserve Officers (class C) shall be nominated by the Presi- 
dent of the United States and shall be confirmed by the Senate. They shall 
be three in number, and shall not be officers or directors of any Federal 
Reserve Bank. The term of office of the Government Reserve Officers shall 
be ten years. : 

Upon assembling for the first time, the members of the Federal Reserve 
Commission belonging to class A shall separate into two groups under such 
regulations as the Commission shall lay down for effecting the said group- 
ing. One such group shall hold office for three years dating from the first 
of January next succeeding the election of members, the other for six years 
succeeding such election. Each group shall include as nearly as may be, 
one half the total number of members of class A. Thereafter every mem- 
ber of the said Commission belonging to class A shall hold office for a 
term of six years. Vacancies in class A shall be filled as they may occur, 
in the manner prescribed for the original choice of members belonging to 
the class in which such vacancies occur. 

The Federal Reserve Commission, hereinbefore established, shall elect 
from among the members of class A a president, vice-president, secretary, 
and such other officers as may be required by by-laws which shall be drawn 
up and adopted by the said Commission for the government and control of 
its transactions. It shall have power to levy semi-annually upon the Federal 
Reserve Banks hereinbefore established an assessment sufficient to pay its 
estimated expenses for the half year succeeding the laying of such assess- 
ment together with any deficit carried forward from the preceding half 
year. The Federal Reserve Board hereinafter created shall semi-annually 
report to the Federal Reserve Commission an estimate of its expenses for 
the coming half year and said expenses shall be assessed upon the Federal 
Reserve Banks by the said Commission, simultaneously with its own esti- 
mated expenses. 

Each member of the Federal Reserve Commission shall receive an annual 
salary of $2,500 and such allowance for necessary expenses as may be fixed 
by the said Commission, 

The Federal Reserve Commission shall fix the compensation of the mem- 
bers of the Federal Reserve Board hereinafter created. 

Sec. 12. That the first meeting of the Federal Reserve Commission shall 
be held in Washington, D. C., as soon as may be after the passage of this 
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act, and after the organization of Federal Reserve Banks in the several 
districts as herein provided, at a date to be fixed by the Reserve Organiza- 
tion Committee hereinbefore created. 

At the said meeting the members of the Federal Reserve Commission 
belonging to class A shall choose from among their own number by ballot 
three members no two of whom shall have been originally selected by the 
same Federal Reserve Bank. At least one of such members shall have been 
originally selected from the directorate of a Federal Reserve Bank and at 
least one shall have been selected from outside such directorate in the 
manner hereinbefore provided. 

The three members thus chosen from among the members of class A of 
the Federal Reserve Commission shall, with the members of classes B and C 
constitute a body of nine members which shall be known as the Federal 
Reserve Board. The Secretary of the Treasury shall be ex officio chair- 
man of the said Federal Reserve Board. Members of the said Board shall 
continue to hold office until the expiration of their terms as members of the 
Federal Reserve Commission as hereinbefore provided. No member of 
class A of the Federal Reserve Commission who shall be chosen a member 
of the Federal Reserve Board shall continue to hold office or to act as a 
director of any bank or banking institution or Federal Reserve Bank; and 
before entering upon his duties as a member of the Federal Reserve Board 
he shall certify under oath to the Secretary of the Treasury that he has 
complied with the requirements of this section by withdrawing from any 
official or directoral relation of the kind herein referred to. Whenever a 
vacancy shall occur among the three members of the Federal Reserve Board 
who are chosen from among the members of class A, a successor shall 
within thirty days be chosen to fill the vacancy aforesaid by the method 
hereinbefore specified for the original choice, and when chosen the said 
successor shall hold office for the unexpired term of the member whose 
place he is selected to fill. 

Sec. 13. That the Federal Reserve Commission hereinbefore established 
shall at its regular quarterly meeting receive reports from the Federal 
Reserve Board with reference to the banking transactions of the Federal 
Reserve Banks during the preceding quarter, and shall be authorized to 
request from the Federal Reserve Board such additional information as may 
in the judgment of the said Commission be desirable. The Federal Reserve 
Board shall at the quarterly meetings aforesaid give a summary account of 
the actions taken by it during the three months preceding such meetings and 
may propound general questions relating to the state of credit, or the 
management of Federal Reserve Banks for consideration by the said 
Commission. 

The Federal Reserve Commission shall appoint a Board of Examiners 
consisting of three members which shall be authorized to report to it at 
any time upon the conditions “of credit, the kind of business done, and the 
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proper conduct of the discount operations at each Federal Reserve Bank or 
at any individual bank; and said Commission may authorize the employment 
of suitable assistance, if needed, for the performance of the work of 
examination hereinbefore specified. 

At all meetings of the Federal Reserve Commission, a quorum shall 
consist of two-thirds of its total number of members. A majority of those 
present shall be required to pass any resolution, Upon motion of any 
member the commission may consider the resolution recommending to the 
Federal Reserve Board its line of conduct or of policy in regard to the per- 
formance of functions hereinbefore assigned to the said Board. 

Sec. 14. That section 324 of the Revised Statutes of the United States 
be amended so as to read as follows: “There shall be in the Department of 
the Treasury a Bureau charged, except as in this act otherwise provided, 
with the execution of all laws passed by Congress relating to the issue and 
regulation of currency issued by National Banking Associations, the chief 
officer of which Bureau shall be called the Comptroller of the Currency, 
and shall perform his duties under the general direction of the Secretary 
of the Treasury, acting as the Chairman of the Federal Reserve Board.” 

Sec. 15. That the Federal Reserve Board hereinbefore established shall 
be authorized and empowered : 

(a) To examine at its discretion the accounts and books of each Federal 
Reserve Bank. 

(b) To determine the apportionment of Federal deposits among the 
Federal Reserve Banks, and to fix rates of interest thereon at its discretion. 

(c) To require, or on application to permit, a Federal Reserve Bank to 
rediscount the paper of any other Federal Reserve Bank. 

(d) To ascertain once each month the character of the paper held by 
each Federal Reserve Bank, and to require at its discretion the suspension 
of further issues of circulating notes for a designated period. 

(e) To establish each week or as much oftener as required a rate of 
discount which shall be mandatory upon each Federal Reserve Bank and 
for each class of paper; Provided, that said rate of discount need not be 
uniform for all Federal Reserve Banks. 

({) To suspend for a period not exceeding thirty days (and to renew 
such suspension for periods not to exceed fifteen days) any and every 
reserve requirement specified in this act; Provided, that whenever such 
suspension may be authorized the Federal Reserve Board hereinbefore estab- 
lished shall have power to impose a graduated tax to be fixed at its dis- 
cretion upon the amount by which reserves of Federal Reserve Banks are 
permitted to fall below the requirements hereinafter set forth. 

(g) To perform the duties and functions specified in detail in seetions 
— — of this act. 

(h) To add to the number of cities classified as reserve and central 
reserve cities under existing law in which National Banking Associations 
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are subject to the reserve requirements set forth in section — of this act: 
or to reclassify existing reserve and central reserve cities and to designate 
the banks therein situated as country banks at its discretion. 

Sec. 16. That any Federal Reserve Bank may receive from any of its 
stockholders deposits of current funds in lawful money, national bank notes, 
federal reserve notes or checks, drafts and other claims upon solvent banks, 
domestic and foreign. 

Upon the endorsement of any bank having a deposit with it, any Federal 
‘Reserve Bank may discount notes and bills of exchange arising out of 
commercial transactions ; that is notes and bills of exchange issued or drawn 
for agricultural, industrial, or commercial purposes, the Federal Reserve 
Board to have the right to determine or define the character of the paper 
thus eligible for discount, within the meaning of this act; provided, that 
such definition shall not include notes or bills issued or drawn for the pur- 
pose of carrying or trading in stocks, bonds or other investment securities, 
except notes or ‘bills having a maturity of not exceeding four months and 
secured by United States bonds and bonds issued by any State, county or 
municipality of the United States. Notes and bills admitted to discount 
under the terms of this paragraph must have a maturity of not more than 
forty-five days. 

Upon the endorsement of any bank having a deposit with it, any Federal 
Reserve Bank may discount paper of the classes hereinbefore described, 
having a maturity of more than forty-five and not more than 120 days, pro- 
vided that its own cash reserve exceeds 334% of its total outstanding 
demand liabilities and provided further that not more than 50 per centum 
of the total paper so discounted for any depositing bank shall have a 
maturity of more than sixty days. 

Upon the endorsement of any bank having a deposit with it, any Federal 
Reserve Bank may discount acceptances of depositing banks which are 
based on the exportation or importation of goods or on travelers’ credits 
and which mature in not more than ninety days and bear the signature of 
at least one bank in addition to that of the acceptor. The amount so dis- 
counted shall at no time exceed one-half the capital of the bank for which 
the rediscounts are made. The aggregate of such notes and bills bearing the 
signature or endorsement of any one person, company, firm or corporation, 
rediscounted for any one bank, shall at no time exceed 10 per centum of 
the unimpaired capital and surplus of said bank. 

Any National Bank may at its discretion accept drafts or bills of 
exchange drawn upon it having not more than four months to run and 
growing out of the transactions involving the importation or exportation 
of goods or the issue of travelers’ letters of credit; provided, that no bank 
shall accept such bills to an amount equal in the aggregate to more than 
one half the face value of its paid up and unimpaired capital. 

Sec. 17. Whenever in the opinion of the Federal Reserve Board upon 
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application jointly and directly made to the Secretary of the Treasury by 
not less than ten National Banks in one district the public interest so 
requires, the Federal Reserve Board may authorize the Reserve Bank of 
the district to discount the direct obligations of depositing banks secured by 
the pledge and deposit with it of satisfactory securities, but in no case shall 
the amount so loaned by a Federal Reserve Bank exceed three-fourths of 
the actual value of the securities so pledged, or one half the amount of its 
own paid up and unimpaired capital. 

Sec. 18. That any Federal Reserve Bank may at its own discretion pur- 
chase in the open market either from domestic or foreign banks or indi- 
viduals, bankers’ bills and bills of exchange of the kinds and maturities by 
this act made eligible for rediscount and satisfactory commercial paper. 

Every Federal Reserve Bank shall have power both at home and abroad 
to deal in gold coin and bullion, to make loans thereon, and to contract for 
loans of gold coin or bullion, giving therefor, when necessary, acceptable 
security, including the hypothecation of its holdings, if any, of United 
States bonds, 

Every Federal Reserve Bank may invest in United States bonds, also in 
obligations, having not more than one year to run, of the United States or 
its dependencies, or of any state, or of foreign governments. 

Every Federal Reserve Bank shall have power to purchase from deposit- 
ing banks and to sell with or without its endorsement, notes, drafts, or bills 
of exchange, arising out of commercial transactions as hereinbefore defined, 
payable in such foreign countries as the Board of Directors of such Federal 
Reserve Bank may determine. These bills of exchange must have not 
exceeding ninety days to run and must bear the signature of two or more 
responsible parties, of which the last shall be that of a subscribing bank. 

Sec. 19. That any Federal Reserve Bank may with the consent of the 
Federal Reserve Board open and maintain banking accounts in foreign 
countries and establish agencies in such countries wheresoever it may deem 
best for the purpose of purchasing, selling and collecting foreign bills of 
exchange, and it shall have authority to buy and sell with or without its 
endorsement through such correspondents or agencies, checks or prime for- 
eign bills of exchange arising out of commercial transactions, which have 
not exceeding ninety days to run, and which bear the signature of two or 
more responsible parties, 

Sec, 20. That all moneys now held in the general fund of the Treasury 
shall within twelve months of the passage of this act be deposited in Federal 
Reserve Banks; and thereafter the revenues of the Government shall be 
regularly deposited in such banks and disbursements shall be made by checks 
drawn against such deposits. 

The Federal Reserve Board shall, as hereinbefore provided, apportion 
the funds of the Government among the said Federal Reserve Banks, and 
may at its discretion fix from month to month a rate of interest which shall 
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be regularly paid by the banks holding such deposit, provided, that no Fed- 
eral Reserve Bank shall pay interest upon any deposits except those of the 
TJnited States. 

Sec. 21. That the Government of the United States and the banks de- 
positing in the Federal Reserve Banks formed in accordance with the pro- 
visions of this act shall be the only depositors in said Reserve Banks. All 
domestic transactions of the Federal Reserve Banks involving the creation 
of deposit accounts shall be confined to the Government and the depositing 
banks, with the exception of the purchase or sale of Government or State 
securities, or securities of foreign governments, or of gold coin or bullion. 

Sec. 22. That no National Banking Association shall be entitled to re- 
ceive from the Comptroller of the Currency, or to issue, circulating notes 
in excess of the total amount of such notes which such bank may have 
outstanding at the passage of this act. Provided, that no National Banking 
Association which may in future reduce its outstanding circulating notes in 
the manner prescribed by law shall hereafter be entitled to receive from 
the Comptroller of the Currency, or to issue, circulating notes in excess of 
the sum to which its outstanding notes shall have been reduced by such 
withdrawals. 

Src. 23. That so much of the provisions of section 5159 of the Revised 
Statutes of the United States and section 4 of the Act of June 2oth, 1874, 
and section 8 of the Act of July 12th, 1882, and of any other provisions of 
existing statutes as require that before any National Banking Association 
shall be authorized to commence banking business it shall transfer and 
deliver to the Treasurer of the United States, United States registered 
bonds, to an amount, where the capital is $150,000 or less, not less than 
one-fourth of its capital stock, and $50,000 where the capital is in excess 
of $150,000, be and the same is hereby repealed. 

Sec. 24. Upon application, the Secretary of the Treasury shall exchange 
the two per centum bonds of the United States bearing the circulation 
privilege, theretofore deposited by any National Banking Association with 
the Treasurer of the United States as security for circulating notes, for 
three per centum bonds of the United States without the circulation privi- 
lege, payable after twenty years from date of issue, and exempt from 
Federal taxation both as to income and principal. When and in proportion 
as the outstanding two per centum bonds deposited with the Treasurer shall 
be thus exchanged or refunded, the power of National Banks to issue cir- 
culating notes secured by United States bonds shall cease and determine. 
Every National Bank may continue to apply for and receive from the 
Comptroller of the Currency circulating notes under the conditions pro- 
vided by this act, but no National Bank shall be permitted to issue cir- 
culating notes of any description or to issue or to make use of any substitute 
for such circulating notes in the form of Clearing House certificates, 
cashier’s checks or other obligation not specifically provided for under this 
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act; Provided, That no National Bank shall without consent of the Secre- 
tary of the Treasury in any one year present two per centum bonds for 
exchange in the manner hereinbefore provided to an amount exceeding five 
per centum of the total amount of bonds deposited with the Treasurer by 
said bank at the time of the passage of this act; Provided further that the 
expiration of twenty years from the passage of this act every holder of 
United States 2 per centum bonds then outstanding shall receive in exchange 
three per centum bonds of like denomination payable twenty years from 
date of issue, and without the circulation privilege. After twenty years 
from the date of the passage of this act national bank notes still remaining 
outstanding shall be recalled and redeemed by the National Banking Asso- 
ciations issuing the same within a period and under regulations to be pre- 
scribed by the Federal Reserve Board, and notes still remaining in circula- 
tion at the end of such period shall be backed by an equal amount of lawful 
money deposited in the Treasury of the United States by the Banking 
Associations originally issuing such notes. 

Sec. 25. That within sixty days from and after the date when the Secre- 
tary of the Treasury shall have officially announced in such manner as he 
shall select to National Banks situated in the several Federal Reserve dis- 
tricts the fact that a Federal Reserve Bank has been established in the 
district in which each such bank is situated, every such National Banking 
Association wherever situated within said districts shall establish with the 
Federal Reserve Bank of that district a credit balance on the books of the 
latter institution equal to not less than 5 per centum of the total demand 
liabilities, exclusive of circulating notes, of the National Banking Associa- 
tion establishing the same. Such balance may at any time be increased but 
shall at no time be allowed to fall below a figure equal to the 5 per cent of 
outstanding deposit liabilities aforesaid. 

From and after the date set by the Secretary of the Treasury and 
officially announced by him as hereinbefore provided, it shall be the duty 
of National Banking Associations now classified as country banks and situ- 
ated outside of central reserve and reserve cities to maintain a reserve equal 
to 15 per centum of the aggregate amount of their deposits. Such reserve 
shall consist to the extent of one third of lawful money held actually in the 
vaults of the banking office of each such National Banking Association, 
and to the extent of at least one third of current funds or balances due to 
such Associations by the Federal Reserve Bank of the district in which 
such Association is situated, from and after the date upon which the 
National Banking Association in question shall have become a depositor in 
the Federal Reserve Bank aforesaid. The remaining one third of the 15 
per cent reserve hereinbefore required, may for a period of fourteen months 
from and after the date set by the Secretary of the Treasury as herein- 
before provided consist of balances due to an Association from Associations 
organized under the National Banking Act in reserve or central reserve 
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cities as now defined by law. From and after a date fourteen months 
subsequent to the date set by the Secretary of the Treasury as hereinbefore 
provided, the said one-third of the fifteen per cent reserve required of 
country banks shali consist either of lawful money in its own vaults or of 
balances due to it and carried on the books of the Federal Reserve Bank 
of the district in which such Banking Association is situated. 

From and after the date set by the Secretary of the Treasury as herein- 
before provided for a period of fourteen months it shall be the duty of 
National Banking Associations now classified as reserve city banks and 
situated in existing reserve cities, to maintain a reserve equal to 25. per 
centum of the aggregate amount of their outstanding deposits. For a 
period of twelve months from the expiration of the fourteen months afore- 
said, it shall be the duty of said National Banking Associations to maintain 
a reserve equal to 22% per cent of their outstanding deposits and from and 
after the expiration of said period of twelve months last aforesaid it shall 
be the duty of said National Banking Associations to maintain a reserve 
equal to 20 per cent of their outstanding deposits. Every such National 
Banking Association shall for a period of sixty days after the date set by 
the Secretary of the Treasury as hereinbefore provided maintain constantly 
on hand in its own vaults in lawful money a sum equal to 12% per cent of 
its outstanding deposits; and subsequent to the expiration of the said sixty 
days and at all times thereafter, a sum equal to Io per cent of its out- 
standing deposits, the aforesaid 10 per cent and 12% per cent respectively, 
constituting a part of and being included in the twenty-five per cent reserve, 
the 221% per cent reserve, and the 20 per cent reserve hereinbefore required. 
For a period of twenty-six months from and after the date set by the 
Secretary of the Treasury as hereinbefore provided, the net difference be- 
tween the reserve required to be maintained in lawful money in the vaults 
of National Banking Associations situated in reserve cities plus the deposit 
balance to the credit of such Associations on the books of the Federal 
Reserve Bank of the districts in which they are situated and the total 
amount of reserve required to be held by such Associations, may consist of 
balances of current funds carried. with National Banking Associations in 
cities now designated as central reserve cities. Each such difference may 
at the discretion of a National Banking Association be kept in lawful money 
in its own vaults, or may consist of balances with the Federal Reserve Bank 
of the district in which such Association is situated. From and after a 
date twenty-six months subsequent to the date set by the Secretary of the 
Treasury as hereinbefore provided, the required reserve of each such 
National Banking Association shall consist of lawful money in its own 
vaults or of balances of current funds with the Federal Reserve Bank of 
the district in which it is situated, and balances kept by it with National 
Banking Association in central reserve cities shall not be counted or reported 
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as a part of the required reserve of National Banking Associations in 
reserve cities. 

From and after the date set by the Secretary of the Treasury as herein- 
before provided, for a period of fourteen months, it shall be the duty of 
National Banking Associations now classified as central reserve city banks 
and situated in existing central reserve cities to maintain a reserve equal to 
25 per cent of the aggregate amount of their outstanding deposits. For a 
period of twelve months from the expiration of the fourteen months afore- 
said, it shall be the duty of said National Banking Associations to maintain 
a reserve equal to 22% per cent of their outstanding deposits. From and 
after the expiration of the period of twelve months last aforesaid, it shall 
be the duty of said National Banking Associations to maintain a reserve 
equal to twenty per cent of their outstanding deposits. Every such National 
Banking Association shall for a period of sixty days after the passage of 
this act maintain constantly on hand in its own vaults in lawful money a 
sum equal to twenty per cent of its outstanding deposits, and subsequent to 
the expiration of the said sixty days and at all times thereafter a sum in 
lawful money equal to at least ten per centum of its outstanding deposits. 
The net difference between the minimum amount of lawful money actually 
required to be held in the vaults of said National Banking Associations 
situated in central reserve cities and the total amount of required reserve 
as hereinbefore specified may consist of balances due from the Federal 
Reserve Bank of the district in which such Associations are situated, or of 
lawful money actually held in the vaults of such Associations in addition 
to the required minimum hereinbefore specified; Provided, That the net 
balance to the credit of such Assocmtions on the books of the Federal 
Reserve Bank of the district in which they are situated shall at no time 
fall below the five per centum of outstanding deposits hereinbefore required 
to be established within sixty days from the passage of this act. 

Sec. 26. That so much of section 3 of the Act of June 20th, 1874, en- 
titled “An Act fixing the amount of United States notes, providing for a 
redistribution of the National Bank Currency, and for other purposes,” as 
provides that the fund deposited by any National Banking Association with 
the Treasurer of the United States for the redemption of its notes shall be 
counted as a part of its lawful reserve as provided in the act aforesaid be, 
and the same is hereby repealed. And from and after the passage of this 
act, such fund of five per centum shall in no case be counted by any 
National Banking Association as a part of its lawful reserve. 

Sec. 27. That every Federal Reserve Bank shall at all times have on 
hand in its own vaults in gold or the equivalent thereof a sum equal to not 
less than 25 per centum of its outstanding demand liabilities; which shall at 
the same time be not less than 50 per centum of its outstanding circulating 
notes. It shall at all times have on hand in its own vaults live commercial 
paper haying not more than 45 days to run to an amount equal to 50 per 
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centum of its outstanding demand liabilities which shall at the same time 
be not less than 75 per centum of its outstanding circulating notes. 

Sec. 28. That the examination of the affairs of every National Banking 
Association authorized by existing law, shall take place at least twice in 
each calendar year, and as much oftener as the Comptroller of the Currency 
shall consider necessary in order to furnish a full and complete knowledge 
of its condition. The Secretary of the Treasury may, however, at any 
time direct the holding of a special examination. The person assigned to 
the making of such examination of the affairs of any National Banking 
Association shall have power to call together a quorum of the directors of 
such Association, who shall, under oath, state to such examiner the char- 
acter and circumstances of such of its loans or discounts as he may desig- 
nate; and from and after the passage of this act all bank examiners shall 
receive fixed salaries, the amount whereof shall be determined by the Fed- 
eral Reserve Board and shall be annually reported to Congress. But the 
expense of the examinations herein provided for shall be assessed by the 
Comptroller of the Currency upon the Associations examined, in proportion 
to assets or resources held by such Associations upon a date during the 
year in which such examinations are held to be established by the Comp- 
troller of the Currency. The Comptroller of the Currency shall so arrange 
the duties of National Bank Examiners that no two examinations of any 
Association shall be made by the same Examiner. 

In addition to the examinations made and conducted by the Comptroller 
of the Currency, every Federal Reserve Bank may with the approval of the 
Federal Reserve Board arrange for special or periodical examination of the 
banks within its district. Such examination shall be so conducted as to 
inform the Federal Reserve Bank under whose auspices it is carried on of 
the condition of its member or stockholding banks, and of the lines of 
credit which are being extended by them. Every Federal Reserve Bank 
shall at all times be bound to furnish to the Federal Reserve Board such 
information as may be demanded by the latter concerning the condition of 
any National Banking Association organized within the district in which 
the said Federal Reserve Bank is located, and it shall have power at all 
times to order special examinations without notice, for the purpose of ascer- 
taining the condition of its member or stockholding banks. 

The Federal Reserve Board shall as often as it deems best, and in any 
case not less frequently than four times each year, order an examination of 
National Banking Associations in reserve cities. Such examinations shall 
show in detail the total amount of loans made by each bank on demand, on 
time, and the different classes of collateral held to protect the various loans. 

Sec. 29. That no National Bank shall hereafter make any loan or grant 
any gratuity to any examiner of such Bank. Any Bank offending against 
this provision shall be deemed guilty of a misdemeanor, and shall be fined 
not more than $1,000 and a further sum equal to the money so loaned or 
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gratuity given; and the officer or officers of a Bank making such loan or 
granting such gratuity shall be’ likewise deemed guilty of a misdemeanor, 
and shall be fined not to exceed $500. Any examiner accepting a loan or 
gratuity from any Bank examined by him shall be deemed guilty of a mis- 
demeanor and shall be fined not more than $500, and a further sum equal 
to the money so loaned or gratuity given, and shall forever thereafter be 
disqualified from holding office as a National Bank Examiner. No National 
Bank Examiner shall perform any other service for compensation while 
holding such office. 

Sec. 30. That from and after the passage of this act the stockholders of 
every National Banking Association shall be held individually responsible 
for all contracts, debts, and engagements of such Association, each to the 
amount of his stock therein, at the par value thereof in addition to the 
amount invested in such stock. The stockholders in any National Banking 
Associations who shall have transferred their shares, or registered the 
transfer thereof, within sixty days next before the date of the failure of 
such Association to meet its obligations, shall be liable to the same extent 
as if they had made no such transfer; but this provision shall not be con- 
strued to affect in any way resources which such shareholders might other- 
wise have against those in whose names such shares are registered at the 
time of such failure. 

Sec. 31. That any National Banking Association not situated in a Reserve 
City or Central Reserve City may make loans secured by improved and 
unencumbered farm land, and so much of section —, Revised Statutes, as 
prohibits the making of such loans by banks so situated shall be and the 
same is hereby repealed, provided, that no such loan shall be made to an 
amount exceeding 50 per centum of the actual value of the property offered 
as security, and such properties shall be situated within the Federal Reserve 
District in which the said Bank is located; and provided further that the 
aggregate amount of such loans made by any one bank shall not exceed a 
sum equal to 25 per cent of the capital and surplus, unimpaired, of such 
bank. 

The Federal Reserve Corfmission shall have power from time to time 
to add to the list of cities in which National Banks shall not be permitted 
to make loans secured upon real estate in the manner described in this 
section. 

Sec. 32, That any National Banking Association possessing a capital of 
$1,000,000 or more may file application with the Federal Reserve Board 
upon such conditions and under such circumstances as may be prescribed by 
the said Board for the purpose of securing authorization to establish 
branches in foreign countries for the furtherance of the foreign commerce 
of the United States, and to act if required to do so as fiscal agents of the 
United States. Such application shall specify in addition to the name and 
capital of the Banking Association filing it, the foreign country or countries 
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or the dependencies of the United States where the banking operations pro- 
posed are to be carried on and the amount of capital set aside by the said 
Banking Association filing application for the conduct of its foreign busi- 
ness at the branches proposed by it to be established in foreign countries. 
The Federal Reserve Board shall have power to reject such application if 
in its judgment the amount of capital proposed to be set aside for the con- 
duct of foreign business is inadequate, or if for other reasons the granting 
of such application is deemed inexpedient. 

Every National Banking Association which shall receive authorization 
to establish branches in foreign countries, shall be required at all times to 
furnish information concerning the condition of such branches to the Comp- 
troller of the Currency upon demand, and the Federal Reserve Board may 
order special examinations of the said foreign branches at such time or 
times as it may deem best. Every such National Banking Association shall 
conduct the accounts of each foreign branch independently of the accounts 
of other foreign branches established by it and of its home office, and shall 
at the end of each fiscal period transfer to its general ledger the profit or 
loss accruing at each such branch as a separate item. 


APPENDIX III 
FIRST PRINT OF THE GLASS BILL 


Early in June, 1913, the Glass bill was put into print for 
the first time. A copy reached Secretary Bryan, as already 
described in the text (Chapter XIII), and became the basis of 
the White House Conferenee at which it was determined to 
make the Federal Reserve Board a governmental body exclu- 
sively. What were Sections 11-14 of the original print were 
eliminated or modified and the bill was reprinted. Earlier 
prints were then destroyed. Both prints were labeled ‘Strictly 
confidential.” In this appendix are given Sections II-14 as 
finally printed before the White House’ Conference, and the 
entire first (modified) ‘‘strictly confidential” print of the bill 
as it emerged. 


A. SECTIONS II-I4 OF THE GLAss BrLL Prior TO MODIFICATION AT 
THE WHITE HousE 


FEDERAL RESERVE COMMISSION 


Sec. 11. That there shall be created a Federal Reserve Commission, 
which shall consist of three classes of members, hereinafter designated as 
classes A, B, and C. 

Class A shall consist of Federal reserve representatives, chosen by 
Federal reserve banks. 

Class B shall consist of Government reserve representatives, who shall 
be members ex officio of the Federal reserve commission. 

Class C shall consist of Government reserve officers chosen by the Presi- 
dent of the United States and acting in the interest of the general public. 

Federal reserve representatives (class A) shall be chosen by ballot by 
the directors of Federal reserve banks at a regular directors’ meeting called 
for that purpose. Each Federal reserve bank shall be entitled to choose 
two representatives. One such representative shall himself be a member of 
the directorate of the Federal reserve bank he represents, and one shall be 
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a resident of the Federal reserve district from which he is chosen and shall 
not be at the time of his choice or during his term of office an officer or 
director in any bank or banking institution. The chairman of the board of 
directors of each Federal reserve bank shall be ineligible for election as a 
member of the Federal Reserve Commission. 

Government reserve representatives (class B) shall be three in number 
and shall include the Secretary of the Treasury, the Secretary of Agri- 
culture, and the Cormptroller of the Currency. 

Government reserve officers (class C) shall be nominated by the Presi- 
dent of the United States and shall be confirmed by the Senate. They shall 
be three in number and shall not be officers or directors of any Federal 
reserve bank. The term of office of the Government reserve officers shall 
be ten years. 

Upon assembling for the first time, the members of the Federal Reserve 
Commission belonging to class A shall separate into two groups under such 
regulations as the commission shall lay down for effecting the said grouping. 
One such group shall hold office for three years dating from the first of 
January next succeeding the election of members, the other for six years 
succeeding such election. Each group shall include, as nearly as may be, 
one-half the total number of members of class A. Thereafter, every mem- 
ber of the said commission belonging to class A shall hold office for a term 
of six years. Vacancies in class A shall be filled as they may occur, in the 
manner prescribed for the original choice of members belonging to the 
class in which such vacancies occur. 

The Federal Reserve Commission, hereinbefore established, shall elect 
from among the members of class A a president, vice president, secretary, 
and such other officers as may be required by by-laws which shall be drawn 
up and adopted by the said commission for the government and control of 
its transactions. It shall have power to levy semiannually upon the Federal 
reserve banks hereinbefore established an assessment sufficient to pay its 
estimated expenses for the half year succeeding the laying of such assess- 
ment, together with any deficit carried forward from the preceding half 
year. The Federal Reserve Board hereinafter created shall semiannually 
report to the Federal Reserve Commission an estimate of its expenses for 
the coming half year, and said expenses shall be assessed upon the Federal 
reserve banks by the said commission simultaneously with its own estimated 
expenses. 

Each member of the Federal Reserve Commission shall receive an an- 
nual salary of $2,500 and such allowance for necessary expenses as. may be 
fixed by the said commission. 

The Federal Reserve Commission shall fix the compensation of the 
members of the Federal Reserve Board hereinafter created. 

Sec. 12. That the first meeting of the Federal Reserve Commission shall 
be held in Washington, District of Columbia, as soon as may be after the 
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passage of this Act, and after the organization of Federal reserve banks in 
the several districts as herein provided, at a date to be fixed by the reserve 
organization committee hereinbefore created. 

At the said meeting the members of the Federal Reserve Commission 
belonging to class A shall choose from among their own number by ballot 
three members no two of whom shall have been originally selected by the 
same Federal reserve bank. At least one of such members shall have been 
originally selected from the directorate of a Federal reserve bank and at 
least one shall have been selected from outside such directorate in the 
manner hereinbefore provided. 


FEDERAL RESERVE BOARD 


The three members thus chosen from among the members of class A of 
the Federal Reserve Commission shall, with the members of classes B and C, 
constitute a body of nine members which shall be known as the Federal 
Reserve Board. The Secretary of the Treasury shall be ex officio chairman 
of the said Federal Reserve Board. Members of the said board shall con- 
tinue to hold office until the expiration of their terms as members of the 
Federal Reserve Commission, as hereinbefore provided. No member of 
class A of the Federal Reserve Commission who shall be chosen a member 
of the Federal Reserve Board shall continue to hold office or to act as a 
director of any bank or banking institution or Federal reserve bank; and 
before entering upon his duties as a member of the Federal Reserve Board 
he shall certify under oath to the Secretary of the Treasury that he has 
complied with the requirements of this section by withdrawing from any 
official or directoral relation of the kind herein referred to. Whenever a 
vacancy shall occur among the three members of the Federal Reserve Board 
who are chosen from among the members of class A, a successor shall 
within thirty days be chosen to fill the vacancy aforesaid by the method 
hereinbefore specified for the original choice, and when chosen the said 
successor shall hold office for the unexpired term of the member whose 
place he is selected to fill. 

Sec. 13. That the Federal Reserve Commission hereinbefore established 
shall at its regular quarterly meeting receive reports from the Federal 
Reserve Board with reference to the banking transactions of Federal reserve 
banks during the preceding quarter, and shall be authorized to request from 
the Federal Reserve Board such additional information as may in the judg- 
ment of the said commission be desirable. The Federal Reserve Board shall 
at the quarterly meetings aforesaid give a summary account of the actions 
taken by it during the three months preceding such meetings and may pro- 
pound general questions relating to the state of credit, or the management 
of Federal reserve banks for consideration by the said commission. 

The Federal Reserve Commission shall appoint a board of examiners, 
consisting of three members, which shall be authorized to report to it at 
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any time upon the conditions of credit, the kind of business done, and the 
proper conduct of the discount operations at each Federal reserve bank or 
at any individual bank; and said commission may authorize the employment 
of suitable assistance, if needed, for the performance of the work of 
examination hereinbefore specified. 

That at all meeting of the Federal Reserve Commission a quorum shall 
consist of two-thirds of its total number of members. A majority of those 
present shall be required to pass any resolution. Upon motion of any mem- 
ber the commission may consider the resolution recommending to the Fed- 
eral Reserve Board its line of conduct or of policy in regard to the per- 
formance of functions hereinbefore assigned to the said board. 

Sec. 14. That section three hundred and twenty-four of the Revised 
Statutes of the United States be amended so as to read as follows: “There 
shall be in the Department of the Treasury a bureau charged, except as in 
this Act otherwise provided, with the execution of all laws passed by Con- 
gress relating to the issue and regulation of currency issued by national 
banking associations, the chief officer of which bureau shall be called the 
Comptroller of the Currency, and shall perform his duties under the general 
direction of the Secretary of the Treasury, acting as the chairman of the 
Federal Reserve Board.” 


B. Compiete Frrst (Mopirrep) Print or Grass BILy 


A BILL 


To provide for the establishment of Federal reserve banks, for furnishing 
an elastic currency, affording means of rediscounting commercial paper, and 
to establish a more effective supervision of banking in the United States, and 
for other purposes. 

Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, that the short title of this Act shall 
be the “Federal reserve Act.” 


FEDERAL RESERVE DISTRICTS 


Sec. 2. That within ninety days after the passage of this Act, or as soon 
thereafter as practicable, the Secretary of the Treasury, the Secretary of 
Agriculture, and the Comptroller of the Currency, acting as a reserve-bank 
organization committee, shall designate from among the reserve cities now 
authorized by law a number of such cities to be determined by the said 
organization committee and to be known as Federal reserve cities, and shall 
divide the continental United States into districts, each district to contain one 
of such Federal reserve cities: Provided, That the districts shall be appor- 
tioned with due regard to the convenience and customary course of business 
of the community and shall not necessarily coincide with the area of such 
State or States as may be wholly or in part included in any given district. 
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The districts thus created may be readjusted and new districts may from 
time to time be created by the Federal Reserve Board hereinafter established, 
acting upon a joint application made by not less than ten national banks 
situated within one of the existing districts. The districts thus constituted 
shall be known as Federal reserve districts and shall be designated by number 
according to the pleasure of the organization committee. 

The organization committee shall, in accordance with regulations to be 
established by itself, proceed to organize in each of the reserve cities 
designated as hereinbefore specified a Federal reserve bank. Each such 
Federal reserve bank shall include in its title the name of the city in which 
it is situated, as “Federal Reserve Bank of Chicago,” and so forth. 

The total number of reserve cities designated by the organization com- 
mittee shall be not less than twelve, and the organization committee shall 
be authorized to employ counsel and expert aid, to take, testimony, to send 
for persons and papers, to administer oaths, and to make such investiga- 
tions as may be deemed necessary by the said committee for the purpose of 
determining the number of reserve cities to be designated. 

Every national bank located within a given district shall be required to 
subscribe to the capital stock of the Federal reserve bank of that district 
a sum equal to twenty per centum of its unimpaired capital, one-half of 
such subscription to be paid in under the terms and conditions prescribed 
by the national banking Act with reference to subscriptions to the stock of 
national banking associations. The remainder of the subscriptions or any 
part thereof shall become a liability of the subscribers, subject to call and 
payment thereof whenever necéssary to meet the obligations of the Federal 
reserve bank under such terms and in accordance with such regulations as 
the board of directors of said Federal reserve bank may prescribe: Provided, 
That no Federal reserve bank shall be organized with a paid-up and unim- 
paired capital at the time of beginning business less in amount than 
$5,000,000. The organization committee shall have power to appoint such 
assistants and incur such expenses in carrying out the provisions of this Act, 
as it shall deem necessary, and such expenses shall be payable by the 
Treasurer of the United States upon voucher approved by the Secretary of 
the Treasury, and the sum of $100,000, or so much thereof as may be 
necessary, is hereby appropriated, out of any moneys in the Treasury not 
otherwise appropriated, for the payment of such expenses. 


Stock IssuEs 


Sec. 3. That the capital stock of each Federal reserve bank shall be 
divided into shares of $100. The outstanding capital stock shall be increased 
from time to time as subscribing banks increase their capital or as additional 
banks become subscribers, and shall be decreased” as subscribing banks 
reduce their capital or leave the organization. Each Federal reserve bank 
may establish branch offices under regulations of the Federal Reserve 
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Board at a point within the Federal reserve district in which it is located: 
Provided, That the total number of such branches shall not exceed one for 
each $500,000 of the capital stock of said Federal reserve bank. 


FEDERAL RESERVE BANKS 


Sec. 4. That upon duly making and filing with the Comptroller of the 
Currency a certificate in the form required and described in sections fifty- 
one hundred and thirty-four and fifty-one hundred and thirty-five, Revised 
Statutes of the United States, such Federal reserve bank shall become a 
body corporate and as such and in the name designated, respectively, in the 
organization certificate shall have power to perform all those acts and to 
enjoy all those privileges and to exercise all those powers described in 
section fifty-one hundred and thirty-six, Revised Statutes, save in so far 
as the same shall be limited or extended, as the case may be, by the pro- 
visions of this Act. The Federal reserve bank so incorporated shall have 
succession for a period of twenty years from its organization, unless sooner 
dissolved by Act of Congress. 

Every Federal reserve bank shall be organized and conducted under the 
oversight and control of a board of directors, whose powers shall be the 
same as those conferred upon the boards of directors of national banking 
associations under existing law, except in so far as expressly provided to 
the contrary in this Act. Such board of directors shall be constituted and 
elected as hereinafter specified and shall consist of nine members, holding 
office for three years and divided into three classes, designated as classes 
Ish ol Bhewe ete bl Ge 

Class A shall consist of three members, who shall be chosen by and 
be representative of the stock-holding banks. 

Class B shall consist of three members, who shall be representative of 
the general public interests of the reserve district. 

Class C shall consist of three members, who shall be designated by the 
Federal Reserve Board. 

Directors of class A shall be chosen in the following manner: 

It shall be the duty of the chairman of the board of directors of the 
Federal reserve bank of the district in which each such bank is situated to 
classify the member banks of the said district who are stockholders in the 
said Federal reserve bank into three general groups or divisions. Each such 
group shall contain as nearly as may be one-third of the aggregate banking 
capital of the banks holding stock in the Federal reserve bank of the said 
district and shall consist of banks of similar capitalization. The said groups 
shall be designated by number at the pleasure of the chairman of the 
Federal reserve bank. 

At a regularly called directors’ meeting of each national bank in the 
Federal reserve district aforesaid, the board of directors of such national 
bank shall elect by ballot one of its own members as a district reserve 
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elector and shall certify his name to the chairman of the board of directors 
of the Federal reserve bank of the district. The said chairman shall estab- 
lish complete lists of the district reserve electors, class A, thus named by 
banks in each of the aforesaid three groups and shall transmit one complete 
list to each such elector in each group. Every elector shall, within fifteen 
days of the receipt of the said list, select and certify to the said chairman 
from among the names on the list pertaining to his group, transmitted to 
him by the chairman, one name as representing his choice for Federal 
reserve director, class A. The name receiving the greatest number of 
votes, not less than a majority, shall be designated by said chairman as 
Federal reserve director for the group to which he belongs. In case no 
candidate shall receive a majority of all votes cast in any district, the 
chairman aforesaid shall establish an eligible list, including the three names 
receiving the greatest number of votes on the first ballot, and shall transmit 
said list to the electors in each of the groups of banks established by him. 
Each elector shall at once select and certify to the said chairman from among 
the three names submitted to him his choice for Federal reserve director, 
class A, and the name receiving the greatest number of such votes shall be 
designated by the chairman as Federal reserve director, class A. 

Directors of class B shall be chosen at the same time and in the same 
manner hereinbefore prescribed for directors of class A, except that they 
shall in no case be officers or directors of any bank or banking association, 
and shall not accept office as such during the term of their service as 
directors of the Federal reserve bank. They shall be fairly representative 
of the commercial, agricultural or industrial interests of their respective 
districts. The Federal Reserve Board shall have power at its discretion to 
remove any director of class B in any Federal reserve bank, if it should 
appear at any time that such director does not fairly represent the com- 
mercial, agricultural or industrial interests of his district. 

Three directors belonging to class C shall be chosen directly by the 
Federal Reserve Board one of whom shall be designated by said board as 
chairman of the board of directors of the Federal reserve bank of the 
district to which he is appointed and shall be designated as “Federal reserve 
agent.” In addition to his duties as chairman of the board of directors of 
the Federal reserve bank of the district to which he is appointed, he shall be 
required to maintain under regulations to be established by the Federal 
Reserve Board a local office of said board which shall be situated on the 
premises of the Federal reserve bank of the district. He shall make 
regular reports to the Federal Reserve Board, and shall act as its official 
representative for the performance of the functions conferred upon it by 
this Act. He shall be paid an annual compensation to be fixed by the 
Federal Reserve Board and to be paid him monthly by the Federal reserve 
bank to which he is designated. 

The reserve organization committee shall, in organizing Federal reserve 
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banks for the first time, call such meetings of bank directors in the several 
districts as may be necessary to carry out the purposes of this Act and may 
exercise the functions herein conferred upon the chairman of the board of 
directors of each Federal reserve bank pending the complete organization 
of such bank. 

At the first meeting of the full board of directors of each Federal 
reserve bank subsequent to the organization of such bank it shall be the 
duty of the directors of classes A and B each to designate one of its 
members whose term of office shall expire in one year from the first of 
January nearest to date of such meeting, one whose term of office shall 
expire at the end of two years from said date, and one whose term of office 
shall expire at the end of three years from said date. Thereafter every 
director of a Federal reserve bank chosen as hereinbefore provided shall 
hold office for a term of three years but the chairman of the board of 
directors of each Federal reserve bank designated by the Federal Reserve 
Board, as hereinbefore described, shall be removable at the pleasure of the 
said board without notice, and his successor shall hold office during the 
unexpired term of the director in whose place he was appointed. 


INCREASE AND DECREASE OF CAPITAL 


Sec. 5. That shares of the capital stock of Federal reserve banks shall 
not be transferable, nor be hypothecated ; in case a subscribing bank increases 
its capital, it shall thereupon subscribe for an additional amount of capital 
stock of the Federal reserve bank of its district equal to twenty per centum 
of the bank’s own increase of capital, paying therefor the then book value 
of the shares of the reserve bank as shown by the last published statement 
of said bank. A bank applying for stock in a Federal reserve bank at 
any time after the formation of the latter must subscribe for an amount of 
the capital of said reserve bank equal to twenty per centum of the capital of 
said subscribing bank, paying therefor its then book value as shown by the 
last published statement of said reserve bank. When the capital of any 
Federal reserve bank has been increased, either on account of the increase 
of capital of the banks holding stock therein or on account of the increase 
in the number of stockholding banks, the board of directors shall make and 
execute a certificate showing said increase in capital, the amount paid in, 
and by whom paid. This certificate shall be filed in the office of the 
Comptroller of the Currency. In case a subscribing bank reduces its 
capital it shall surrender a proportionate amount of its holdings in the 
capital of said Federal reserve bank, and if a bank goes into voluntary 
liquidation it shall surrender all of its holdings of the capital of said Federal 
reserve bank. In either case the shares surrendered shall be canceled and 
the bank shall receive in payment therefor a sum equal to their then book 
value as shown by the last published statement of said Federal reserve bank. 

Sec, 6. That if any shareholder of a Federal reserve bank shall become 
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insolvent and a receiver be appointed the stock held by it in said Federal 
reserve bank shall be canceled, and the balance of its value, after paying 
all debts due by such insolvent bank to said Federal reserve bank, shall be 
paid to the receiver of the insolvent bank. Whenever the capital stock of a 
Federal reserve bank is reduced, either on account of a reduction in capital 
of the banks holding its stock or of the liquidation or insolvency of any 
such bank holding stock therein, the board of directors shall make and 
execute a certificate showing such reduction of capital stock and the amount 
repaid to each bank. This certificate shall be filed in the office of the 
Comptroller of the Currency. 


DIVISION OF EARNINGS 


Sec. 7. The earnings of each Federal reserve bank shall be disposed of 
in the following manner : 

After the payment of all expenses and taxes, the shareholders shall be 
entitled to receive an annual dividend of five per centum on the paid-in 
capital, which dividend shall be cumulative. One-half of the net earnings 
shall be paid into the surplus fund until said fund shall amount to twenty 
per centum of the paid-in capital of such bank, and the remaining one-half 
shall be paid to the United States; and whenever and so long as the surplus 
fund of such Federal reserve bank amounts to twenty per centum of the 
paid-in capital and the shareholders shall have received the dividends at’ 
the rate of five per centum per annum hereinbefore provided for, all excess 
earnings shall be paid to the United States. 

Every Federal reserve bank incorporated under the terms of this Act 
shall be exempt from Federal, State, and local taxation, except in respect 
to taxes upon real estate. 

Sec. 8. That any national banking association heretofore organized may 
at any time within one year from the passage of this Act, and with the 
approval of the Comptroller of the Currency, be granted, as herein pro- 
vided, all the rights, and be subject to all the liabilities, of national banking 
associations organized subsequent_to the passage of this Act: Provided, 
That such action on the part of such associations shall be authorized by 
the consent in writing of shareholders owning not less than a majority of 
the capital stock of the association. Any national banking association now 
organized which shall not, within one year after the passage of this Act, 
become a national banking association under the provisions hereinbefore 
stated, or which shall fail to comply with any of the provisions of this Act, 
shall be dissolved; but such dissolution shall not take away or impair any 
remedy against such corporation, its stockholders or officers, for any liability 
or penalty which shall have previously been incurred. 

Src. 9. That any bank or banking association incorporated by special law 
of any State or of the United States, or organized under the general laws 
of any State of the United States, and having an unimpaired capital suffi- 
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cient to entitle it to become a national banking association under the pro- 
visions of this Act, may, by the consent in writing of the shareholders 
owning not less than fifty-one per centum of the capital stock of such bank 
or banking association, and with the approval of the Comptroller of the 
Currency, become a national banking association under its former name or 
by any name approved by the comptroller. The directors thereof may 
continue to be the directors of the association so organized until others are 
elected or appointed in accordance with the provisions of the law. When 
the comptroller has given to such bank or banking association a certificate 
that the provisions of this Act have been complied with, such bank or 
banking association, and all its stockholders, officers, and employees, shall 
have the same powers and privileges, and shall be subject to the same 
duties, liabilities, and regulations, in all respects, as shall have been pre- 
scribed for associations originally organized as national banking associations 
under this Act. 


STATE BANKS AS MEMBERS 


Sec. 10. That from and after the passage of this Act any bank or bank- 
ing association or trust company incorporated by special law of any State, 
or organized under the general laws of any State or the United States, may 
make application to the Federal Reserve Board hereinafter created for the 
right to subscribe: to the stock of the Federal reserve bank organized within 
the Federal reserve district where located. The Federal Reserve Board 
may, at its discretion, subject to the provisions of this section, entitle such 
applying bank to become a stockholder in the Federal reserve bank of the 
district in which such applying bank is located, or at its discretion may 
reject such application. Whenever the Federal Reserve Board may entitle 
such an applying bank to become a stockholder in the Federal reserve bank 
of the district in which the applying bank is located, stock shall be issued 
and paid for under the rules and regulations in this Act provided for national 
banks which become stockholders in Federal reserve banks. 

It shall be the duty of the Federal Reserve Board to establish by-laws 
for the general government of its conduct in acting upon applications made 
by the State banks and banking associations and trust companies herein- 
before referred to for stock ownership in Federal reserve banks. Such 
by-laws shall require of applying banks not organized under Federal law 
that they comply with the reserve requirements and submit to the inspection 
and regulation provided in this Act. No such applying bank shall be 
admitted to stock ownership in a Federal reserve bank unless it possesses 
a paid-up unimpaired capital ‘sufficient to entitle it to become a national 
banking association in the place where it is situated, under the provisions of 
the national banking Act, and conforms to the provisions herein prescribed 
for national banking associations of similar capitalization. 

If at any time it shall appear to the Federal Reserve Board that a bank- 
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ing association or trust company organized under the laws of any State or 
of the United States has failed to comply with the provisions of this sec- 
tion, it shall be within the power of the said board to require such banking 
association or trust company to surrender its stock in the Federal reserve 
bank in which it holds shares upon receiving from such bank the then book 
value of the said shares in current funds, and said Federal reserve bank 
shall upon notice from the Federal Reserve Board be required to suspend 
the designated banking association or trust company from further privileges 
of rediscount, and shall within thirty days of such notice cancel and retire 
its shares and make payment therefor in the manner herein provided. 


FEDERAL RESERVE BOARD 


Sec. 11. There shall be created a Federal Reserve Board, which shall 
consist of seven members, including the Secretary of the Treasury, the 
Secretary of Agriculture, and the Comptroller of the Currency, who shall be 
members ex officio, and four members chosen by the President of the United 
States, by and with the advice and consent of the Senate. The four mem- 
bers of the Federal Reserve Board thosen by the President and confirmed 
as aforesaid shall each receive an annual salary of $10,000; and the Comp- 
troller of the Currency, as ex officio member of said Federal Reserve Board, 
shall, in addition to the salary now paid him as comptroller, receive the 
sum of $5,000 annually for his services as a member of said board. Of 
those thus appointed by the President at least one shall be a person 
experienced in banking; and of those first appointed, one shall serve for 
two, one for four, one for six, and one for eight years, respectively, and 
thereafter each member so appointed shall serve for a term of eight years. 
Of the four persons thus appointed, one of such members is to be designated 
as governor, one as vice governor, and one as secretary of the Federal 
Reserve Board. The governor of the Federal Reserve Board,’ subject to 
the supervision of the Secretary of the Treasury and board, shall be the 
active managing officer of the Federal Reserve Board. He shall be subject 
to removal by the President upon a statement of the reasons for such 
removal. 

The Federal Reserve Board shall have power to levy semiannually upon 
the Federal reserve banks, in proportion to capital, an assessment sufficient 
to pay its estimated expenses for the half year succeeding the levying of 
such assessment, together with any deficit carried forward from the pre- 
ceding half year. 

That the first meeting of the Federal Reserve Board shall be held in 
Washington, District of Columbia, as soon as may be after the passage of 
this Act, and after the organization of Federal reserve banks in the several 
districts, as herein provided, at a date to be fixed by the reserve organization 
committee hereinbefore created. The Secretary of the Treasury shall be ex 
officio chairman of the Federal Reserve Board. No member of the Federal 
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Reserve Board shall continue to hold office or to act as a director of any 
bank or banking institution or Federal reserve bank; and before entering 
upon his duties as a member of the Federal Reserve Board he shall certify 
under oath to the Secretary of the Treasury that he has complied with this 
requirement. Whenever a vacancy shall occur among the four members 
of the Federal Reserve Board chosen by the President, as above provided, 
a successor shall be appointed by the President, with the advice and consent 
of the Senate, to fill such vacancy, and when chosen, shall hold office for 
the unexpired term of the member whose place he is selected to fill. 

That section three hundred and twenty-four of the Revised Statutes of 
the United States be amended so as to read as follows: “There shall be 
in the Department of the Treasury a bureau charged, except as in this Act 
otherwise provided, with the execution of all laws passed by Congress 
relating to the issue and regulation of currency issued by national banking 
associations, the chief officer of which bureau shall be called the Comptroller 
of the Currency, and shall perform his duties under the general direction of 
the Secretary of the Treasury, acting as the chairman of the Federal 
Reserve Board.” ; 

Sec. 12. That the Federal Reserve Board hereinbefore established shall 
be authorized and empowered: 

(a) To examine at its discretion the accounts and books of each Federal 
reserve bank and to require such statements and reports as it deems 
necessary. 

(b) To require or on application to permit a Federal reserve bank to 
rediscount the paper of any other Federal reserve bank. 

(c) To establish each week, or as much oftener as required, a rate of 
discount which shall be mandatory upon each Federal reserve bank and for 
each class of paper: Provided, That said rate of discount need not be 
uniform for all Federal reserve banks; but shall be made with a view to 
accommodating the commerce of the country and promoting a stable price 
level. 

(d) To suspend for a period not exceeding thirty days (and to renew 
such suspension for periods not to exceed fifteen days) any and every reserve 
requirement specified in this Act. 

(e) To supervise and regulate the issue of Treasury notes to Federal 
reserve banks. 

(f) To add to the number of cities classified as reserve and central 
reserve cities under existing law in which national banking associations are 
subject to the reserve requirements set forth in section twenty-one of this 
Act; or to reclassify existing reserve and central reserve cities and to 
designate the banks therein situated as country banks at its discretion. 

(g) To require the removal of officials of Federal reserve banks for 
incompetency, dereliction of duty, fraud, or deceit. 
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(h) To require the writing off of doubtful or worthless assets upon 
the books and balance sheets of Federal reserve banks. 

(i) To suspend the-further operations of any Federal reserve bank and 
appoint a receiver therefor. 

(j) To perform the duties, functions, or services specified or implied 
in this Act. 


REDISCOUNTS 


Sec. 13. That any Federal reserve bank may receive from any of its 
stockholders deposits of current funds in lawful money, national-bank notes, 
Federal reserve notes or checks, and drafts upon solvent banks, domestic 
and foreign. 

Upon the indorsement of any member bank any Federal reserve bank 
may discount notes and bills of exchange arising out of commercial 
transactions; that is, notes and bills of exchange issued or drawn for agri- 
cultural, industrial, or commercial purposes, the Federal Reserve Board to 
have the right to determine or define the character of the paper thus 
eligible for discount, withinethe meaning of this Act; but such definition 
shall not include notes or bills issued or drawn for the purpose of carrying 
or trading in stocks, bonds, or other investment securities, except notes or 
bills having a maturity of not exceeding four months and secured by United 
States bonds or bonds issued by any State, county, or municipality of the 
United States. Notes and bills admitted to discount under the terms of 
this paragraph must have a maturity of not more than forty-five days. 

Upon the indorsement of any member bank any Federal reserve bank 
may discount the paper of the classes hereinbefore described having a 
maturity of more than forty-five and not more than one hundred and twenty 
days, when its own cash reserve exceeds thirty-three and one-third per cent 
of its total outstanding demand liabilities; but not more than fifty per cent 
of the total paper so discounted for any depositing bank shall have a 
maturity of more than sixty days. 

Upon the indorsement of any bank having a deposit with it any Federal 
reserve bank may discount acceptances of depositing banks which are based 
on the exportation or importation of goods or on travelers’ credits and which 
mature in not more than ninety days and bear the signature of at least one 
member bank in addition to that of the acceptor. The amount so dis- 
counted shall at no time exceed one-half the capital of the bank for which 
the rediscounts are made. The aggregate of such notes and bills bearing 
the signature or indorsement of any one person, company, firm, or corpora- 
tion rediscounted for any one bank shall at no time exceed ten per centum 
of the unimpaired capital and surplus of said bank. 

Any national bank may, at its discretion, accept drafts or bills of 
exchange drawn upon it having not more than four months to run and 
growing out of the transactions involving the importation or exportation 
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of goods or the issue of travelers’ letters of credit; but no bank: shall 
accept such bills to an amount equal in the aggregate to more than one-half 
. the face value of its paid-up and unimpaired capital. 

Sec. 14. Whenever in the opinion of the Federal Reserve Board, upon 
application jointly and directly made to the Secretary of the Treasury by 
not less than ten national banks in one district, the public interest so 
requires, the Federal Reserve Board may authorize the reserve bank of the 
district to discount the direct obligations of member banks, secured by the 
pledge and deposit of satisfactory securities; but in no case shall the 
amount so loaned by a Federal reserve bank exceed three-fourths of the 
actual value of the securities so pledged or one-half the amount of the 
paid-up and unimpaired capital of the member bank. 


OpEN-MARKET OPERATIONS 


Sec. 15. That any Federal reserve bank may, under rules and regulations 
prescribed by the Federal Reserve Board, purchase in the open market, 
either from domestic or foreign banks or individuals, bankers’ bills and bills 
of exchange of the kinds and maturities by this Act made eligible for 
rediscount. ; ' 

Every Federal reserve bank shall have power (a) to deal in gold coin 
and bullion both at homeeand abroad, to make loans thereon, and to con- 
tract for loans of gold coin or bullion, giving therefor, when necessary, 
acceptable security, including the hypothecation of United States bonds; 
(b) to invest in United States bonds and in short-time obligations of the 
United States or its dependencies or of any State or foreign Government ; 
(c) to purchase from member banks and to sell, with or without its indorse- 
ment, checks or bills of exchange arising out of commercial transactions, as 
hereinbefore defined, payable in foreign countries; but such bills of exchange 
must have not exceeding ninety days to run and must bear the signature of 
two or more responsible parties, of which the last shall be that of a sub- 
scribing bank; and (d) with the consent of the Federal Reserve Board, to 
open and maintain banking accounts in foreign countries and establish 
agencies in such countries wheresoever it may deem best for the purpose of 
purchasing, selling, and collecting foreign bills of exchange, and to buy and 
sell with or without its indorsement, through such correspondents or 
agencies, checks or prime foreign bills of exchange arising out of com- 
mercial transactions which have not exceeding ninety days to run and which 
bear the signature of two or more responsible parties. 


GOVERNMENT DEPOSITS 


Src. 16. That all moneys now held in the general fund of the Treasury 
shall, upon the direction of the Secretary of the Treasury, within twelve 
months of the passage of this Act, be deposited in Federal reserve banks, 
which shall act as fiscal agents of the United States; and thereafter the 
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revenues of the Government shall be regularly deposited in such banks, and 
disbursements shall be made by checks drawn against such deposits. 

The Secretary of the Treasury shall, from time to time, apportion the 
funds of the Government among the said Federal reserve banks, and may, 
at his discretion, charge interest thereon and fix, from month to month, a 
rate which shall be regularly paid by the banks holding such deposit: 
Provided, That no Federal reserve bank shall pay interest upon any deposits 
except those of the United States. 

The Government of the United States and the banks depositing in the 
Federal reserve banks shall be the only depositors in said reserve banks. 
All domestic transactions of the Federal reserve banks involving the creation 
of deposit accounts shall be confined to the Government and the depositing 
banks, with the exception of the purchase or sale of Government or State 
securities, or securities of foreign Governments, or of gold coin or bullion. 


Note Issues 


Sec. 17. That an issue of Federal reserve Treasury notes not to exceed 
$500,000,000 is hereby authorized. The said notes shall purport on their 
faces to be the obligations of the United States, and shall be issued, at the 
discretion of the Federal Reserve Board, and solely for the purpose of 
making advances to Federal reserve banks, as hereinafter set forth. They 
shall be receivable for all taxes, customs, and other public dues, and shall 
be redeemed in gold on demand at the Treasury Department in the city of 
Washington, District of. Columbia, or at any Federal reserve bank; and 
when deposited with such bank for redemption may be charged off by said 
bank against Treasury balances on its books, or may be paid out of its 
lawful money funds specifically set apart for their redemption. 

Any Federal reserve bank may, upon vote of its directors, make applica- 
tion to the Federal Reserve Board through the local Federal reserve agent 
for such amount of the Treasury notes hereinbefore provided for as it may 
deem best. Such application shall be accompanied with a tender to the 
local reserve agent of collateral security to protect the notes for which appli- 
cation is made, equal in amount to the sum of the notes thus applied for. 
The collateral security thus offered shall be notes and bills accepted for 
rediscount under the provisions of section thirteen of this Act, and the 
Federal Reserve Board shall be authorized at any time to call upon a 
Federal reserve bank for additional deposits of security. 

Whenever any Federal reserve bank shall pay out or disburse Federal 
reserve Treasury notes of the issue herein provided it shall hold in its own 
vaults gold or lawful money equal in amount to thirty-three and one-third 
per centum of the Treasury notes so paid out,by it. The Federal Reserve 
Board shall have power, in its discretion to require Federal reserve banks 
to maintain on deposit in the Treasury of the United States a sum in gold 
or lawful money equal to five per centum of whatever amount of Federal 
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reserve Treasury notes may be issued to them under the provisions of this 
Act; but such five per centum shall be counted and included as part of the 
thirty-three and one-third per centum reserve hereinbefore required. It 
shall also have the right to grant in whole or in part or to reject entirely 
the application of any Federal reserve bank for Federal reserve Treasury 
notes; but to the extent and in the amount that such application may be 
granted the Federal Reserve Board shall, through its local Federal agent, 
deposit Treasury notes with the bank so applying, and such bank shall be 
charged with the amount of such notes and shall pay such rate of interest 
on said amount as may be established by the Federal Reserve Board, and 
the amount of such Treasury notes so issued to any such bank shall, upon 
delivery, become a first and paramount lien on all the assets of such bank. 

Any Federal reserve bank may at any time reduce its liability for out- 
standing Federal reserve Treasury notes by the deposit of Federal reserve 
Treasury notes whether issued to such bank or to some other member bank, 
other lawful money of the United States, or gold bullion, with the Treasurer 
of the United States, and such reduction shall be accompanied by a cor- 
responding reduction in the reserve fund of lawful money set apart for the 
redemption of said notes and by the release of a corresponding amount of 
the collateral security deposited with the local Federal reserve agent. 

Any Federal reserve bank may at its discretion withdraw collateral 
deposited with the local Federal reserve agent for the protection of Federal 
reserve Treasury notes deposited with it and shall at the same time substi- 
tute other collateral of equal value approved by the Federal reserve agent 
under regulations to be prescribed by the Federal Reserve Board. 

It shall be the duty of every Federal reserve bank to receive on deposit, 
at par and without charge for exchange or collection, checks and drafts 
drawn by any of its depositors upon any other depositor and checks and 
drafts drawn by any depositor in any other Federal reserve bank upon 
funds to the credit of said depositor in said reserve bank last mentioned. 
The Federal Reserve Board shall make and promulgate from time to time 
regulations governing the transfer of funds at par among Federal reserve 
banks, and may at its discretion exercise the functions of a clearing house 
for such Federal reserve banks, and may also require each such bank to 
exercise the functions of a clearing house for its shareholding banks. 

Any Federal reserve bank may at its discretion withdraw collateral 
deposited with the local Federal reserve agent for the protection of Federal 
reserve Treasury notes deposited with it and shall at the same time substi- 
tute other collateral of equal value approved by the Federal reserve agent 
under regulations to be prescribed by the Federal Reserve Board. 


BANK RESERVES 


Sec. 18. That within sixty days from and after the date when the Secre- 
tary of the Treasury shall have officially announced, in such manner as he 
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shall elect, the fact that a Federal reserve bank has been established, every 
national banking association shall establish with the Federal reserve bank 
of its district a credit balance on the books of the latter institution equal 
to not less than three per centum of its own total demand liabilities, exclu- 
sive of circulating notes, and at the end of fourteen months from the date 
fixed by the Secretary of the Treasury shall increase the said three per 
centum to five per centum. Such balance may at any time be increased, but 
shall at no time be allowed to fall below the amounts aforesaid. 

From and after the date set by the Secretary of the Treasury and 
officially announced by him as hereinbefore provided, it shall be, the duty 
of national banking associations now classified as country banks and situated 
outside of central reserve and reserve cities to maintain a reserve equal to 
fifteen per centum of the aggregate amount of their deposits. Such reserve 
shall consist of five per centum of lawful money held actually in their own 
vaults and for a period of fourteen months from the date aforesaid shall 
consist of at least three per centum and thereafter of at least five per 
centum, with its district Federal reserve bank. The remainder of the fifteen 
per centum reserve hereinbefore required may for a period of thirty-six 
months from and after the date set by the Secretary of the Treasury, as 
hereinbefore provided, consist of balances due to a national bank in reserve 
or central reserve cities as now defined by law. From and after a date 
thirty-six months subsequent to the date set by the Secretary of the Treasury, 
as hereinbefore provided, the said remainder of the fifteen per centum 
reserve required of country banks shall consist either of lawful money in 
its own vaults or of balances on deposit with the Federal reserve bank of its 
district, or both. 


BANKS IN RESERVE CITIES 


From and after the date set by the Secretary of the Treasury for the 
incorporation of the Federal reserve bank within such district it shall be 
the duty of the national banks in such reserve cities to maintain for a period 
of twenty-six months a reserve of twenty-five per centum of their out-_ 
standing deposits and for twelve months thereafter a reserve of twenty-two 
and one-half per centum, and at the end of thirty-eight months, and per- 
manently thereafter, a reserve of twenty per centum of their outstanding 
deposits. For sixty days from the date set by the Secretary for the 
organization of the reserve bank in such district each national bank in the 
reserve cities shall maintain in its own vaults, in lawful money, a sum equal 
to twelve and one-half per centum of its outstanding deposits and thereafter 
a sum of lawful money equal to ten per centum of its deposits. The 
additional legal reserve above the lawful money required in its own vaults 
may be kept either with the Federal reserve bank or with a reserve agent 
in the central reserve cities, for a period not exceeding thirty-six months 
from the organization of the Federal reserve bank in such district: 
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Provided, however, That the requirement of a balance of three per centum 
and five per centum, respectively, of its deposits with the Federal reserve 
bank of its district, as hereinbefore provided, shall not be diminished. 


CENTRAL RESERVE City BANKS 


The national banks in central reserve cities, for a period of fourteen 
months, shall maintain a reserve, in lawful money, equal to twenty-five per 
centum of their deposits and thereafter, for a further period of twelve 
months, a reserve in lawful money equal to twenty-two and one-half per 
centum of their deposits and after twenty-six months they shall maintain a 
reserve in lawful money equal to twenty per centum of their outstanding 
deposits. For a period of sixty days after the passage of this Act each 
such bank shall maintain, in its own vaults, in lawful money, a sum equal 
to twenty per centum of its deposits, and thereafter, in lawful money, ten 
per centum of its deposits. It shall be optional with such banks to keep 
their reserve, in addition to the lawful money required to be kept by them 
as aforesaid, either in their own vaults or as a deposit with the Federal 
reserve bank of the district in which such national bank is located: 
Provided, however, That the requirement of a balance of three per centum 
and five per centum respectively, with the Federal reserve bank of its dis- 
trict, as hereinbefore provided, shall not be diminished. 

Sec. 19. That so much of sections two and three of the Act of June 
twentieth, eighteen hundred and seventy-four, entitled “An Act fixing the 
amount of United States notes, providing for a redistribution of the 
national bank currency, and for other purposes,” as provides that the fund 
deposited by any national banking association with the Treasurer of the 
United States for the redemption of its notes shall be counted as a part of 
its lawful reserve as provided in the Act aforesaid, be, and the same is 
hereby, repealed. And from and after the passage of this Act such fund 
of five per centum shall in no case be counted by any national banking 
association as a part of its lawful reserve. 

Sec. 20. That every Federal reserve bank shall at all times have on hand 
in its own vaults, in gold or lawful money, a sum equal to not less than 
thirty-three and one-third per centum of its outstanding demand liabilities, 
which shall at the same time be not less than thirty-three and one-third 
per centum of its outstanding Federal reserve notes. 


BANK EXAMINATIONS 


Src. 21. That the examination of the affairs of every national banking 
association authorized by existing law shall take place at least twice in 
each calendar year and as much oftener as the Federal Reserve Board shall 
consider necessary in order to furnish a full and complete knowledge of its 
condition. The Secretary of the Treasury may, however, at any time 
direct the holding of a special examination. The person assigned to the 
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making of such examination of the affairs of any national banking associa- 
tion shall have power to call together a quorum of the directors of such 
association, who shall, under oath, state to such examiner the character and 
circumstances of such of its loans or discounts as he may designate; and 
from and after the passage of this Act all bank examiners shall receive 
fixed salaries, the amount whereof shall be determined by the Federal 
Reserve Board and shall be annually reported to Congress. But the expense 
of the examinations herein provided for shall be assessed by the Federal 
Reserve Board upon the associations examined in proportion to assets or 
resources held by such associations upon a date during the year in which 
such examinations are held to be established by the Federal Reserve Board. 
The Comptroller of the Currency shall so arrange the duties of national 
bank examiners that no two successive examinations of any association shall 
be made by the same examiner. 

In addition to the examinations made and conducted by the Comptroller 
of the Currency, every Federal reserve bank may, with the approval of the 
Federal Reserve Board, arrange for special or periodical examination of the 
member banks within its district. Such examination shall be so conducted 
as to inform the Federal reserve bank under whose auspices it is carried 
on of the condition of its member banks and of the lines of credit which are 
being extended by them. Every Federal reserve bank shall at all times be 
bound to furnish to the Federal Reserve Board such information as may be 
demanded by the latter concerning the condition of any national banking 
association organized within the district in which the said Federal reserve 
bank is located, and it shall have power at all times to order special examina- 
tions without notice, for the purpose of ascertaining the condition of a 
member bank. 

The Federal Reserve Board shall as often as it deems best, and in any 
case not less frequently than four times each year, order an examination 
of national banking associations in reserve cities. Such examinations shall 
show in detail the total amount of loans made by each bank on demand, 
on time, and the different classes of collateral held to protect the various 
loans. 

Sec, 22. That no national bank shall hereafter make any loan or grant 
any gratuity to any examiner of such bank. Any bank offending against 
this provision shall be deemed guilty of a misdemeanor and shall be fined 
not more than $1,000, and a further sum equal to the money so loaned or 
gratuity given; and the officer or officers of a bank making such loan or 
granting such gratuity shall be likewise deemed guilty of a misdemeanor 
and shall be fined not to exceed $500. Any examiner accepting a loan or 
gratuity from any bank examined by him shall be deemed guilty of a mis- 
demeanor and shall be fined not more than $500, and a further sum equal 
to the money so loaned or gratuity given; and shall forever thereafter be 
disqualified from holding office as a national-bank examiner. No national- 
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bank examiner shall perform any other service for compensation while 
holding such office. 

No officer or director of a national bank shall receive or be beneficiary, 
either directly or indirectly, ‘of any fee, brokerage, commission, gift, or: 
other consideration for or on account of any loan, purchase, sale, payment, 
exchange, or transaction made by or on behalf of a national bank of which 
he is such officer or director. Any person violating any provision of this 
Act shall be punished by a fine of not exceeding $5,000, or by a term in 
the penitentiary not exceeding three years, or both such fine and imprison- 
ment. : 

Sec. 23. That from and after the passage of this Act the stockholders of 
every national banking association shall be held individually responsible for 
all contracts, debts, and engagements of such association, each to the amount 
of his stock therein, at the par value thereof in addition to the amount 
invested in such stock. The stockholders in any national banking associa- 
tion who shall have transferred their shares or registered the transfer 
thereof within sixty days next before the date of the failure of such asso- 
ciation to meet its obligations shall be liable to the same extent as if they 
had made no such transfer; but this provision shall not be construed to 
affect in any way any recourse which such shareholders might otherwise 
have against those in whose names such shares are registered at the time 
of such failure. Section fifty-one hundred and fifty-one, Revised Statutes 
of the United States, is hereby reenacted except in so far as modified by 
this section. 


Loans oN Farm LANDS 


Sec. 24. That any national banking association not situated in a reserve 
city or central reserve city may make loans secured by improved and 
unencumbered farm land, and so much of section fifty-one hundred and 
thirty-seven of the Revised Statutes as prohibits the making of such loans 
by banks so situated shall be, and the same is hereby, repealed; but no such 
loan shall be made for a longer time than nine months, nor for an amount 
exceeding fifty per centum of the actual value of the property offered as 
security, and such property shall be situated within the Federal reserve 
district in which the bank is located. Any such bank may make such loans 
in an aggregate sum equal to twenty-five per centum of its capital and 
surplus, or fifty per centum of its time deposits. 

The Federal Reserve Board shall have power from time to time to add 
to the list of cities in which national banks shall not be permitted to make 
loans secured upon real estate in the manner described in this section. 


ForEIGN BRANCHES 


Sec. 25. That any national banking association possessing a capital of 
$1,000,000 or more may file application with the Federal Reserve Board, 
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upon such conditions and under such circumstances as may be prescribed by 
the said board, for the purpose of securing authorization to establish 
branches in foreign countries for the furtherance of the foreign commerce 
of the United States and to act, if required to do so, as fiscal agents of the 
United States. Such application shall specify, in addition to the name and 
capital of the banking association filing it, the foreign country or countries 
or the dependencies of the United States where the banking operations 
proposed are to be carried on and the amount of capital set aside by the 
said banking association filing application for the conduct of its foreign 
business at the branches proposed by it to be established in foreign countries. 
The Federal Reserve Board shall have power to reject such application if, 
in its judgment, the amount of capital proposed to be set aside for the 
conduct of foreign business is inadequate or if for other reasons the grant- 
ing of such application is deemed inexpedient. 

Every national banking association which shall receive authorization ta 
establish branches in foreign countries shall be required at all times to 
furnish information concerning the condition of such branches to the 
Comptroller of the Currency upon demand, and the Federal Reserve Board 
may order special examinations of the said foreign branches at such time 
or times as it may deem best. Every such national banking association 
shall conduct the accounts of each foreign branch independently of the 
accounts of other foreign branches established by it and of its home office, 
and shall at the end of each fiscal period transfer to its general ledger the 
profit or loss accruing at each such branch as a separate item. 

Sec. 26, That all provisions of law inconsistent with or superseded by 
any of the provisions of this Act, be, and the same are hereby, repealed. 


Haul ea IN DMD Ca AG 


GLA oo DIL AS INTRODUCED IN Cin tOUSE OF 
REPRESENTATIVES, JUNE 26, 1913 


A BILL 


To provide for the establishment of Federal reserve banks, for furnishing 
an elastic currency, affording means of rediscounting commercial paper, 
and to establish a more effective supervision of banking in the United 
States, and for other purposes. 

Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That the short title of this Act 
shall be the “Federal Reserve Act.” 


FEpERAL RESERVE DISTRICTS 


Src. 2. That within ninety days after the passage of this Act, or as 
soon thereafter as practicable, the Secretary of the Treasury, the Secretary 
of Agriculture, and the Comptroller of the Currency, acting as “The 
Reserve-Bank Organization Committee,’ shall designate from among the 
reserve cities now authorized by law a number of such cities to be known as 
Federal reserve cities, and shall divide the continental United States into 
districts, eacn district to contain one of such Federal reserve cities: 
Provided, That the districts shall be apportioned with due regard to the 
convenience and customary course of business of the community and shall 
not necessarily coincide with the area of such State or States as may be 
wholly or in part included in any given district. The districts thus created 
may be readjusted and new districts may from time to time be created 
by the Federal Reserve Board hereinafter established, acting upon a joint 
application made by not less than ten national banks situated within one of 
the existing districts. The districts thus constituted shall be known as 
Federal reserve districts and shall be designated by number according to 
the pleasure of the organization committee. 

The organization committee shall, in accordance with regulations to be 
established by itself, proceed to organize in each of the reserve cities 
designated as hereinbefore specified a Federal reserve bank. Each such 
Federal reserve bank shall include in its title the name of the city in which 
it is situated, as “Federal Reserve Bank of Chicago,” and so forth. The 
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total number of reserve cities designated by the organization committee 
shall be not less than twelve, and the organization committee shall be 
authorized to employ counsel and expert aid, to take testimony, to send for 
persons and papers, to administer oaths, and to make such investigations 
as may be deemed necessary by the said committee for the purpose of 
determining the number of reserve cities to be designated. 

Every national bank located within a given district shall be required to 
subscribe to the capital stock of the Federal reserve bank of that district a 
sum equal to twenty per centum of its unimpaired capital, one-half of such 
subscription to be paid in under the terms and conditions prescribed by 
the national banking Act with reference to subscriptions to the stock of 
national banking associations. The remainder of the subscriptions or any 
part thereof shall become a liability of the subscribers, subject to call and 
payment thereof whenever necessary to meet the obligations of the Federal 
reserve bank under such terms and in accordance with such regulations as 
the board of directors of said Federal reserve bank may prescribe: Provided, 
That no Federal reserve bank shall be organized with a paid-up and unim- 
paired capital at the time of beginning business less in amount than 
$5,000.000. The organization committee shall have power to appoint such 
assistants and incur such expenses in carrying out the provisions of this 
Act as it shall deem necessary, and such expenses shall be payable by the 
Treasurer of the United States upon voucher approved by the Secretary of 
the Treasury, and the sum of $100,000, or so much thereof as may be 
necessary, is hereby appropriated, out of any moneys in the Treasury not 
otherwise appropriated, for the payment of such expenses. 


Stock IssuEs 


Sec. 3. That the capital stock of each Federal reserve bank shall be 
divided into shares of $100. The outstanding capital stock shall be increased 
from time to time as subscribing banks increase their capital or as additional 
banks become subscribers, and shall be decreased as subscribing banks 
reduce their capital or leave the organization. Each Federal reserve bank 
may establish branch offices under regulations of the Federal Reserve Board 
at a point within the Federal reserve district in which it is located: Provided, 
That the total number of such branches shall not exceed one for each 
$500,000 of the capital stock of said Federal reserve bank. 


FEDERAL RESERVE BANKS 


Sec. 4. That upon duly making and filing with the Comptroller of the 
Currency a certificate in the form required and described in sections fifty- 
one hundred and thirty-four and fifty-one hundred and thirty-five, Revised 
Statutes of the United States, such Federal reserve bank shall become a 
body corporate and as such and in the name designated, respectively, in the 
organization certificate shall have power to perform all those acts and to 
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enjoy all those privileges and to exercise all those powers described in 
section fifty-one hundred and thirty-six, Revised Statutes, save in so far 
as the same shall be limited or extended, as the case may be, by the pro- 
visions of this Act. The Federal reserve bank so incorporated shall have 
succession for a period of twenty years from its organization, unless sooner 
dissolved by Act of Congress. 

Every Federal reserve bank shall be organized and conducted under the 
oversight and control of a board of directors, whose powers shall be the 
same as those conferred upon the boards of directors of national banking 
associations under existing law, except in so far as expressly provided to 
the contrary in this Act. Such board of directors shall be constituted and 
elected as hereinafter specified and shall consist of nine members, holding 
office for three years and divided into three classes, designated as classes 
AY Band C- 

Class A shall consist of three members, who shall be chosen by and 
be representative of the stock-holding banks. 

Class B shall consist of three members, who shall be representative of 
the general public intérests of the reserve district. 

Class C shall consist of three members, who shall be designated by the 
Federal Reserve Board. 

Directors of class A shall be chosen in the following manner: 

It shall be the duty of the chairman of the board of directors of the 
Federal reserve bank of the district in which each such bank is situated to 
classify the member banks of the said district who are stockholders in the 
said Federal reserve bank into three general groups or divisions. Each such 
group shall contain as nearly as may be one-third of the aggregate number 
of the banks holding stock in the Federal reserve bank of the said district 
and shall consist of banks of similar capitalization. The said groups shail 
be designated by number at the pleasure of the chairman of the Federal 
reserve bank. ; 

At a regularly called directors’ meeting of each national bank in the 
Federal reserve district aforesaid, the board of directors of such member 
bank shall elect by ballot one of its own members as a district reserve 
elector and shall certify his name to the chairman of the board of directors 
of the Federal reserve bank of the district. The said chairman shall 
establish lists of the district reserve electors, class A, thus named by banks 
in each of the aforesaid three groups and shall transmit one list to each 
such elector in each group. Every elector shall, within fifteen days of the 
receipt of the said list, select and certify to the said chairman from among 
the names on the list pertaining to his group, transmitted to him by the 
chairman, one name, not his own, as representing his choice for Federal 
reserve director, class A. The name receiving the greatest number of votes, 
not less than a majority, shall be designated by said chairman as Federal 
reserve director for the group to which he belongs. In case no candidate 
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shall receive a majority of all votes cast in any district, the chairman afore- 
said shall establish an eligible list, including the three names receiving the 
greatest number of votes on the first ballot, and shall transmit said list to 
the electors in each of the groups of banks established by him. Each elector 
shall at once select and certify to the said chairman from among the three 
names submitted to him his choice for Federal reserve director, class A, and 
the name receiving the greatest number of such votes shall be designated by 
the chairman as Federal reserve director, class A. 

Directors of class B shall be chosen at the same time and in the same 
manner hereinbefore prescribed for directors of class A, except that they 
shall in no case be officers or directors of any bank or banking association, 
and shall not accept office as such during the term of their service as 
directors of the Federal reserve bank. They shall be fairly representative 
of the commercial, agricultural or industrial interests of their respective 
districts. The Federal Reserve Board shall have power at its discretion 
to remove any director of class B in any Federal reserve bank, if it should 
appear at any time that such director does not fairly represent the com- 
mercial, agricultural or industrial interests of his district. 

Three directors belonging to class C shall be chosen directly by the 
Federal Reserve Board one of whom shall be designated by said board as 
chairman of the board of directors of the Federal reserve bank of the 
district to which he is appointed and shall be designated as “Federal reserve 
agent.” In addition to his duties as chairman of the board of directors 
of the Federal reserve bank of the district to which he is appointed, he shall 
be required to maintain under regulations to be establishe¢ by the Federal 
Reserve Board a local office of said board which shall be situated on the 
premises of the Federal reserve bank of the district. He shall make regular 
reports to the Federal Reserve Board, and shall act as its official repre- 
sentative for the performance of the functions conferred upon it by this 
Act. He shall be paid an annual compensation to be fixed by the Federal 
Reserve Board and to be paid him monthly by the Federal reserve bank to 
which he is designated. 

The Reserve Bank Organization Committee may, in organizing Federal 
reserve banks for the first time, call such meetings of bank directors in 
the several districts as may be necessary to carry out the purposé of this 
Act and may exercise the functions herein conferred upon the chairman of 
the board of directors of each Federal reserve bank pending the complete 
organization of such bank. 

At the first meeting of the full board of directors of each Federal © 
reserve bank subsequent to the organization of such bank it shall be the 
duty of the directors of classes A and B and C each to designate one of its 
members whose term of office shall expire in one year from the firs‘ of 
January nearest to date of such meeting, one whose term of office shall 
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expire at the end of two years from said date, and one whose term of office 
shall expire at the end of three years from said date. Thereafter every 
director of a Federal reserve bank chosen as hereinbefore provided shall 
hold office for a term of three years but the chairman of the board of 
directors of each Federal reserve bank designated by the Federal Reserve 
Board, as hereinbefore described, shall be removable at the pleasure of the 
said board without notice, and his successor shall hold office during the 
unexpired term of the director in whose place he was appointed. 


INCREASE AND DECREASE OF CAPITAL 

Sec. 5. That shares of the capital stock of Federal reserve banks shall 
not be transferable, nor be hypothecated ; in case a subscribing bank increases 
its capital, it shall thereupon subscribe for an additional amount of capital 
stock of the Federal reserve bank of its district equal to twenty per centum 
of the bank’s own increase of capital, paying therefor the then book value 
of the shares of the reserve bank as shown by the, last published statement 
of said bank. A bank applying for stock in a Federal reserve bank-at any 
time after the formation of the latter must subscribe for an amount of the 
capital of said reserve bank equal to twenty per centum of the capital of 
said subscribing bank, paying therefor its then book value as shown by the 
last published statement of said reserve bank. When the capital of any 
Federal reserve bank has been increased, either on account of the increase 
of capital of the banks holding stock therein or on account of the increase 
in the number of stockholding banks, the board of directors shall make and 
execute a certificate to the Comptroller of the Currency showing said in- 
crease in capital, the amount paid in, and by whom paid. In case a sub- 
scribing bank reduces its capital it shall surrender a proportionate amount 
of its holdings in the capital of said Federal reserve bank, and if a bank 
goes into voluntary liquidation it shall surrender all of its holdings of the 
capital of said Federal reserve bank. In either case the shares surrendered 
shall be canceled and the bank shall receive in payment therefor a sum 
equal to their then book value as shown by the last published statement of 
said Federal reserve bank. 

Sec. 6. That if any shareholder of a Federal reserve bank shall become 
insolvent and a receiver be appointed the stock held by it in said Federal 
reserve bank shall be canceled, and the balance of its value, after paying 
all debts due by such insolvent bank to said Federal reserve bank, shall he 
paid to the receiver of the insolvent bank. Whenever the capital stock of 
a Federal reserve bank is reduced, either on account of a reduction in capital 
of the banks holding its stock or of the liquidation or insolvency of any such 
bank holding stock therein, the board of directors shall make and execute 
-a certificate to the Comptroller of the Currency showing such reduction of 
capital stock and the amount repaid to each bank. 
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Division oF EARNINGS 


Sec. 7. That the earnings of each Federal reserve bank shall be dis- _ 
posed of in the following manner : 

After the payment of all expenses and taxes, the shareholders shall be 
entitled to receive an annual dividend of five per centum on the paid-in 
capital, which dividend shall be cumulative. One-half of the net earnings, 
after dividend claims, as hereinbefore provided, have been met, shall be 
paid into the surplus fund until said fund shall amount to twenty per 
centum of the paid-in capital of such bank, and the remaining one-half shall 
be paid to the United States; and whenever and so long as the surplus 
fund of such Federal reserve bank amounts to twenty per centum of the 
paid-in capital and the shareholders shall have received the dividends at the 
rate of five per centum per annum hereinbefore provided for, all excess 
earnings shall be paid to the United States. 

Every Federal reserve bank incorporated under the terms of this Act 
shall be exempt from Federal, State, and local taxation, except in respect 
to taxes upon real estate. 

Sec. 8. That any national banking association heretofore organized may 
at any time within one year from the passage of this Act, and with the 
approval of the Comptroller of the Currency, be granted, as herein pro- 
vided, all the rights, and be subject to all the liabilities, of national bank- 
ing associations organized subsequent to the passage of this Act: Provided, 
That such action on the part of such associations shall be authorized by 
the consent in writing of shareholders owning not less than a majority of 
the capital stock of the association. Any national banking association now 
organized which shall not, within one year after the passage of this Act, 
become a national banking association under the provisions hereinbefore 
stated, or which shall fail to comply with any of the provisions of this Act, 
shall be dissolved; but such dissolution shall not take away or impair any 
remedy against such corporation, its stockholders or officers, for any lia- 
bility or penalty which shall have previously been incurred. 

Sec. 9. That any bank or banking association incorporated by special 
law of any State or of the United States, or organized under the general 
Jaws of any State of the United States, and having an unimpaired capital 
sufficient to entitle it to become a national banking association under the 
provisions of this Act, may, by the consent in writing of the shareholders 
owning not less than fifty-one per centum of the capital stock of such bank 
or banking association, and with the approval of the Comptroller of the 
Currency, become a national banking association under its former name or 
by any name approved by the comptroller. The directors thereof may con- 
tinue to be the directors of the association so organized until others are 
elected or appointed in accordance with the provisions of’ the law. When 
the comptroller has given to such bank or banking association a certificate 
that the provisions of this Act have been complied with, such bank or bank- 
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ing association, and all its stockholders, officers, and employees, shall have 
the same powers and privileges, and shall be subject to the same duties, 
liabilities, and regulations, in all respects, as shall have been prescribed for 
associations originally organized as national banking associations under 
this Act. 


STATE BANKS AS¢MEMBERS 


Sec. 10. That from and after the passage of this Act any bank or bank- 
ing association or trust company incorporated by special law of any State, 
or organized under the general laws of any State or the United States, may 
make application to the Federal Reserve Board hereinafter created for the 
right to subscribe to the stock of the Federal reserve bank organized within 
the Federal reserve district where located. The Federal Reserve Board 
may, at its discretion, subject to the provisions of this section, entitle such 
applying bank to become a stockholder in the Federal reserve bank of the 
district in which such applying bank is located, or at its discretion may 
reject such application or cancel the membership of a bank. Whenever 
the Federal Reserve Board may entitle such an applying bank to become 
a stockholder in the Federal reserve bank of the district in which the 
applying bank is located, stock shall be issued and paid for under the rules 
and regulations in this Act provided for national banks which become 
stockholders in Federal reserve banks. 

It shall be the duty of the Federal Reserve Board to establish by-laws 
for the general government of its conduct in acting upon applications made 
by the State banks and banking associations and trust companies herein- 
before referred to for stock ownership in Federal reserve banks. Such 
by-laws shall require of applying banks not organized under Federal law | 
that they comply with the reserve requirements and submit to the inspection 
and regulation provided in this Act. No such applying bank shall be ad- 
mitted to stock ownership in a Federal reserve bank unless it possesses a 
paid-up unimpaired capital sufficient to entitle it to become a national bank- 
ing association in the place where it is situated, under the provisions of the 
national banking Act, and conforms to the provisions herein prescribed for 
national banking associations of similar capitalization and to the regulations 
of the Federal Reserve Board. 

If at any time it shall appear to the Federal Reserve Board that a 
banking association or trust company organized under: the laws of any 
State or of the United States has failed to comply with the provisions of 
this section or the regulations of the board, it shall be within the power of 
the said board to require such banking association or trust company to sur- 
render its stock in the Federal reserve bank in which it holds shares upon 
receiving from such bank the then book value of the said shares in current 
funds, and said Federal reserve bank shall upon notice from the Federal 
Reserve Board be required to suspend the designated banking association 
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or trust company from further privileges of membership, and shall within 
thirty days of such notice cancel and retire its shares and make payment 
therefor in the manner herein provided. 


FEDERAL RESERVE BOARD 


Sec. 11. That there shall be created a Federal Reserve Board, which 
shall consist of seven members, including the Secretary of the Treasury, 
the Secretary of Agriculture, and the Comptroller of the Currency, who 
shall be members ex officio, and four members chosen by the President of 
the United States, by and with the advice and consent of the Senate. The 
four members of the Federal Reserve Board chosen by the President and 
confirmed as aforesaid shall each receive an annual salary of $10,000; and 
the Comptroller of the Currency, as ex officio member of said Federal 
Reserve Board, shall, in addition to the salary now paid him as comptroller, 
receive the sum of $5,000 annually for his services as a member of said 
board. Of those thus appointed by the President at least one shall be a 
person experienced in banking; and one shall serve for two, one for four, 
one for six, and one for eight years, respectively, and thereafter each mem- 
ber so appointed shall serve for a term of eight years unless sooner removed 
for cause by the President. Of the four persons thus appointed, one shall 
be designated governor’ and one vice governor of the Federal Reserve 
Board. The governor of the Federal Reserve Board, subject to the super- 
vision of the. Secretary of the Treasury and board, shall be the active 
managing officer of the Federal Reserve Board. 

The Federal Reserve Board shall have power to levy semiannually upon 
the Federal reserve banks, in proportion to capital, an assessment sufficient 
to pay its estimated expenses for the half year succeeding the levying of 
such assessment, together with any deficit carried forward from the pre- 
ceding half year. 

The first meeting of the Federal Reserve Board shall be held in Wash- 
ington, District of Columbia, as soon as may be after the passage of this 
Act, and after the organization of Federal reserve banks in the several 
districts, as herein provided, at a date to be fixed by the Reserve Bank 
Organization Committee hereinbefore created. The Secretary of the Treas- 
ury shall be ex officio chairman of the Federal Reserve Board. No mem- 
ber of the Federal Reserve Board shall continue to hold office or to act as 
a director of any bank or banking institution or Federal reserve bank; and 
before entering upon his duties as a member. of the Federal Reserve Board 
he shall certify under oath to the Secretary of the Treasury that he has 
complied with this requirement. Whenever a vacancy shall occur among 
the four members of the Federal Reserve Board chosen by the President, 
as above provided, a successor shall be appointed by the President, with 
the'advice and consent of the Senate, to fill such vacancy, and when chosen, 
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shall hold office for the unexpired term of the member whose place he is 
selected to fill. 

Section three hundred and twenty-four of the Revised Statutes of the 
United States shall be amended so as to read as follows: “There shall be 
in the Department of the Treasury a bureau charged, except as in this Act 
otherwise provided, with the execution of all laws passed by Congress 
relating to the issue and regulation of currency issued by national banking 
associations, the chief officer of which bureau shall be called the Comptroller 
of the Currency, and shall perform his duties under the general direction 
of the Secretary of the Treasury, acting as the chairman of the Federal 
Reserve Board.” 

Sec. 12. That the Federal Reserve Board hereinbefore established shall 
be authorized and empowered: 

(a) To examine at its discretion the accounts, books, and affairs of each 
Federal reserve bank and to require such statements and reports as it may 
deem necessary. 

(b) To require or on application to permit a Federal reserve bank to 
rediscount the paper of any other Federal reserve bank. = 

(c) To suspend for a period not exceeding thirty days (and to renew 
such ‘suspension for periods- not to exceed fifteen days) any and every 
reserve requirement specified in this Act. ; 

(d) To supervise and regulate the issue and retirement of Treasury 
notes to Federal reserve banks. 

(e) To add to the number of cities classified as reserve and central 
reserve cities under existing law in which national banking associations are 
subject to the reserve requirements set forth in section twenty-one of this 
-Act; or to reclassify existing reserve and central reserve cities and to 
designate the banks therein situated as country banks at its discretion. 

(4) To require the removal of officials of Federal reserve banks for 
incompetency, dereliction of duty, fraud, or deceit. 

(g) To require the writing off of doubtful or worthless assets upon 

the books and balance sheets of Federal reserve banks. 

(h) To suspend the further operations of any Federal reserve bank and 
appoint a receiver therefor. 

(i) To perform the duties, functions, or services specified or implied 
in this Act. 


REDISCOUNTS 


Sec. 13. That any Federal reserve bank may receive from any of its 
stockholders deposits of current funds in lawful money, natiorai-bank 
notes, Federal reserve notes, or checks and drafts upon solvent banks, 
domestic and foreign, or acceptances authorized by this Act. 

Upon the indorsement of any member bank any Federal reserve bank 
may discount notes and bills of exchange arising out of commercial trans- 
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actions; that is, notes and bills of exchange issued or drawn for agricul- 
tural, industrial, or commercial purposes, the Federal Reserve Board to 
have the right to determine or define the character of the paper thus eligible 
for discount, within the meaning of this Act; but such definition shall not 
include notes or bills issued or drawn for the purpose of carrying or trad- 
ing in stocks, bonds, or other investment securities, except notes or bills 
having a maturity of not exceeding four months and secured by United 
States bonds or bonds issued by any State, county, or municipality of the 
United States. Notes and bills admitted to discount under the terms of 
this paragraph must have a maturity of not more than forty-five days. 

Upon the indorsement of any member bank any Federal reserve bank 
may discount the paper of the classes hereinbefore described having a 
maturity of more than forty-five and not more than one hundred and 
twenty days, when its own cash reserve exceeds thirty-three and one-third 
per cent of its total outstanding demand liabilities; but not more than *fty 
per cent of the total paper so discounted for any depositing bank shall 
have a maturity of more than sixty days. 

‘Upon the indorsement of any member bank any Federal reserve bank 
may discount acceptances of such banks which are based on the exportation 
or importation of goods and which mature m not more than ninety days 
and bear.the signature of at least one member bank in addition to that of 
the acceptor. The amount so discounted shall at no time exceed one-half ° 
the capital of the bank for which the rediscounts are made. The aggre- 
gate of such notes and bills bearing the signature or indorsement of any 
one person, company, fifm, or corporation rediscounted for any one bank 
shall at no time exceed ten per centum of the unimpaired capital and sur- 
plus of said bank. 

Any member bank may, at its discretion, accept drafts or bills of ex- 
change drawn upon it having not more than six months sight to run and 
growing out of transactions involving the importation or exportation of 
goods; but no bank shall accept such bills to an amount equal in the aggre- 
gate to more than one-half the face value of its paid-up and unimpaired 
capital. 

Sec. 14. Whenever in the opinion of the Federal Reserve Board the 
public interest so requires, the Federal Reserve Board may authorize the 
reserve bank of the district to discount the direct. obligations of member 
banks, secured by the pledge and deposit of satisfactory securities; but in 
no case shall the amount so loaned by a Federal reserve bank exceed three- 
fourths of the actual value of the securities so pledged or one-half the 
amount of the paid-up and unimpaired capital of the member bank. 


OpEN-MARKET OPERATIONS 


Sec. 15. That any Federal reserve bank may, under rules and regula- 
tions prescribed by the Federal Reserve Board, purchase and sell in the 
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open market, either from or to domestic or foreign banks or individuals, 
bankers’ bills, cable transfers, and bills of exchange of the kinds and 
maturities by this Act made eligible for rediscount. 

Every Federal reserve bank shall have power (a) to deal in gold coin 
and bullion both at home and abroad, to make loans thereon, and to con- 
tract for loans of gold coin or bullion, giving therefor, when necessary, 
acceptable security, including the hypothecation of United States bonds; 
(b) to invest in United States bonds and in short-time obligations of the 
United States or its dependencies or of any State or foreign Government; 
(c) to purchase from member banks and to sell, with or without its in- 
dorsement, checks or bills of exchange arising out of commercial trans- 
actions, as hereinbefore defined, payable in foreign countries; but such 
bills of exchange must have not exceeding ninety days to run and must 
bear the signature of two or more responsible parties, of which the last 
shall be that of a subscribing bank; (d) to establish each week, or as much 
oftener as required, subject to review and determination of the Federal 
Reserve Board, a minimum rate of discount to be charged by such bank 
for each class of paper, which shall be made with a view to accommodat- 
ing the commerce of the country and promoting a stable price level; and 
(e) with the consent of the Federal Reserve Board, to open and maintain 
banking accounts in foreign countries and establish agencies in such coun- 
tries wheresoever it may deem best for the purpose of purchasing, selling, 
and collecting foreign bills of exchange, and toe buy and sell with or without 
its indorsement, through such correspondents or agencies, checks or prime 
foreign bills of exchange arising out of commercial transactions which have 
not exceeding ninety days to run and which bear the signature of two or 
more responsible parties. 


GOVERNMENT DEPOSITS 


Sec. 16. That all moneys now held in the general fund of the Treasury 
shall, upon the direction of the Secretary of the Treasury, within twelve 
months of the passage of this Act, be deposited in Federal reserve banks, 
which shall act as fiscal agents of the United States; and thereafter the 
revenues of the Government shall be regularly deposited in such banks, 
and disbursements shall be made by checks drawn against such deposits. 

The Secretary of the Treasury shall, from time to time, apportion the 
funds of the Government among the said Federal reserve banks, and may, 
at his discretion, charge interest thereon and fix, from month to month, a 
rate which shall be regularly paid by the banks holding such deposits: 
Provided, That no Federal reserve bank shall pay interest upon any de- 
posits except those of the United States. 

The Government of the United States and the banks depositing in the 
Federal reserve banks shall be the only depositors in said reserve banks. 
All domestic transactions of the Federal reserve banks involving a redis- 
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count operation or the creation of deposit accounts shall be confined to the 
Government and the depositing banks, with the exception of the purchase 
or sale of Government or State securities, or securities of foreign Govern- 
ments, or of gold coin or bullion. 


Norte Issues 


Sec. 17. That an issue of Federal Reserve Treasury notes not to exceed 
$500,000,000 and in addition thereto a sum equal to the difference between 
the total amount of national bank notes outstanding at any given moment 
and the amount of such notes outstanding at the passage of this Act is 
hereby authorized. The said notes shall purport on their faces to be the 
obligations of the United States, and shall be issued, at the discretion of 
the Federal Reserve Board, and solely for the purpose of making advances 
to Federal reserve banks, as hereinafter set forth. They shall be receiv- 
able for all taxes, customs, and other public dues, and shall be redeemed 
in gold on demand at the Treasury Department in the city of Washington, 
District of Columbia, or at any Federal reserve bank; and when deposited 
with such bank for redemption may be charged off by said bank against 
Treasury balances on its books, or may be paid out of its lawful money 
funds specifically set apart for their redemption. 

Any Federal reserve bank may, upon vote of its directors, make appli- 
cation to the Federal Reserve Board through the local Federal reserve 
agent for such amount of the Treasury notes hereinbefore provided for 
as it may deem best. Such application shall be accompanied with a tender 
to the local Federal reserve agent of collateral security to protect the notes 
for which application is made, equal in amount to the sum of the notes thus 
applied for. The collateral security thus offered shall be notes and bills 
accepted for rediscount under the provisions of sections thirteen, fourteen, 
and fifteen of this Act, and the Federal Reserve Board shall be authorized 
at any time to call upon a Federal reserve bank for additional deposits of 
security. 

Whenever any Federal reserve bank shall pay out or disburse Federal 
reserve Treasury notes of the issue herein provided it shall segregate in 
its own vaults and shall carry to a special account on its books gold or 
lawful money equal in amount to thirty-three and one-third per centum of 
the Treasury notes so paid out by it. The Federal Reserve Board shall 
have power, in its discretion, to require Federal reserve banks to maintain 
on deposit in the Treasury of the United States a sum in gold or lawful 
money equal to five per centum of such amount of Federal Reserve Treas- 
ury notes as may be issued to them under the provisions of this Act; but 
such five per centum shall be counted and included as part of the thirty- 
three and one-third per centum reserve hereinbefore required. The said 
Board shall also have the right to grant in whole or in part or to reject 
entirely the application of any Federal Reserve bank for Federal Reserve 
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Treasury notes: but to the extent and in the amount that such application 
may be granted the Federal Reserve Board shall, through its local Federal 
reserve agent, deposit Treasury notes with the bank so applying, and such 
bank shall be charged with the amount of such notes and shall pay such 
rate of interest on said amount as may be established by the Federal Reserve 
Board, and the amount of such Treasury notes so issued to any such bank 
shall, upon delivery, become a first and paramount lien on all the assets of 
such bank. 

Any Federal reserve bank may at any time reduce its liability for out- 
standing Federal reserve Treasury notes by the deposit of Federal reserve 
Treasury notes whether issued to such bank or to some other member bank, 
other lawful money of the United States, or gold bullion, with the Fed- 
eral reserve agent or with the Treasurer of the United States, and such 
reduction shall be accompanied by a corresponding reduction in the reserve 
fund of lawful money set apart for the redemption of said notes and by 
the release of a corresponding amount of the collateral security deposited 
with the local Federal reserve agent. : 

Any Federal reserve bank may at its discretion withdraw collateral de- 
posited with the local Federal reserve agent for the protection of Federal 
reserve Treasury notes deposited with it and shall at the same time sub- 
stitute other collateral of equal value approved by the Federal reserve agent 
under regulations to be prescribed by the Federal Reserve Board. 

It shall be the duty of every Federal reserve bank to receive on deposit, 
at par and without charge for exchange or collection, checks and drafts 
drawn upon any of its depositors or by any of its depositors upon any other 
depositor and checks and drafts drawn by any depositor in any other 
Federal reserve bank upon funds to the credit of said depositor in said 
reserve bank last mentioned. The Federal Reserve Board shall make and 
promulgate from time to time regulations governing the transfer of funds at 
par among Federal Reserve Banks, and may at its discretion exercise the 
functions of a clearing house for such Federal reserve banks, and may also 
require each such bank to exercise the functions of a clearing house for 
its shareholding banks. 


Sec. 19. That so much of the provisions of section fifty-one hundred 
and fifty-nine of the Revised Statutes of the United States, and section four 
of the Act of June twentieth, eighteen hundred and seventy-four, and sec- 
tion eight of the Act of July twelfth, eighteen hundred and eighty-two, 
and of any other provisions: of existing statutes, as require that before any 
national banking association shall be authorized to commence banking busi- 
ness it shall transfer and deliver to the Treasurer of the United States 
United States registered bonds to an amount, where the capital is $150,000 
or less, not less than one-fourth of its capital stock, and $50,000 where the 
capital is in excess of $150,000, be, and the same is hereby, repealed. 
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REFUNDING Bonps 

Sec. 20. Upon application the Secretary of the Treasury shall exchange 
the two per centum bonds of the United States bearing the circulation 
privilege theretofore deposited by any national banking association with 
the Treasurer of the United States as security for circulating notes for 
three per centum bonds of the United States without the circulation privi- 
lege, payable after twenty years from date of issue, and exempt from 
Federal, State, and municipal taxation both as to income and principal. 
When and in proportion as the outstanding two per centum bonds deposited 
with the Treasurer shall be thus exchanged or refunded, the power of 
national banks to issue circulating notes secured by United States bonds 
shall cease and terminate. Every national bank may continue to apply for 
and receive from the Comptroller of the Currency circulating notes under 
the conditions provided by this Act, but no national bank shall be per- 
mitted to issue circulating notes of any description or to issue or to make 
use of any substitute for such circulating notes in the form of clearing- 
house certificates, cashier’s checks, or other obligation not specifically pro- 
vided for under this Act, and no national bank shall, without consent of 
the Secretary of the Treasury, in any one year present two per centum 
bonds for exchange in the manner hereinbefore provided to an amount 
exceeding five per centum of the total amount of bonds on deposit with 
the Treasurer by said bank at the time of the passage of this Act. At the 
expiration of twenty years from the passage of this Act every holder of 
United States two per centum bonds then outstanding shall receive pay- 
ment therefor at par and accrued interest. After twenty years from the 
date of the passage of this Act national-bank notes still remaining out- 
standing shall be recalled and redeemed by the national banking associa- 
tions issuing the same within a period and under regulations to be pre- 
scribed by the Federal Reserve Board, and notes still remaining in circula- 
tion at the end of such period shall be secured by an equal amount of law- 
ful money deposited in the Treasury of the United States by the banking 
associations originally issuing such notes. 


BANK RESERVES 


Sec. 21. That within sixty days from and after the date when the Secre- 
tary of the Treasury shall have officially announced, in such manner as he 
shall elect, the fact that a Federal reserve bank has been established, every 
national banking association shall establish with the Federal reserve bank 
of its district a credit balance on the books of the latter institution equal to 
not less than three per centum of its own total demand liabilities, exclusive 
of circulating notes, and at the end of fourteen months from the date fixed 
by the Secretary of the Treasury shall increase the said three per centum 
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to five per centum. Such balance may at any time be increased, but shall 
at no time be allowed to fall below the amounts aforesaid. 

From and after the date set by the Secretary of the Treasury and offi- 
cially announced by him as hereinbefore provided, it shall be the duty of 
national banking associations now classified as country banks and situated 
outside of central reserve and reserve cities to maintain a reserve equal to 
fifteen per centum of the aggregate amount of their deposits. Such 
reserve shall consist of five per centum of lawful money held actually in 
their own vaults and for a period of fourteen months from the date afore- 
said shall consist of at least three per centum and thereafter of at least 
five per centum, with its district Federal reserve bank. The remainder of 
the fifteen per centum reserve hereinbefore required may for a period of 
thirty-six months from and after the date set by the Secretary of the 
Treasury, as hereinbefore provided, consist of balances due to a national 
bank in reserve or central reserve cities as now defined by law. From and 
after a date thirty-six months subsequent to the date set by the Secretary 
of the Treasury, as hereinbefore provided, the said remainder of the fifteen 
per centum reserve required of country banks shall consist either of lawful 
money in its own vaults or of balances on deposit with the Federal reserve 
bank of its district, or both: Provided, That the Federal Reserve Board 
may, in its discretion, permit said remainder of fifteen per centum reserve 
required of country banks to consist of balances on deposit with any bank 
in a reserve or central reserve city as defined by law. 


BANKS IN RESERVE CITIES 


From and after the date set by the Secretary of the Treasury for the 
incorporation of the Federal reserve bank within such district it shall be 
the duty of the national banks in such reserve cities to maintain for a 
period of twenty-six months a reserve of twenty-five per centum of their 
outstanding deposits and for twelve months thereafter a reserve of twenty- 
two and one-half per centum, and at the end of thirty-eight months, and 
permanently thereafter, a reserve of twenty per centum of their outstand- 
ing deposits. For sixty days from the date set by the Secretary for the 
organization of the reserve bank in such district each national bank in the 
reserve cities shall maintain in its own vaults, in lawful money, a sum equal 
to twelve and one-half per centum of its outstanding deposits and thereafter 
a sum of lawful money equal to ten per centum of its deposits. The addi- 
tional legal reserve above the lawful money required in its own vaults may 
be kept either with the Federal reserve bank or with a reserve agent in the 
central reserve cities, for a period not exceeding thirty-six months from 
the organization of the Federal reserve bank in such district: Provided, 
however, That the requirement of a balance of three per centum and five 
per centum, respectively, of its deposits with the Federal reserve bank of its 
district, as hereinbefore provided, shall not be diminished. 
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CENTRAL RESERVE City BANKS 


The national banks in central reserve cities, for a period of fourteen 
months, shall maintain a reserve, in lawful money, equal to twenty-five per 
centum of their deposits and thereafter, for a further period of twelve 
months, a reserve in lawful money equal to twenty-two and one-half per 
centum of their deposits and after twenty-six months they shall maintain a 
reserve in lawful money equal to twenty per centum of their outstanding 
deposits. For a period of sixty days after the passage of this Act each 
such bank shall maintain, in its own vaults, in lawful money, a sum equal 
to twenty per centum of its deposits, and thereafter, in lawful money, ten 
per centum of its deposits. It shall be optional with such banks to keep 
their reserve, in addition to the lawful money required to be kept by them 
as aforesaid, either in their own vaults or as a deposit with the Federal 
reserve bank of the ‘district in which such national bank is located: Pro- 
vided, however, That the requirement of a balance of three per centum and 
five per centum, respectively, with the Federal reserve bank of its district, 
as hereinbefore provided, shall not be diminished. 

Src. 22. That so much of sections two and three of the Act of June 
twentieth, eighteen hundred and seventy-four, entitled “An Act fixing the 
amount of United States notes, providing for a redistribution of the 
national bank currency, and for other purposes,” as provides that the fund 
deposited by any national banking association with the Treasurer of the 
United States for the redemption of its notes shall be counted as a part of 
its lawful reserve as provided in the Act aforesaid, be, and the same is 
hereby, repealed. And from and after the passage of this Act such fund of 
five per centum shall in no case be counted by any national banking asso- 
ciation as a part of its lawful reserve. 

Sec. 23. That every Federal reserve bank shall at all times have on hand 
in its own vaults, in gold or lawful money, a sum equal to not less than 
thirty-three and one-third per centum of its outstanding demand liabilities. 


BANK EXAMINATIONS 


Src. 24. That the examination of the affairs of every national banking 
association authorized by existing law shall take place at least twice in each 
calendar year and as much oftener as the Federal Reserve Board shall con- 
sider necessary in order to furnish a full and complete knowledge of ‘its 
condition, The Secretary of the Treasury may, however, at any time direct 
the holding of a special examination. The person assigned to the making of 
such examination of the affairs of any national banking association shall 
have power to call together a quorum of the directors of such association, 
who shall, under oath, state to such examiner the character and circum- 
stances of such of its loans or discounts as he may designate; and from and 
after the passage of this Act all bank examiners shall receive fixed salaries, 
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the amount whereof shall be determined by the Federal Reserve Board and 
shall be annually reported to Congress. But the expense of the examina- 
tions herein provided for shall be assessed by the Federal Reserve Board 
upon the associations examined in proportion to assets or resources held by 
such associations upon a date during the year in which such examinations 
are held to be established by the Federal Reserve Board. The Comptroller 
of the Currency shall so arrange the duties of national bank examiners that 
no two successive examinations of any association shall be made by the same 
examiner. 

In addition to the examinations made and conducted by the Comptroller 
of the Currency, every Federal reserve bank may, with the approval of the 
Federal Reserve Board, arrange for special or periodical examination of the 
member banks within its district. Such examination shall be so conducted 
as to inform the Federal reserve bank under whose auspices it is carried on 
of the condition of its member banks and of the lines of credit which are 
being extended by them. Every Federal reserve bank shall at all times be 
bound to furnish to the Federal Reserve Board such information as may be 
demanded by the latter concerning the condition of any national banking 
association organized within the district in which the said Federal reserve 
bank is located, and it shall have power at all times to order special exam- 
inations without notice, for the purpose of ascertaining the condition of a 
member bank. 

The Federal Reserve Board shall as often as it deems best, and in any 
case not less frequently than four times each year, order an examination of 
national banking associations in reserve cities. Such examinations shall 
show in detail the total amount of loans made by each bank on demand, on 
time, and the different classes of collateral held to protect the various loans. 

Sec. 25. That no national bank shall hereafter make any loan or grant 
any gratuity to any examiner of such bank. Any bank offending against 
this provision shall be deemed guilty of a misdemeanor and shall be fined not 
more than $1,000, and a further sum equal to the money so loaned or gra- 
tuity given; and the officer or officers of a bank making such loan or grant- 
ing such gratuity shall be likewise deemed guilty of a misdemeanor and shall 
be fined not to exceed $500. Any examiner accepting a loan or gratuity 
from any bank examined by him shall be deemed guilty of a misdemeanor 
and shall be fined not more than $500, and a further sum equal to the money 
so loaned or gratuity given; and shall forever thereafter be disqualified 
from holding office as a national bank examiner. No national-bank exam- 
iner shall perform any other service for compensation while holding such 
office. 

No officer or director of a national bank shall receive or be beneficiary, 
either directly or indirectly, of any fee, brokerage, commission, gift, or 
other consideration for or on account of any loan, purchase, sale, payment, 
exchange, or transaction made by or on behalf of a national bank of which 
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he is such officer or director. Any person violating any provision of this 
Act shall be punished by a fine of not exceeding $5,000, or by a term in the 
penitentiary not exceeding three years, or both such fine and imprisonment. 
Src. 26. That from and after the passage of this Act the stockholders of 
every national banking association shall be held individually responsible for 
all contracts, debts, and engagements of such association, each to the amount 
of his stock therein, at the par value thereof in addition to the amount in- 
vested in such stock. The stockholders in any national banking association 
who shall have transferred their shares or registered the transfer thereof 
within sixty days next before the date of the failure of such association to 
meet its obligations shall be liable to the same extent as if they had made 
no such transfer; but this provision shall not be construed to affect in any 
way any recourse which such shareholders might otherwise have against 
those in whose names such shares are registered at the time of such failure. 
Section fifty-one hundred and fifty-one, Revised Statutes of the United 
States, is hereby reenacted except in so far as modified by this section. 


Loans on Farm LANpDS 


Sec. 27. That any national banking association not situated in a reserve 
city or central reserve city may make loans secured by improved and unen- 
cumbered farm land, and so much of section fifty-one hundred and thirty- 
seven of the Revised Statutes as prohibits the making of such loans by 
banks so situated shall be, and the same is hereby, repealed; but no such 
loan shall be made for a longer time than nine months, nor for an amount 
exceeding fifty per centum of the actual value of the property offered as 
security, and such property shall be situated within the Federal reserve 
district in which the bank is located. Any such bank may make such loans 
in an aggregate sum equal to twenty-five per centum of its capital and sur- 
plus, or fifty per centum of its time deposits. 

The Federal Reserve Board shall have power from time to time to add 
to the list of cities in which national banks shall not be permitted to make 
loans secured upon real estate in the manner described in this section. 


ForriIcn BRANCHES 


Sec. 28. That any national banking association possessing a capital of 
$1,000,000 or more may file application with the Federal Reserve Board, 
upon such conditions and under such circumstances as may be prescribed by 
the said board, for the purpose of securing authorization to establish 
branches in foreign countries for the furtherance of the foreign commerce 
of the United States and to act, if required to do so, as fiscal agents of the 
United States. Such application shall specify, in addition to the name and 
capital of the banking association filing it, the foreign country or countries 
or the dependencies of the United States where the banking operations pro- 
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posed are to be carried on and the amount of capital set aside by the said 
banking association filing application for the conduct of its foreign business 
at the branches proposed by it to be established in foreign countries. The 
Federal Reserve Board shall have power to reject such application if, in its 
judgment, the amount of capital proposed to be set aside for the conduct of 
foreign business is inadequate or if for other reasons the granting of such 
application is deemed inexpedient. 

Every national banking association which shall receive authorization to 
establish branches in foreign countries shall be required at all times to fur- 
nish information concerning the condition of such branches to the Comp- 
troller of the Currency upon demand, and the Federal Reserve Board may 
order special examinations of the said foreign branches at such time or 
times as it may deem best. Every such national banking association shall 
conduct the accounts of each foreign branch independently of the accounts 
of other foreign branches established by it and of its home office, and shall 
at the end of each fiscal period transfer to its general ledger the profit or 
loss accruing at each such branch as a separate item. 

Sec. 29. That all provisions of law inconsistent with or superseded by 
any of the provisions of this Act be, and the same are hereby, repealed. 


APPENDIX. V, 


A; .GLASS BILL, AS: PASSED, BY, THE. HOUSE 
September 18, 1913 
Aw Act 


To provide for the establishment of Federal reserve banks, to furnish 
an elastic currency, to afford means of rediscounting commercial paper, to 
establish a more effective supervision of banking in the United States, and 
for other purposes. 

Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That the short title of this Act 
shall be the “Federal Reserve Act.” 


FEDERAL RESERVE DISTRICTS 


Sec. 2. That within ninety days after the passage of this Act, or as soon 
thereafter as practicable, the Secretary of the Treasury, the Secretary of 
Agriculture, and the Comptroller of the Currency, acting as “The Reserve 
Bank Organization Committee,” shall designate from among the reserve and 
central reserve cities now authorized by law a number of such cities to be 
known as Federal reserve cities, and shall divide the continental United 
States into districts, each district to contain one of such* Federal! reserve 
cities: Provided, That the districts shall be apportioned with due regard to 
the convenience and customary course of business of the community and 
shall not necessarily coincide with the area of such State or States as may 
be wholly or in part included in any given district. The districts thus cre- 
ated may be readjusted and new districts may from time to time be created 
by the Federal Reserve Board hereinafter established, acting upon a joint 
application made by not less than ten member banks desiring to be organized 
into a new district. The districts thus constituted shall be known as Federal 
reserve districts and shall be designated by number according to the pleasure 
of the organization committee, and no Federal reserve district shall be abol- 
ished, nor the location of a Federal reserve bank changed, except upon the 
application of three-fourths of the member banks of such district. 

The organization committee shall, in accordance with regulations to be 
established by itself, proceed to organize in each of the reserve cities desig- 
nated as hereinbefore specified a Federal reserve bank. Each such Federal 
reserve bank shall include in its title the name of the city in which it is 
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situated, as “Federal Reserve Bank of Chicago,” and so forth. The total 
number of reserve cities designated by the organization committee shall be 
not less than twelve, and the organization committee shall be authorized to 
employ counsel and expert aid, to take testimony, to send for persons and 
papers, to administer oaths, and to make such investigations as may be 
deemed necessary by the said committee for the purpose of determining the 
reserve cities to be designated and organizing the reserve districts herein- 
before provided. 

Every national bank located within a given district shall be required to 
subscribe to the capital stock of the Federal reserve bank of that district a 
sum equal to twenty per centum of the capital stock of such national bank 
fully paid in and unimpaired, one-fourth of such subscription to be paid in 
cash and one-fourth within sixty days after said subscription is made. The 
remainder of the subscription or any part thereof shall become a liability of 
the member bank, subject to call and payment thereof whenever necessary 
to meet the obligations of the Federal reserve bank under such terms and in 
accordance with such regulations as the board of directors of said Federal 
reserve bank may prescribe: Provided, That no Federal reserve bank shall 
commence business with a paid-up and unimpaired capital less in amount 
than $5,000,000. The organization committee shall have power to appoint 
such assistants and incur such expenses in carrying out the provisions of 
this Act as it shall deem necessary, and such expenses shall be payable by 
the Treasurer of the United States upon voucher approved by the Secretary 
of the Treasury, and the sum of $100,000, or so much thereof as may be 
necessary, is hereby appropriated, out of any moneys in the Treasury not 
otherwise appropriated, for the payment of such expenses. 


Stock Issues 


Sec. 3. That the capital stock of each Federal reserve bank shall be 
divided into shares of $100 each. The outstanding capital stock shall be 
increased from time to time as member banks increase their capital stock or 
as additional banks become members, and shall be decreased as member 
banks reduce their capital stock or cease to be members. Each Federal 
reserve bank may establish branch offices under regulations of the Federal 
Reserve Board at points within the Federal reserve district in which it is 
located: Provided, That the total number of such branches shall not exceed 
one for each $500,000 of the capital stock of said Federal reserve bank. 


FEDERAL RESERVE BANKS 


Sec. 4. The national banks in each Federal reserve district uniting to 
form the Federal reserve bank therein, hereinbefore provided for, shall 
under their seals, make an organization certificate, which shall specifically 
state the name of such Federal reserve bank so organized, the territorial 
extent of the district over which the operations of said Federal reserve bank 
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are to be carried on, the city and State in which said bank is to be located, 
the amount of capital stock and the number of shares into which the same 
is divided, the names and places of doing business of each of the makers of 
said certificate and the number of shares held by each of them, and the fact 
that the certificate is made to enable such banks to avail themselves of the 
advantages of this Act. The said organization certificate shall be acknowl- 
edged before a judge of some court of record or notary public; and shall be, 
together with the acknowledgment thereof, authenticated by the seal of such 
court, or notary, transmitted to the Comptroller of the Currency, who shall 
file, record, and carefully preserve the same in his office. Upon the filing of 
such certificate with the Comptroller of the Currency as aforesaid, the said 
Federal reserve bank so formed shall become a body corporate, and as such, 
and in the name designated in such organization certificate, shall have power 
to perform all those acts and to enjoy all those privileges and to exercise 
all those powers described in section fifty-one hundred and thirty-six, Re- 
vised Statutes, save in so far as the same shall be limited by the provisions 
of this Act. The Federal reserve bank so incorporated shall have succession 
for a period of twenty years from its organization, unless sooner dissolved 
by Act of Congress. 

Every Federal reserve bank shall be conducted under the oversight and 
control of a board of directors, whose powers shall be the same as those 
conferred upon the boards of directors of national banking associations 
under existing law, not inconsistent with the provisions of this Act. Such 
board of directors shall be constituted and elected as hereinafter specified 
and shall consist of nine members, holding office for three years, and divided 
into three classes, designated as classes A, B, and C. 

Class A shall consist of three members, who shall be chosen by and be 
representative of the stock-holding banks. 

Class B shall consist of three members, who shall be representative of 
the general public interests of the reserve district. 

Class C shall consist of three members, who shall be designated by the 
Federal Reserve Board. 

Directors of class A shall be chosen in the following manner: 

It shall be the duty of the chairman of the board of directors of the 
Federal reserve bank of the district in which each such bank is situated to 
classify the member banks of the said district into three general groups or 
divisions. Each such group shall contain as nearly as may be one-third of 
the aggregate number of said member banks of the said district and shall 
consist, as nearly as may be, of banks of similar capitalization. The said 
groups shall be designated by number at the pleasure of the chairman of 
the board of directors of the Federal reserve bank. 

At a regularly called directors’ meeting of each member bank in the 
Federal reserve district aforesaid, the board of directors of such member bank 
shall elect by ballot one of its own members as a district reserve elector and 
shall certify his name to the chairman of the board of directors of the Fed- 
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eral reserve bank of the district. The said chairman shall establish lists of the 
district reserve electors, class A, thus named by banks in each of the afore- 
said three groups and shall transmit one list to each such elector in each 
group. Every elector shall, within fifteen days of the receipt of the said 
list, select and certify to the said chairman from among the names on the 
list pertaining to his group, transmitted to him by the chairman, one name, 
not his own, as representing his choice for Federal reserve director, class A. 
The name receiving the greatest number of votes, not less than a majority, 
shall be designated by said chairman as Federal reserve director for the 
group to which he belongs. In case no candidate shall receive a majority of 
all votes cast in any group, the chairman aforesaid shall establish an eligible 
list, consisting of the three names receiving the greatest number of votes on 
the first ballot, and shall transmit said list to the electors in each of the 
groups of banks established by him. Each elector shall at once select and 
certify to the said chairman from among the three persons submitted to 
him his choice for Federal reserve director, class A, and the name receiving 
the greatest number of such votes shall be declared by the chairman as 
Federal reserve director, class A. In case of a tie vote the balloting shall 
continue in the manner hereinbefore prescribed until one candidate receives 
more votes than either of the others. 

Directors of class B shall be chosen by the electors of the respective 
groups at the same time and in the same manner prescribed for directors of 
class A, except that they must be selected from a list of names furnished, 
one by each member bank, and such names shall in no case be those of 
officers or directors of any bank or banking association. They shall not 
accept office as such during the term of their service as directors of the 
Federal reserve bank. They shall be fairly representative of the commer- 
cial, agricultural, or industrial interests of their respective districts. The 
Federal Reserve Board shall have power at its discretion to remove any 
director of class B in any Federal reserve bank, if it should appear at any 
time that such director does not fairly represent the commercial, oe 
tural, or industrial interests of his district. 

Three directors belonging to class C shall be chosen directly by the 
Federal Reserve Board, and shall be residents of the district for which they 
are selected, one of whom shall be designated by said board as chairman of 
the board of directors of the Federal reserve bank of the district to which 
he is appointed and shall be designated as “Federal reserve agent.” He shall 
be a person of tested banking experience; and in addition to his duties as 
chairman of the board of directors of the Federal reserve bank of the dis- 
trict to which he is appointed, he shall be required to maintain under regula- 
tions to be established by the Federal Reserve Board a local office of said 
board, which shall be situated on the premises of the Federal reserve bank 
of the district. He shall make regular reports to the Federal Reserve 
Board, and shall act as its official representative for the performance of the 
functions conferred upon it by this Act. He shall receive an annual com- 
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pensation to be fixed by the Federal Reserve Board and paid monthly by 
the Federal reserve bank to which he is designated. 

Directors of Federal reserve banks shall receive, in addition to any com- 
pensation otherwise provided, a reasonable allowance for necessary expenses 
in attending meetings of their respective boards, which amount shall be paid 
by the respective Federal reserve banks. Any compensation that may be 
provided by boards of directors of Federal reserve banks for members of 
such boards shall be subject to review by the Federal Reserve Board. 

The Reserve Bank Organization Committee may, in organizing Federal 
reserve banks for the first time, call such meetings of bank directors in the 
several districts as may be necessary to carry out the purposes of this Act 
and may exercise the functions herein conferred upon the chairman of the 
board of directors of each Federal reserve bank pending the complete organ- 
ization of such bank. 

At the first meeting of the full board of directors of each Federal re- 
serve bank after organization it shall be the duty of the directors of classes 
A and B and C, respectively, to designate one of the members of each class 
whose term of office shall expire in one year from the first of January 
nearest to date of such meeting, one whose term of office shall expire at the 
end of two years from said date, and one whose term of office shall expire 
at the end of three years from said date. Thereafter every director of a 
Federal reserve bank chosen as hereinbefore provided shall hold office for a 
term of three years; but the chairman of the board of directors of each 
Federal reserve bank designated by the Federal Reserve Board, as herein- 
before described, shall be removable at the pleasure of the said board with- 
out notice, and his successor shall hold office during the unexpired term of 
the director in whose place he was appointed. Vacancies that may occur in 
the several classes of directors of Federal reserve banks may be filled in 
the manner provided for the original selection of such directors, such ap- 
pointees to hold office for the unexpired terms of their predecessors. 

‘ 


INCREASE AND DECREASE OF CAPITAL 
/ 


Sec. 5. That shares of the capital stock of Federal reserve banks shall 
not be transferable, nor be hypothecated. In case a member bank increases 
its capital, it shall thereupon subscribe for an additional amount of capital 
stock of the Federal reserve bank of its district equal to twenty per centum 
of the bank’s own increase of capital, one-half of said subscription to be 
paid in cash in the manner hereinbefore provided for original subscription, 
and one-half to become a liability of the member bank according to the 
terms of the original subscription. A bank applying for stock in a Federal 
reserve bank at any time after the formation of the latter must subscribe 
for an amount of the capital of said Federal reserve bank equal to twenty 
per centum of the capital stock of said subscribing bank, paying therefor its 
par value in accordance with the terms prescribed by section two of this 
Act. When the capital stock of any Federal reserve bank has been in- 
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creased either on account of the increase of capital stock of member banks 
or on account of the increase in the number of member banks, the board of 
directors shall make and execute a certificate to the Comptroller of the Cur- 
rency showing said increase in capital, the amount paid in, and by whom 
paid. In case a member bank reduces its capital stock it shall surrender a 
proportionate amount of its holdings in the capital of said Federal reserve 
bank, and in case a member bank goes into voluntary liquidation it shall 
surrender all of its holdings of the capital stock of said Federal reserve 
bank. In either case the shares surrendered shall be canceled and such 
member bank shall receive in payment therefor, under regulations to be 
prescribed by the Federal Reserve Board, a sum equal to its cash paid 
subscriptions on the shares surrendered. 

Sec. 6. That if any member bank shall become insolvent and a receiver 
be appointed, the stock held by it in said Federal reserve bank shall be can- 
celed and the balance, after deducting from the amount of its cash paid 
subscriptions all debts due by such insolvent bank to said Federal reserve 
bank, shall be paid to the receiver of the insolvent bank. Whenever the 
capital stock of a Federal reserve bank is reduced, either on account of a 
reduction in capital stock of any member bank or of the liquidation or in- 
solvency of any such member bank, the board of directors shall make and 
execute a certificate to the Comptroller of the Currency showing such reduc- 
tion of capital stock and the amount repaid to such bank. 


Division OF EARNINGS 


Sec. 7. That after the payment of all necessary expenses and taxes of a 
Federal reserve bank, the member banks shall be entitled to receive an an- 
nual dividend of five per centum on the paid-in capital stock, which dividend 
shall be cumulative. One-half of the net earnings, after the aforesaid divi- 
dend claims have been fully met, shall be paid into-a surplus fund until such 
fund shall amount to twenty per centum of the paid-in capital stock of such 
bank, and of the remaining one-half sixty per centum shall be paid to the 
United States and forty per centum to the member banks in the ratio of 
their average balances with the Federal reserve bank for the preceding year. 
Whenever and so long as the surplus fund of a Federal reserve bank 
amounts to twenty per centum of the paid-in capital stock and the member 
banks shall have received the dividends at the rate of five per centum per 
annum hereinbefore provided for, sixty per centum of all excess earnings 
shall be paid to the United States and forty per centum to the member 
banks in proportion to their annual average balances with such Federal 
reserve bank; all earnings derived by the United States from Federal re- 
serve banks shall constitute a sinking fund to be held for the reduction of 
the outstanding bonded indebtedness of the United States, said reduction to 
be accomplished under regulations to be prescribed by the Secretary of the 
Treasury. Should a Federal reserve bank be dissoived or go into liquida- 
tion, the surplus fund of said bank, after the payment of all debts and 
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dividend requirements as hereinbefore provided for, shall be paid to and 
become the property of the United States. 

Every Federal reserve bank incorporated under the terms of this Act 
and the capital stock therein held by member banks shall be exempt from 
Federal, State, and local taxation, except in respect to taxes upon real 
estate. 

Sec. 8. That any national banking association heretofore organized may 
upon application at any time within one year after the passage of this Act, 
and with the approval of the Comptroller of the Currency, be granted, as 
herein provided, all the rights, and be subject to all the liabilities, of national 
banking associations organized subsequent to the passage of this Act: 
Provided, That such application on the part of such associations shall be 
authorized by the consent in writing of stockholders owning not less than a 
majority of the capital stock of the association. Any national banking 
association now organized which shall not, within one year after the passage 
of this Act, become a national banking association under the provisions 
hereinbefore stated, or which shall fail to comply with any of the pro- 
visions of this Act applicable thereto, shall be dissolved; but such dissolu- 
tion shall not take away or impair any remedy against such corporation, its 
stockholders or officers, for any liability or penalty which shall have pre- 
viously been incurred. 

Sec. 9. That any bank or banking association incorporated by special law 
of any State or of the United States, or organized under the general laws 
of any State or the United States, and having an unimpaired capital suff- 
cient to entitle it to become a national banking association under the pro- 
visions of existing laws, may, by the consent in writing of the shareholders 
owning not less than fifty-one per centum of the capital stock of such bank 
or banking association, and with the approval of the Comptroller of the 
Currency, become a national banking association under its former name or 
by any name approved by the comptroller. The directors thereof may con- 
tinue to be the directors of the association so organized until others are 
elected or appointed in accordance with the provisions of the law. When 
the comptroller has given to such bank or banking association a certificate 
that the provisions of this Act have been complied with, such bank or bank- 
ing association, and all its stockholders, officers, and employees, shall have 
the same powers and privileges, and shall be subject to the same duties, 
liabilities, and regulations, in all respects, as shall have been prescribed by 
this Act or by the national banking Act for associations originally organized 
as national banking associations. 


Statte BAnKs AS MEMBERS 


Sec. 10. That from and after the passage of this Act any bank or bank- 
ing association or trust company incorporated by special law of any State, 
or organized under the general laws of any State or the United States, may 
make application to the Federal Reserve Board hereinafter created for the 
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right to subscribe to the stock of the Federal reserve bank organized or to 
be organized within the Federal reserve district where the applicant is 
located. The Federal Reserve Board, under such rules and regulations as 
it may prescribe, subject to the provisions of this section, shall permit such 
applying bank to become a stockholder in the Federal reserve bank of the 
district in which such applying bank is located. Whenever the Federal 
Reserve Board shall permit such applying bank to become a stockholder in 
the Federal reserve bank of the district in which the applying bank is 
located, stock shall be issued and paid for under the rules and regulations 
in this Act provided for national banks which become stockholders in Fed- 
eral reserve banks. 

It shall be the duty of the Federal Reserve Board to establish by-laws 
for the general government of its conduct in acting upon applications made 
by the State banks and banking associations and trust companies herein- 
before referred to for stock ownership in Federal reserve banks. Such by- 
laws shall require applying banks not organized under Federal law to com- 
ply with the reserve requirements and submit to the inspection and regula- 
tion provided for in this and other laws relating to national banks. No 
such applying bank shall be admitted to membership in a Federal reserve 
bank unless it possesses a paid-up unimpaired capital sufficient to entitle it 
to become a national -banking association in the place where it is situated, 
under the provisions of the national banking Act, and conforms to the 
provisions herein prescribed for national banking associations of similar 
capitalization and to the regulations of the Federal Reserve Board. 

If at any time it shall appear to the Federal Reserve Board that a bank- 
ing association or trust company organized under the laws of any State or 
of the United States has failed to comply with the provisions of this sec- 
tion or the regulations of the Federal Reserve Board, it shall be within the 
power of the said board to require such banking association or trust com- 
pany to surrender its stock in the Federal reserve bank in which it holds 
stock upon receiving from such Federal reserve bank the cash-paid sub- 
scriptions to the said stock in current funds, and said Federal reserve bank 
shall upon notice from the Federal Reserve Board be required to suspend 
said banking association or trust company from further privileges of mem- 
bership, and shall within thirty days of such notice cancel and retire its 
stock and make payment therefor in the manner herein provided. 


FEDERAL RESERVE BOARD 


Sec. 11. That there shall be created a Federal Reserve Board, which shall 
consist of seven members, including the Secretary of the Treasury, the 
Secretary of Agriculture, and the Comptroller of the Currency, who shall 
be members ex officio, and four members appointed by the President of the 
United States, by and with the advice and consent of the Senate. In select- 
ing the four appointive members of the Federal Reserve Board, not more 
than one of whom shall be selected from any one Federal reserve district, 
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the President shall have due regard to a fair representation of different 
geographical divisions of the country. The four members of the Federal 
Reserve Board appointed by the President and confirmed as aforesaid shall 
devote their entire time to the business of the Federal Reserve Board and 
shall each receive an annual salary of $10,000, together with an allowance 
for actual necessary traveling expenses, and the Comptroller of the Cur- 
rency, as ex officio member of said Federal Reserve Board, shall, in addition 
to the salary now paid him as comptroller, receive the sum of $5,000 an- 
nually for his services as a member of said board. Of the four members 
thus appointed by the President not more than two shall be of the same 
political party, and at least one of whom shall be a person experienced in 
banking. One shall be designated by the President to serve for two, one 
for four, one for six, and one for eight years, respectively, and thereafter 
each member so appointed shall serve for a term of eight years unless sooner 
removed for cause by the President. Of the four persons thus appointed, 
one shall be designated by the President as manager and one as vice manager 
of the Federal Reserve Board. The manager of the Federal Reserve Board, 
subject to the supervision of the Secretary of the Treasury and Federal 
Reserve Board, shall be the active executive officer of the Federal Reserve 
Board. 

The Federal Reserve Board shall have power to levy semiannually upon 
the Federal reserve banks, in proportion to their capital stock, an assess- 
ment sufficient to pay its estimated expenses for the half year succeeding 
the levying of such assessment, together with any deficit carried forward 
from the preceding half year. 

The first meeting of the Federal Reserve Board shall be held in Wash- 
ington, District of Columbia, as soon as may be after the passage of this 
Act, at a date to be fixed by the Reserve Bank Organization Committee. 
The Secretary of the Treasury shall be ex officio chairman of the Federal 
Reserve Board. No member of the Federal Reserve Board shall ‘be an 
officer or director of any bank or banking institution or Federal reserve 
bank nor hold stock in any bank or banking institution; and before enter- 
ing upon his duties as a member of the Federal Reserve Board he shall 
certify under oath to the Secretary of the Treasury that he has complied 
with this requirement. Whenever a vacancy shall occur, other than by 
expiration of term, among the four members of the Federal Reserve Board 
appointed by the President, as above provided, a successor shall be appointed 
by the President, with the advice and consent of the Senate, to fill such 
vacancy, and when appointed shall hold office for the unexpired term of the 
member whose place he is selected to fill. 

The Federal Reserve Board shall annually make a report of its fiscal 
operations to the Speaker ot the House of Representatives, who shall cause 
the same to be printed for the information of the Congress. 

Section three hundred and twenty-four of the Revised Statutes of the 
United States shall be amended so as to read as follows: “There shall be 
in the Department of the Treasury a bureau charged, except as in this Act 
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otherwise provided, with the execution of all laws passed by Congress relat- 
ing to the issue and regulation of currency issued by or through banking 
associations, the chief officer of which bureau shall be called the Comp- 
troller of the Currency, and shall perform his duties under the general 
direction of the Secretary of the Treasury, acting as the chairman of the 
Federal Reserve Board: Provided, however, That nothing herein con- 
tained shall be construed to affect any power now vested by law in the 
Comptroller of the Currency or the Secretary of the Treasury. 

Sec. 12. That the Federal Reserve Board hereinbefore established shall 
be authorized and empowered: 

(a) To examine at its discretion the accounts, books, and affairs of each 
Federal reserve bank and to require such statements and reports as it may 
deem necessary. The said board shall publish once each week a statement 
showing the condition of each Federal reserve bank and a consolidated 
statement for all Federal reserve banks. Such statements shall show in 
detail the assets and liabilities of such Federal reserve banks, single and 
combined, and shall furnish full information regarding the character of the 
lawful money held as reserve and the amount, nature, and maturities of the 
paper owned by Federal reserve banks. 

(b) To permit or require, in time of emergency, Federal reserve banks 
to rediscount the discounted prime paper of other Federal reserve banks, at 
least five members of the Federal Reserve Board being present when such 
action is taken and all present consenting to the requirement. The exercise 
of this compulsory rediscount power by the Federal Reserve Board shall be 
subject to an interest charge to the accommodated bank of not less than one 
nor greater than three per centum above the higher of the rates prevailing 
in the districts immediately affected. 

(c) To suspend for a period not exceeding thirty days (and to renew 
such suspension for periods not to exceed fifteen days) any and every re- 
serve requirement specified in this Act: Provided, That it shall establish a 
graduated tax upon the amounts by which the reserve requirements of this 
Act may be permitted to fall below the level hereinafter specified, such tax 
to be uniform in its application to all banks; but said board shall not sus- 
pend the reserve requirements with reference to Federal reserve notes. 

(d) To supervise and regulate the issue and retirement of Federal re- 
serve notes and to prescribe the form and tenor of such notes. 

(e) To add to the number of cities classified as reserve and central re- 
serve cities under existing law in which national banking associations are 
subject to the reserve requirements set forth in section twenty of this Act; 
or to reclassify existing reserve and central reserve cities and to designate 
the banks therein situated as country banks at its discretion. 

(£) To suspend the officials of Federal reserve banks and, for cause 
stated in writing with opportunity of hearing, require the removal of said 
officials for incompetency, dereliction of duty, fraud, or deceit, such removal 
to be subject to approval by the President of the United States. 
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(g) To require the writing off of doubtful or worthless assets upon the 
books and balance sheets of Federal reserve banks. 

(h) To suspend, for cause relating to violation of any of the provisions 
of this Act, the operations of any Federal reserve bank and appoint a re- 
ceiver therefor. 

(i) To perform the duties, functions, or services specified or implied in 
this Act. 


FEDERAL ADVISORY COUNCIL 


Sec. 13. There is hereby created a Federal Advisory Council, which shall 
consist of as many members as there are Federal reserve districts. Each 
Federal reserve bank by its board of directors shall annually select from 
its own Federal reserve district one member of said council, who shall re- 
ceive no compensation for his services, but may be reimbursed for actual 
necessary expenses. The meetings of said advisory council shall be held at 
Washington, District of Columbia, at least four times each year, and oftener 
if called by the Federal Reserve Board. The council may select its own 
officers and adopt its own methods of procedure, and a majority of its 
members shall constitute a quorum for the transaction of business. Va- 
cancies in the council shall be filled by the respective reserve banks, and 
members selected to fill vacancies shall serve for the unexpired term. 

The Federal Advisory Council shall have power (1) to meet and confer 
directly with the Federal Reserve Board on general business conditions; 
(2) to make oral or written representations concerning matters within the 
jurisdiction of said board; (3) to call for complete information and to 
make recommendations in regard to discount rates, rediscount business, note 
issues, reserve conditions in the various districts, the purchase and sale of 
gold or securities by reserve banks, open-market operations by said banks, 
and the general affairs of the reserve banking system. 


REDISCOUNTS 


Sec. 14. That any Federal reserve bank may receive from any member 
bank deposits of current funds in lawful money, national bank notes, Fed- 
eral reserve notes, or checks and drafts upon solvent banks, payable upon 
presentation; or, solely for exchange purposes, may receive from other 
Federal reserve banks deposits of current funds in lawful money, national 
bank notes, or checks and drafts upon solvent banks, payable upon 
presentation, 

Upon the indorsement of any member bank any Federal reserve bank 
may discount notes and bills of exchange arising out of commercial trans- 
actions; that is, notes and bills of exchange issued or drawn for agricul- 
tural, industrial, or commercial purposes, or the proceeds of which have been 
used, or may be used, for such purposes, the Federal Reserve Board to have 
the right to determine or define the character of the paper thus eligible for 
discount, within the meaning of this Act; nothing herein contained shall be 
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construed to prohibit such notes and bills of exchange, secured by staple 
agricultural products, or other goods, ‘wares, or merchandise from being 
eligible for such discount; but such definition shall not include notes or 
bills issued or drawn for the purpose of carrying or trading in stocks, bonds, 
or other investment securities. Notes and bills admitted to discount under 
the terms of this paragraph must have a maturity of not more than ninety 
days. 

Upon the indorsement of any member bank any Federal reserve bank 
may discount the paper of the classes hereinbefore described having a ma- 
turity of more than ninety and not more than one hundred and twenty days, 
when its own cash reserve exceeds thirty-three and one-third per cent of its 
total outstanding demand liabilities exclusive of its outstanding Federal re- 
serve notes by an amount to be fixed by the Federal Reserve Board; but 
not more than fifty per cent of the total paper so discounted for any mem- 
ber bank shall have a maturity of more than ninety days. 

Upon the indorsement of any member bank any Federal reserve bank 
may discount acceptances of such banks which are based on the exportation 
or importation of goods and which mature in not more than six months and 
bear the signature of at least one member bank in addition to that of the 
acceptor. The amount so discounted shall at no time exceed one-half the 
capital stock of the bank for which the rediscounts are made. 

The aggregate of such notes and bills bearing the signature or indorse- 
ment of any one person, company, firm, or corporation rediscounted for any 
one bank shall at no time exceed ten per centum of the unimpaired capital 
and surplus of said bank; but this restriction shall not apply to the discount 
of bills of exchange drawn in good faith against actually existing values. 

Any national bank may, at its discretion, accept drafts or bills of ex- 
change drawn upon it having not more than six months sight to run and 
growing out of transactions involving the importation or exportation of 
goods; but no bank shall accept such bills to an amount equal at any time 
in the aggregate to more than one-half the face value of its paid-up and 
unimpaired capital. 

Section fifty-two hundred and two of the Revised Statutes of the United 
States is hereby amended so as to read as follows: No association shall at 
any time be indebted, or in any way liable, to an amount exceeding the 
amount of its capital stock at such time actually paid in and remaining un- 
diminished by losses or otherwise, except on account of demands of the 
nature following: 

First. Notes of circulation. 

Second. Moneys deposited with or collected by the association. 

Third. Bills of exchange or drafts drawn against money actually on de- 
posit to the credit of the association, or due thereto. 

Fourth. Liabilities to the stockholders of the association for dividends 


and reserve profits. 
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Fifth. Liabilities incurred under the provisions of sections two, five, and 
fourteen of the Federal reserve Act. 


OrEN-MARKET OPERATIONS 


Sec. 15. That any Federal reserve bank may, under rules and regulations 
prescribed by the Federal Reserve Board, purchase and sell in the open 
market, either from or to domestic or foreign banks, firms, corporations, or 
individuals, prime bankers’ bills, and bills of exchange of the kinds and 
maturities by this Act made eligible for rediscount, and cable transfers. 

Every Federal reserve bank shall have power (a) to deal in gold coin 
and bullion both at home and abroad, to make loans thereon, and to con- 
tract for loans of gold coin or bullion, giving therefor, when necessary, 
acceptable security, including the hypothecation of United States bonds; 
(b) to invest in United States bonds, and bonds issued by any State, county, 
district, or municipality; (c) to purchase from member banks and to sell, 
with or without its indorsement, bills of exchange arising out of commercial 
transactions, as hereinbefore defined, payable in foreign countries; but such 
bills of exchange must have not exceeding ninety days to run and must bear 
the signature of two or more responsible parties, of which the last shall be 
that of a member bank; (d) to establish each week, or as much oftener as 
required, subject to review and determination of the Federal Reserve Board, 
a rate of discount to be charged by such bank for each class of paper, which 
shall be fixed with a view of accommodating the commerce of the country; 
and (e) with the consent of the Federal Reserve Board, to open and main- 
tain banking accounts in foreign countries and establish agencies in such 
countries wheresoever it may deem best for the purpose of purchasing, sell- 
ing, and collecting foreign bills of exchange, and to buy and sell with or 
without its indorsement, through such correspondents or agencies, prime 
foreign bills of exchange arising out of commercial transactions which have 
not exceeding ninety days to run and which bear the signature of two or 
more responsible parties. 


GOVERNMENT Deposits 


Sec. 16. That all moneys now held in the general fund of the Treasury 
except the five per centum fund for the redemption of outstanding national- 
bank notes shall, upon the direction of the Secretary of the Treasury, within 
twelve months after the passage of this Act, be deposited in Federal reserve 
banks, which banks shall act as fiscal agents of the United States; and 
thereafter the revenues of the Government shall be regularly deposited in 
such banks, and disbursements shall be made by checks drawn against such 
deposits. 

The Secretary of the Treasury shall, subject to the approval of the 
Federal Reserve Board, from time to time, apportion the funds of the Gov- 
ernment among the said Federal reserve banks, distributing them, as far as 
practicable, equitably between different sections, and may, at their joint 
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discretion, charge interest thereon and fix, from month to month, a rate 
which shall be regularly paid by the banks holding such deposits: Provided, 
That no Federal reserve bank shall pay interest upon any deposits except 
those of the United States. 

No Federal reserve bank shall receive or credit deposits except from the 
Government of the United States, its own member banks, and, to the extent 
permitted by this Act, from other Federal reserve banks, All domestic 
transactions of the Federal reserve banks involving loans made by such 
banks, rediscount operations or the creation of deposit accounts shall be 
confined to the Government and the depositing and Federal reserve banks, 
with the exception of the purchase or sale of Government or State securities 
or of gold coin or bullion. 


Nore Issues 


Sec. 17. That Federal reserve notes, to be issued at the discretion of the 
Federal Reserve Board for the purpose of making advances to Federal 
reserve banks as hereinafter set forth and for no other purpose, are hereby 
authorized. The said notes shall be obligations of the United States and 
shall be receivable for all taxes, customs, and other public dues. They shall 
be redeemed in gold or lawful money on demand at the Treasury Depart- 
ment of the United States, in the city of Washington, District of Columbia, 
or at any Federal reserve bank. 

Any Federal reserve bank may, upon vote of its directors, make applica- 
tion to the local Federal reserve agent for such amount of the Federal 
reserve notes hereinbefore provided for as it may deem best. Such applica- 
tion shall be accompanied with a tender to the local Federal reserve agent 
of collateral in amount equal to the sum of the Federal reserve notes thus 
applied for and issued pursuant to such application. The collateral security 
thus offered shall be notes and bills accepted for rediscount under the pro- 
visions of section 14 of this Act, and the Federal reserve agent shall each 
day notify the Federal Reserve Board of issues and withdrawals of notes 
to and by the Federal reserve bank to which he is accredited. The said 
Federal Reserve Board shall be authorized at any time to call upon a Fed- 
eral reserve bank for additional security to protect the Federal reserve notes 
issued to it. 

Whenever any Federal reserve bank shall pay out or disburse Federal 
reserve notes issued to it as hereinbefore provided, it shall segregate in its 
own vaults and shall carry to a special reserve account on its books gold 
or lawful money equal in amount to thirty-three and one-third per centum 
of the reserve notes so paid out by it, such reserve to be used for the re- 
demption of said reserve notes as presented; but any Federal reserve bank 
so using any part of such reserve to redeem notes shall immediately carry 
to said reserve account an amount of gold or lawful money sufficient to 
make said reserve equal to thirty-three and one-third per centum of its out- 
standing Federal reserve notes. Notes so paid out shall bear upon their 


1628 APPENDIX V 


faces a distinctive letter and serial number, which shall be assigned by the 
Federal Reserve Board to each Federal reserve bank. Whenever Federal 
reserve notes issued through one Federal reserve bank shall be received by 
another Federal reserve bank they shall be returned for redemption to the 
Federal reserve bank through which they were originally issued, or shall be 
charged off against Government deposits and returned to the Treasury of 
the United States, or shall-be presented to the said Treasury for redemp- 
tion. No Federal reserve bank shall pay out notes issued through another 
under penalty of a tax of ten per centum upon the face value of notes so 
paid out. Notes presented for redemption at the Treasury of the United 
States shall be paid and returned to the Federal reserve banks through 
which they were originally issued, and Federal reserve notes received by 
the Treasury otherwise than for redemption shall be exchanged for lawful 
money out of the five per centum redemption fund hereinafter provided and 
returned as hereinbefore provided to the reserve bank through which they 
were originally issued. 

The Federal Reserve Board shall have power, in its discretion, to re- 
quire Federal reserve banks to maintain on deposit in the Treasury of the 
United States a sum in gold equal to five per centum of such amount of 
Federal reserve notes as may be issued to them under the provisions of 
this Act; but such five per centum shall be counted and included as part of 
the thirty-three and one-third per centum reserve hereinbefore required. 
The said board shall also have the right to grant in whole or in part or to 
reject entirely the application of any Federal reserve bank for Federal re- 
serve notes; but to the extent and in the amount that such application may 
be granted the Federal Reserve Board shall, through its local Federal re- 
serve agent, deposit Federal reserve notes with the bank so applying, and 
such bank shall be charged with the amount of such notes and shall pay 
such rate of interest on said amount as may be established by the Federal 
Reserve Board, which rate shall not be less than one-half of one per centum 
per annum, and the amount of such Federal reserve notes so issued to any 
such bank shall, upon delivery, become a first and paramount lien on all 
the assets of such bank. 

Any Federal reserve bank may at any time reduce its liability for out- 
standing Federal reserve notes by the deposit of Federal reserve notes, 
whether issued to such bank or to some other reserve bank, or lawful money 
of the United States, or gold bullion, with any Federal reserve agent or 
with the Treasurer of the United States, and such reduction shall be accom- 
panied by a corresponding reduction in the required reserve fund of lawful 
money set apart for the redemption of said notes and by the release of a 
corresponding amount of the collateral security deposited with the local 
Federal reserve agent. 

Any Federal reserve bank may at its discretion withdraw collateral de- 
posited with the local Federal reserve agent for the protection of Federal 
reserve notes deposited with it and shall at the same time substitute other 
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collateral of equal value approved by the Federal reserve agent under regu- 
lations to be prescribed by the Federal Reserve Board. 

It shall be the duty of every Federal reserve bank to receive on deposit, 
at par and without charge for exchange or collection, checks and drafts 
drawn upon any of its depositors or by any of its depositors upon any 
other depositor and checks and drafts drawn by any depositor in any other 
Federal reserve bank upon funds to the credit of said depositor in said re- 
serve bank last mentioned, nothing herein contained to be construed as pro- 
hibiting member banks from making reasonable charges to cover actual 
expenses incurred in collecting and remitting funds for their patrons. The 
Federal Reserve Board shall make and promulgate from time to time regu- 
lations governing the transfer of funds at par among Federal reserve banks, 
and may at its discretion exercise the functions of a clearing house for such 
Federal reserve banks, or may designate a Federal reserve bank to exercise 
such functions, and may also require each such bank to exercise the func- 
tions of a clearing house for its member banks. 

Src. 18. That so much of the provisions of section fifty-one hundred and 
fifty-nine of the Revised Statutes of the United States, and section four of 
the Act of June twentieth, eighteen hundred and seventy-four, and section 
eight of the Act of July twelfth, eighteen hundred and eighty-two, and of 
any other provisions of existing statutes, as require that before any national 
banking association shall be authorized to commence banking business it 
shall transfer and deliver to the Treasurer of the United States a stated 
amount of United States registered bonds be, and the same is hereby, 
repealed. 


REFUNDING Bonps 


Sec. 19. That upon application the Secretary of the Treasury shall ex- 
change the two per centum bonds of the United States bearing the circula- 
tion privilege deposited by any national banking association with the Treas- 
urer of the United States as security for circulating notes for three per 
centum bonds of the United States without the circulation privilege, payable 
after twenty years from date of issue, and exempt from Federal, State, and 
municipal taxation both as to income and principal. No national bank shall, 
in any one year, present two per centum bonds for exchange in the manner 
hereinbefore provided to an amount exceeding five per centum of the total 
amount of bonds on deposit with the Treasurer by said bank for circulation 
purposes. Should any national bank fail in any one year to so exchange 
its full quota of two per centum bonds under the terms of this Act, the 
Secretary of ‘the Treasury may permit any other national bank or banks to 
exchange bonds in excess of the five per centum aforesaid in an amount 
equal to the deficiency caused by the failure of any one or more banks to 
make exchange in any one year, allotment to be made to applying banks in 
proportion to their holdings of bonds. At the expiration of twenty years 
from the passage of this Act every holder of United States two per centum 
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bonds then outstanding shall receive payment at par and accrued interest. 
After twenty years from the date of the passage of this Act national-bank 
notes still remaining outstanding shall be recalled and redeemed by the 
national banking associations issuing the same within a period and under 
regulations to be prescribed by the Federal Reserve Board, and notes still 
remaining in circulation at the end of such period shall be secured by an 
equal amount of lawful money to be deposited in the Treasury of the United 
States by the banking associations originally issuing such notes. Mean- 
while every national bank may continue to apply for and receive circulating 
notes from the Comptroller of the Currency based upon the deposit of two 
per centum bonds or of any other bonds bearing the circulation privilege; 
but no national bank shall” be permitted to issue other circulating notes 
except such as are secured as in this section provided or to issue or to make 
use of any substitute for such circulating notes in the form of clearing- 
house loan certificates, cashier’s checks, or other obligation. 


BANK RESERVES 


Sec. 20. That from and after the date when the Secretary of the Treas- 
ury shall have officially announced, in such manner as he may elect, the fact 
that a Federal reserve bank has been established in any designated district, 
every banking association within said district which shall have subscribed 
for stock in such Federal reserve bank shall be required to establish and 
maintain reserves as follows: 

(a) If a country bank as defined by existing law, it shall hold and main- 
tain a reserve equal to twelve per centum of the aggregate amount of its 
deposits, not including savings deposits hereinafter provided for. Five- 
twelfths of such reserve shall consist of money which national banks may 
under existing law count as legal reserve, held actually in the bank’s own 
vaults; and for a period of fourteen months from the date aforesaid at 
least three-twelfths and thereafter at least five-twelfths of such reserve 
shall consist of a credit balance with the Federal reserve bank of its dis- 
trict. The remainder of the twelve per centum reserve hereinbefore re- 
quired may, for a period of thirty-six months from and after the date fixed 
by the Secretary of the Treasury as hereinbefore provided, consist of bal- 
ances due from national banks in reserve or central reserve cities as now 
defined by law. From and after a date thirty-six months subsequent to the 
date fixed by the Secretary of the Treasury as hereinbefore provided the 
said remainder of the twelve per centum reserve required of each country 
bank shall consist either in whole or in part of reserve money in the bank’s 
own vaults or of credit balance with the Federal reserve ‘bank of its 
district. 

(b) If a reserve city bank as defined by existing law, it shall hold and 
maintain, for a period of sixty days from the date fixed by the Secretary 
of the Treasury as hereinbefore provided, a reserve equal to twenty per 
centum of the aggregate amount of its deposits, not including savings de- 
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posits hereinafter provided for, and permanently thereafter eighteen per 
centum. At least one-half of such reserve shall consist of money which 
national banks may under existing law count as legal reserve, held actually 
in the bank’s own vaults. After sixty days from the date aforesaid, and 
for a period of one year, at least three-eighteenths and permanently there- 
after at least five-eighteenths of such reserve shall consist of a credit bal- 
ance with the Federal reserve bank of its district. The remainder of the 
reserve in this paragraph required may, for a period of thirty-six months 
from and after the date fixed by the Secretary of the Treasury as herein- 
before provided, consist of balances due from national banks in central 
reserve cities as now defined by law. From and after a date thirty-six 
months subsequent to the date fixed by the Secretary of the Treasury as 
hereinbefore provided, the said remainder of the eighteen per centum re- 
serve required of each reserve city bank shall consist either in whole or in 
part of reserve money in the bank’s own vaults or of credit balance with 
the Federal reserve bank of its district. 

(c) If a central reserve city bank as defined by existing law, it shall 
hold and maintain for a period of sixty days from the date fixed by the 
Secretary of the Treasury as hereinbefore provided a reserve equal to 
twenty per centum of the aggregate amount of its deposits, not including 
savings deposits hereinafter provided for, and permanently thereafter eight- 
een per centum. At least one-half of such reserve shall consist of money 
which national banks may under existing law count as legal reserve, held 
actually in the bank’s own vaults. After sixty days from the date afore- 
said, and thereafter for a period of one year, at least three-eighteenths and 
permanently thereafter at least five-eighteenths of such reserve shall con- 
sist of a credit balance with the Federal reserve bank of its district. The 
remainder of the eighteen per centum reserve required of each central re- 
serve city bank shall consist either in whole or in part of reserve money 
actually held in its own vaults or of credit balance with the Federal reserve 
bank of its district. A 

Sec. 21. That so much of sections two and three of the Act of June 
twentieth, eighteen hundred and seventy-four, entitled “An Act fixing the 
amount of United States notes, providing for a redistribution of the national 
bank currency, and for other purposes,” as provides that the fund deposited 
by any national banking association with the Treasurer of the United States 
for the redemption of its notes shall be counted as a part of its lawful 
reserve as provided in the Act aforesaid, be, and the same is hereby, re- 
pealed. And from and after the passage of this Act such fund of five per 
centum shall in no case be counted by any national banking association as 
a part of its lawful reserve. 

Src. 22. That every Federal reserve bank shall at all times have on hand 
in its own vaults, in gold or lawful money, a sum equal to not less than 
thirty-three and one-third per centum of its outstanding demand liabilities. 

The Federal Reserve Board may notify any Federal reserve bank whose 
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lawful reserve shall be below the amount required to be kept on hand, to 
make good such reserve; and if such bank shall fail for thirty days there- 
after so to make good its lawful reserve, the Federal Reserve Board may 
appoint a receiver to wind up the business of said bank. 


BANK EXAMINATIONS 


Src. 23. That the examination of the affairs of every national banking 
association authorized by existing law shall take place at least twice in each 
calendar year and as much oftener as the Federal Reserve Board shall con- 
sider necessary in order to furnish a full and complete knowledge of its 
condition. The Secretary of the Treasury may, however, at any time direct 
the holding of a special examination. The person assigned to the making 
of such examination of the affairs of any national banking association shall 
have power to call together a quorum of the directors of such association, 
who shall, under oath, state to such examiner the character and circum- 
stances of such of its loans or discounts as he may designate; and from 
and after the passage of this Act all bank examiners shall receive fixed sal- 
aries, the amount whereof shall be determined by the Federal Reserve Board 
and annually reported to Congress. But the expense of the examinations 
herein provided for shall be assessed by the Federal Reserve Board upon 
the associations examined in proportion to assets or resources held by such 
associations upon a date during the year in which such examinations are 
held to be established by the Federal Reserve Board. The Comptroller of 
the Currency shall so arrange the duties of national-bank examiners that 
no two successive examinations of any association shall be made by the same 
examiner. 

In addition to the examinations made and conducted by the Comptroller 
of the Currency, every Federal reserve bank may, with the approval of the 
Federal Reserve Board, arrange for special or periodical examination of the 
member banks within its district. Such examination shall be so conducted 
as to inform the Federal reserve bank under whose auspices it is carried on 
of the condition of its member banks and of the lines of credit which are 
being extended by them. Every Federal reserve bank shall at all times 
furnish to the Federal Reserve Board such information as may be demanded 
by the latter concerning the condition of any national banking association 
located within the district of the said Federal reserve bank. 

The Federal Reserve Board shall as often as it dems best, and in any 
case not less frequently than four times each year, order an examination 
of national banking associations in reserve cities. Such examinations shall 
show in detail the total amount of loans made by each bank on demand, on 
time, and the different classes of collateral held to protect the various loans, 
and the lines of credit which are being extended by them. The Federal 
Reserve Board shall, at least once each year, order an examination of each 
Federal reserve bank, and upon joint ‘application of ten member banks the 
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Federal Reserve Board shall order a special examination and report of the 
condition of any Federal reserve bank. 

Sec. 24. That no national bank shall hereafter make any loan or grant 
any gratuity to any examiner of such bank. Any bank offending against 
this provision shall be deemed guilty of a misdemeanor and shall be fined not 
more than $5,000, and a further sum equal to the money so loaned or 
gratuity given; and the officer or officers of a bank making such loan or 
granting such gratuity shall be likewise deemed guilty of a misdemeanor 
and each shall be fined not to exceed $5,000. Any examiner accepting a 
loan or gratuity from any bank examined by him shall be deemed guilty 
of a misdemeanor and shall be fined not more than $5,000, and a further 
sum equal to the money so loaned or gratuity given; and shall forever 
thereafter be disqualified from holding office as a national-bank examiner. 
No national-bank examiner shall perform any other service for compensa- 
tion while holding such office. 

No officer or director of a national bank shall receive or be beneficiary, 
either directly or indirectly, of any fee (other than a legitimate fee paid 
an attorney at law for legal services), commission, gift, or other considera- 
tion for or on account of any loan, purchase, sale, payment, exchange, or 
transaction with respect to stocks, bonds, or other investment securities or 
notes, bills of exchange, acceptances, bankers’ bills, cable transfers or mort- 
gages made by or on behalf of a national bank of which he is such officer 
or director. Any person violating any provision of this section shall be 
punished by a fine of not exceeding $5,000 or by imprisonment not exceed- 
ing five years, or both such fine and imprisonment, in the discretion of the 
court having jurisdiction. 

Except so far as already provided in existing laws this provision shall 
not take effect until six months after the passage of this Act. 

Sec. 25. That from and after the passage of this Act the stockholders 
of every national banking association shall be held individually responsible 
for all contracts, debts, and engagements of such association, each to the 
amount of his stock therein, at the par value thereof in addition to the 
amount invested in such stock. The stockholders in any national banking 
association who shall have transferred their shares or registered the transfer 
thereof within sixty days next before the date of the failure of such asso- 
ciation to meet its obligations shall be liable to the same extent as if they 
had made no such transfer; but this provision shall not be construed to 
affect in any “way any recourse which such shareholders might otherwise 
have against those in whose names such shares are registered at the time of 
such failure. Section fifty-one hundred and fifty-one, Revised Statutes of 
the United States, is hereby reenacted except in so far as modified by this 
section. 

LoaNs ON Farm LANDS 


Src. 26. That any national banking association not situated in a reserve 
city or central reserve city may make loans secured by improved and unen- 
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cumbered farm land, but no such loan shall be made for a longer time than 
twelve months, nor for an amount exceeding fiity per centum of the actual 
value of the property offered as security, and such property shall be situated 
within the Federal reserve district in which the bank is located. Any such 
bank may make such loans in an aggregate sum equal to twenty-five per 
centum of its capital and surplus. 

The Federal Reserve Board shall have power from time to time to add 
to the list of cities in which national banks shall not be permitted to make 
loans secured upon real estate in the manner described in this section. 


Savincs DEPARTMENT 


Sec. 27. That any national banking association may, subsequent to a 
date one year after the organization of the Federal Reserve Board, make 
application to the Comptroller of the Currency for permission to open a 
savings department. Such application shall set forth that the directors of 
said national bank have by a majority vote apportioned a specified percentage 
of their paid-in capital and surplus to said savings department and to that 
have segregated specified assets for the uses of said department, or that 
cash capital for the said savings department has been obtained by subscrip- 
tion to additional issues of the capital stock of said national bank: Provided, 
That the capital thus set apart for the uses of the proposed savings depart- 
ment aforesaid shall in no case be less than $15,000, or more than a sum 
equal to twenty per centum of the paid-up capital and surplus of the said 
national bank. 

In making the application aforesaid any national banking association may 
further apply for power to act as trustee for mortgage loans subject to the 
conditions and limitations herein prescribed or to be established as herein- 
after provided. 

Whenever the Comptroller of the Currency shall have approved any 
such application as hereinbefore provided, he shall so inform the applying 
bank, and thereafter it shall be authorized to receive savings deposits as so 
defined, and the organization and business conducted or possessed by said 
bank at the time of making said application, except such as has been spe- 
cifically segregated for the savings department, and subsequent expansions 
thereof shall be known as the commercial department of the said bank. 
The said departments shall, to all intents and purposes, be separate and 
distinct institutions save and except as hereinafter expressly provided. The 
capital, surplus, deposits, securities, investments, and other property, effects, 
and assets of each of said departments shall, in no event, be mingled with 
those of the other department, or used, either in whole or in part, to pay 
any of the deposits of the other department until all of the deposits of its 
own department have been fully paid and satisfied. National banks may 
increase or diminish their capital stock in the manner now provided by law, 
but whenever such general increase or reduction of the capital stock of any 
national bank operating upon the provisions of this section shall be made 


GLASS BILL AS PASSED IN THE HOUSE 1635 


such increase or reduction shall be apportioned between the commercial and 
savings departments of the said bank as its board of directors shall pre- 
scribe, notice of such increase or reduction, and of the apportionment 
thereof, being forthwith given to the Comptroller of the Currency; and 
any such national bank may increase or diminish the capital already appor- 
tioned to either its savings or commercial department to an extent not 
inconsistent with the provisions of this section, notifying the Comptroller 
of the Currency as hereinbefore provided. The savings department for 
which authority has been solicited and granted shall have control of the 
cash or assets apportioned to it as hereinbefore provided, and shall be 
organized under rules and regulations to be prescribed by the Comptroller 
of the Currency. 

Both the savings and commercial departments so created shall, how- 
ever, be under the control and direction of a single board of directors and 
of the general officers of said bank. 

All business transacted by the commercial department of any such 
national bank shall be in every respect subject to the limitations and require- 
ments provided in the national banking Act as modified by this Act, and 
such btisiness shall henceforward be known as commercial business. 

The savings department of each such national bank shall be authorized 
to accumulate and loan the funds of its depositors, to receive deposits of 
current funds to purchase securities authorized by the Federal Reserve 
Board, to loan any funds in its possession upon real estate or other author- 
ized security, and to collect the same with interest, and to declare and pay 
dividends or interest upon its deposits. The Federal Reserve Board is 
hereby authorized to exempt the savings departments of national banking 
associations from any and every restriction upon classes or kinds of busi- 
ness laid down in the national banking Act, and it shall be the duty of the 
said board within one year after its organization to prepare and publish 
rules and regulations for the conduct of business by such savings depart- 
ments. The said regulations shall require every national bank which shall 
conduct a savings department and a commercial department to segregate 
in its own vaults the cash and assets belonging to such departments respec- 
tively and shall prescribe the general forms of separate books of account 
to be used by each such department for its exclusive and individual use. 
The regulations aforesaid shall further specify the period of notice for 
the withdrawal of deposits made in the said savings department and shall 
forbid the acceptance of deposits by one department of such national bank 
from the other department of such bank. The Federal Reserve Board shall 
make and publish at its discretion lists of securities, paper, bonds, and other 
forms of investment, which the savings departments of national banks shall 
be authorized to buy or loan upon; and said lists need not be uniform 
throughout the United States, but shall be adapted to the conditions of 
business in different sections of the country. 

It shall be the duty of every national bank to maintain, with respect to 
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all deposit liabilities of its savings department, a reserve in money which 
may under existing law be counted as reserve, equal to not less than five 
per centum of the total deposit liabilities of such department, and every 
national bank authorized to maintain a savings department is hereby 
exempted from the reserve requirements of the national banking Act and 
of this Act in respect to the said deposit liabilities of its savings depart- 
ment, except as in this section provided. Every regulation made in pur- 
suance of this section shall be duly published, and also posted in every 
member bank having a savings department. ‘ 

Every officer, director, or employee of any member bank who shall 
knowingly or willfully violate any of the provisions of this section, or any 
of the regulations of the Federal Reserve Board, or of the Comptroller of 
the Currency, made under and by virtue of the provisions of this section 
shall be guilty of a felony, and on conviction thereof shall be punished by 
a fine not exceeding $5,000 or by imprisonment not exceeding two years, or 
both, in the discretion of the court. 


ForEIGN BRANCHES 


Sec. 28. That any national banking association possessing a capital of 
$1,000,000 or more may file application with the Federal Reserve Board, 
upon such conditions and under such circumstances as may be prescribed 
by the said board, for the purpose of securing authority to establish branches 
in foreign countries for the furtherance of the foreign commerce of the 
United States and to act, if required to do so, as fiscal agents of the United 
States. Such application shall specify, in addition to the name and capital 
of the banking association filing it, the foreign country or countries or the 
dependencies of the United States where the banking operations proposed 
are to be carried on and the amount of capital set aside by the said banking 
association filing such application for the conduct of its foreign business at 
the branches proposed by it to be established in foreign countries. The 
Federal Reserve Board shall have power to approve or to reject such 
application if, in its judgment, the amount of capital proposed to be set 
aside for the conduct of foreign business is inadequate or if for other 
reasons the granting of* such application is deemed inexpedient. 

Every national banking association which shall receive authority to 
establish branches in foreign countries shall be required at all times to 
furnish information concerning the condition of such branches to the 
Comptroller of the Currency upon demand, and the Federal Reserve Board 
may order special examinations of the said foreign branches at such time 
or times as it may deem best. Every such national banking association shall 
conduct the accounts of each foreign branch independently of the accounts 
of other foreign branches established by it and of its home office, and shall 
at the end of each fiscal period transfer to its general ledger the profit or 
loss accruing at each such branch as a separate item. 

SEc. 29. That all provisions of law inconsistent with or superseded by 
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any of the provisions of this Act be, and the same are hereby, repealed: 
Provided, That nothing in this Act contained shall be construed to repeal 
the parity provision or provisions contained in an Act approved March 
fourteenth, nineteen hundred, entitled “An Act to define and fix the stand- 
ard of value, to maintain the parity of all forms of money issued or coined 
by the United States, to refund the public debt, and for other purposes.” 

SEc. 30. That the right to amend, alter, or repeal this Act is hereby 
expressly reserved. 

Passed the House of Representatives September 18, 1913. 

Attest : SoutH TRIMBLE, 

Clerk. 


B. SENATE BILL-AS' ADOPTED 


IN THE SENATE OF THE UNITED STATES 
December 19, 1913 


Resolved, That the bill from the House of Representatives (H.R. 7837) 
entitled “An Act to provide for the establishment of Federal reserve banks, 
to furnish an elastic currency, to afford means of rediscounting commercial 
paper, to establish a more effective supervision of banking in the United 
States, and for other purposes,” do pass with the following 


AMENDMENT 


Strike out all after the enacting clause and insert: 

That the short title of this Act shall be the “Federal Reserve Act.” 

Wherever the word “bank” is used in this Act, the word shall be held to 
include State bank, banking association, and trust company, except where 
national banks or Federal reserve banks are specifically referred to. 

The terms “national bank” and “national banking association” used in 
this Act shall be held to be synonymous and interchangeable. The term 
“member bank” shall be held to mean any national bank, State bank, or bank 
or trust company which has become a member of one of the reserve banks 
created by this Act. The term “board” shall be held to mean Federal Re- 
serve Board; the term “district” shall be held to mean Federal reserve dis- 
trict: the term “reserve bank” shall be held to mean Federal reserve bank. 


FEDERAL RESERVE DISTRICTS 


Sec. 2. As soon as practicable, the Secretary of the Treasury and not 
less than two other members of the Federal Reserve Board hereinafter pro- 
vided for, to be assigned by the President, acting as ‘““The Reserve Bank 
Organization Committee,” shall designate not less than eight nor more than 
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twelve cities to be known as Federal reserve cities, and shall divide the con- 
tinental United States, including Alaska, into districts, each district to con- 
tain one, and only one, of such Federal reserve cities. The determination 
of said organization committee shall not be subject to review except by the 
Federal Reserve Board when organized: Provided, That the districts shall 
be apportioned with due regard to the convenience and customary course of 
business and shall not necessarily be coterminous with any State or States. 
The districts thus created may be readjusted and new districts may from 
time to time be created by the Federal Reserve Board, not to exceed twelve 
in all. Such districts shall be known as Federal reserve districts and may 
be designated by number. A majority of the organization committee shall 
constitute a quorum with authority to act. 

Said organization committee shall be authorized to employ counsel and 
expert aid, to take testimony, to send for persons and papers, to administer 
oaths, and to make such investigation as may be deemed necessary by the 
said committee in determining the reserve districts and in determining the 
cities within such districts where such Federal reserve banks shall be sevy- 
erally located. The said committee shall supervise the organization, in each 
of the cities designated, of a Federal reserve bank, which shall include in 
its title the name of the city in which it is situated, as “Federal Reserve 
Bank of Chicago.” 

Under regulations to be prescribed by the organization committee, every 
national banking association in the United States is hereby required and 
every eligible bank in the United States and every trust company within the 
District of Columbia incorporated under an Act of Congress approved 
October first, eighteen hundred and ninety-one, is hereby authorized to sig- 
nify in writing, within sixty days after the passage of this Act, its accep- 
tance of the terms and provisions hereof. When a Federal reserve bank 
shall have been organized, every national banking association within that 
district shall be required and every eligible bank may be permitted to sub- 
scribe to the capital stock thereof in a sum equal to six per centum of the 
paid-up capital stock and surplus of such bank, one-sixth of the subscription 
to be payable on call of the organization committee or of the Federal Re- 
serve Board, one-sixth within three months and one-sixth within six months 
thereafter, and the remainder of the subscription, or any part thereof, shall 
be subject to call when deemed necessary by the Federal Reserve Board, 
said payments to be in gold or gold certificates, 

The shareholders of every Federal reserve bank shall be held individ- 
ually responsible, equally and ratably, and not one for another, for all con- 
tracts, debts, and engagements of such bank to the extent of the amount of 
their subscriptions to such stock at the par value thereof in addition to the 
amount subscribed, whether such subscriptions have been paid up in whole 
or in part, under the provisions of this Act. 

Any national bank failing to signify its acceptance of the terms of this 
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Act within the sixty days aforesaid shall cease to act as a reserve agent, 
upon thirty days’ notice, to be given within the discretion of the said organ- 
ization committee or of the Federal Reserve Board. 

Should any national banking association in the United States now organ- 
ized fail, within one year after the passage of this Act, to become a member 
bank under the provisions hereinbefore stated, or fail to comply with any 
of the provisions of this Act applicable thereto, all of the rights, privileges, 
and franchises of such association granted to it under the national-bank 
Act, or under the provisions of this Act, shall be thereby forfeited. Any 
noncompliance with or violation of this Act shall, however, be determined 
and adjudged by any court of the United States of competent jurisdiction 
in a suit brought for that purpose in the district or territory in which such 
bank is located, under direction of the Federal Reserve Board, by the Comp- 
troller of the Currency in his own name before the association shall be 
declared dissolved. In cases of such noncompliance or violation, other than 
the failure to become a member bank under the provisions of this Act, every 
director who participated in or assented to the same shall be held liable in 
his personal or individual capacity for all damages which said bank, its 
shareholders, or any other person shall have sustained in consequence of 
such violation. 

Such dissolution shall not take away or impair any remedy against such 
corporation, its stockholders or officers, for any liability or penalty which 
shall have been previously incurred. 

Should the subscriptions by banks to the stock of said Federal reserve 
banks or any one or more of them be, in the judgment of the organization 
committee, insufficient to provide the amount of capital required therefor, 
then and in that event the said organization committee may, under condi- 
tions and regulations to be prescribed by it, offer to public subscription at 
par such an amount of stock in said Federal reserve banks, or any one or 
more of them, as said committee shall determine, subject to the same con- 
ditions as to payment in and stock liability as provided for member banks. 

No individual, copartnership, or corporation other than a member bank 
of its district shall be permitted to subscribe for or to hold at any time more 
than $10,000 par value of stock in any Federal reserve bank. Such stock 
shall be known as public stock and may be transferred on the books of the 
Federal reserve bank by the chairman of the board of directors of such 
bank. 

Should the total subscriptions by banks and the public to the stock of 
said Federal reserve banks, or any one or more of them, be, in the judg- 
ment of the organization committee, insufficient to provide the amount of 
capital required therefor, then and in that event the said organization com- 
mittee shall allot to the United States such an amount of said stock as said 
committee shall determine. Said United States stock shall be paid for at 
par out of any money in the Treasury not otherwise appropriated, and shall 
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be held by the Secretary of the Treasury and disposed of for the benefit 
of the United States in such manner, at such times, and at such price, not 
less than par, as the Secretary of the Treasury shall determine. 

Stock not held by member banks shall not be entitled to voting power 
in the hands of its holders, but the voting power thereon shall be vested in 
and be exercised solely by the class C directors of the Federal reserve bank 
in which said stock may be held, and who shall be designated as “voting 
trustees.” The voting power on said public stock shall be limited to one 
vote for each $15,000 par value thereof, fractional amounts not to be con- 
sidered. The voting trustees shall exercise the same powers as member 
banks in voting for class A and class B directors. 

The Federal Reserve Board is hereby empowered to adopt and promul- 
gate rules and regulations governing the transfers of said stock and the 
exercise of the voting power thereon. 

No Federal reserve bank shall commence business with a subscribed 
capital less in amount than $3,000,000. The organization of reserve dis- 
tricts and Federal reserve cities shall not be construed as changing the 
present status of reserve cities and central reserve cities, except in so far 
as this Act changes the amount of reserves that may be carried with ap- 
proved reserve agents located therein. The organization committee shall 
have power to appoint such assistants and incur such expenses in carrying 
cut the provisions of this Act as it shall deem necessary, and such expenses 
shall be payable by the Treasurer of the United States upon voucher ap- 
proved by the Secretary of the Treasury, and the sum of $100,000, or so 
much thereof as may be necessary, is hereby appropriated, out of any 
moneys in the Treasury not otherwise appropriated, for the payment of such 
expenses. 


BRANCH OFFICES 


Sec. 3. Each Federal reserve bank shall establish branch offices within 
the Federal reserve district in which it is located and also in the district of 
any Federal reserve bank which may have been suspended, such branches to 
be established and conducted at places and under regulations approved by 
the Federal Reserve Board. 


FEDERAL RESERVE BANKS 


Sec. 4. When the organization committee shall have established Federal 
reserve districts as provided in section two of this Act, a certificate shall be 
filed with the Comptroller of the Currency showing the geographical limits 
of such districts and the Federal reserve. city designated in each of such 
districts. The Comptroller of the Currency shall thereupon cause to be for- 
warded to each national bank located in each district, and to such other 
banks declared to be eligible by the organization committee which may 
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apply therefor, an applicaticn blank in form to be approved by the organ- 
ization committee, which blank shall contain a resolution to’ be adopted by 
the board of directors of each bank executing such application, authorizing 
a subscription to the capital stock of the Federal reserve bank organizing 
in that district in accordance with the provisions of this Act. 

When the minimum amount of capital stock prescribed by this Act for 
the organization of any Federal reserve bank shall have been subscribed 
and allotted the organization committee shall designate any five banks of 
those whose applications have been received to execute a certificate of 
organization, and thereupon the banks so designated shall, under their seals, 
make an organization certificate which shall specifically state the name of 
such Federal reserve bank, the territorial extent of the district over which 
the operations of such Federal reserve bank are to be carried on, the city 
and State in which said bank is to be located, the amount of capital stock 
and the number of shares into which the same is divided, the name and 
place of doing business of each bank executing such certificate, and of all 
banks which have subscribed to the capital stock of such Federal reserve 
bank and the number of shares subscribed by each, and the fact that the 
certificate is made to enable those banks executing same, and all banks 
which have subscribed or may thereafter subscribe to the capital stock of 
such Federal reserve bank, to avail themselves of the advantages of this 
Act. 

The said organization certificate shall be acknowledged before a judge 
of some court of record or notary public; and shall be, together with the 
acknowledgment thereof, authenticated by the seal of such court or notary, 
transmitted to the Comptroller of the Currency, who shall file, record, and 
carefully preserve the same in his office. 

Upon the filing of such certificate with the Comptroller of the Currency 
as aforesaid, the said Federal reserve bank shall become a body corpcrate 
and as such, and in the name designated in such organization certificate, 
shall have power— 

First. To adopt and use a corporate seal. 

Second. To have succession for a period of twenty years from its organ- 
ization unless it is sooner dissolved by an Act of Congress, or unless its 
franchise becomes forfeited by some violation of law. 

Third. To make contracts. 

Fourth. To sue and be sued, complain and defend, in any court of law 
or equity. . 

Fifth. To appoint by its board of directors, elected as hereinafter pro- 
vided, such officers as are not otherwise provided for in this Act, to define 
their duties, require bonds of them and fix the penalty thereof, to dismiss 
such officers or any of them as may be appointed by them at pleasure, and 
to appoint others to fill their places. 

Sixth. To prescribe by its board of directors by-laws not inconsistent 
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with law, regulating the manner in which its general business may be con- 
ducted, and the privileges granted to it by law may be exercised and 
enjoyed. 

Seventh. To exercise by its board of directors, or duly authorized officers 
or agents, all powers specifically granted by the provisions of this Act and 
such incidental powers as shall be necessary to carry on the business of 
banking within the limitations prescribed by this Act. 

Eighth. Upon deposit with the Treasurer of the United States of any 
bonds of the United States in the manner provided by existing law relating 
to national banks, to receive from the Comptroller of the Currency cir- 
culating notes in blank, registered and countersigned as provided by law, 
equal in amount to the par value of the bonds so deposited, such notes to 
be issued under the same conditions and provisions of law which relate to 
the issue of circulating notes of national banks secured by bonds of the 
United States bearing the circulating privilege, except that the issue of 
such notes shall not be limited to the amount of the capital stock of such 
Federal reserve bank. 

But no Federal reserve bank shall transact any business except such as 
is incidental and necessarily preliminary to its organization until it has been 
authorized by the Comptroller of the Currency to commence business under 
the provisions of this Act. 

Every Federal reserve bank shall be conducted under the supervision 
and control of a board of directors. 

The board of directors shall perform the duties usually appertaining to 
the office of directors of banking associations and all such duties as are pre- 
scribed by law. 

Said board shall administer the affairs of said bank fairly and impar- 
tially and without discrimination in favor of or against any member bank 
or banks and shall, subject to the provisions of law and the orders of the 
Federal Reserve Board, extend to each member bank such discounts, ad- 
vancements, and accommodations as may be safely and reasonably made 
with due regard for the claims and demands of other member banks. 

Such board of directors shall be selected as hereinafter specified and 
shall consist of nine members, holding office for three years, and divided 
into three classes, designated as classes A, B, and C. 

Class A shall consist of three members, who shall be chosen by and be 
representative of the stock-holding banks. 

Class B shall consist of three members, who at the time of their election 
shall be actively engaged in their district in commerce, in agriculture, or in 
some other industrial pursuit. 

Class C shall consist of three members, who shall be designated by the 
Federal Reserve Board. When the necessary subscriptions to the capital 
stock have been obtained for the organization of any Federal reserve bank, 
the Federal Reserve Board shall appoint the class C directors herein pro- 
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vided for and shall designate one of such directors as chairman of the 
board to be selected. Pending designation of such chairman the organiza- 
tion committee shall, as provided in this section, exercise the powers and 
duties appertaining to the office of chairman in the organization of such 
Federal reserve bank. 

No Senator or Representative in Congress shall be a member of the 
Federal Reserve Board, a director of a Federal reserve bank, or an officer 
or director of any member bank. 

No director of class B or of class C shall be an officer, director, em- 
ployee, or stockholder of any bank. . 

Directors of class A and class B shall be chosen in the following 
manner : 

The chairman of the board of directors of the Federal reserve bank of 
the district in which the bank is situated or, pending the appointment of 
such chairman, the organization committee shall classify the member banks 
of the district into three general groups or divisions. Each group shall 
contain, as nearly as may be, one-third of the aggregate number of the 
member banks of the district, and shall consist, as nearly as may be, of 
banks of similar capitalization. The groups shall be designated by number 
by the chairman. 

At a regularly called meeting of the board of directors of each member 
bank in the district it shall elect by ballot a district reserve elector and shall 
certify his name to the chairman of the board of directors of the Federal 
reserve bank of the district. The chairman shall establish lists of the dis- 
trict reserve electors thus named by banks in each of the aforesaid three 
groups and shall transmit one list to each elector in each group. 

Every elector shall, within fifteen days after the receipt of the said list, 
certify to the chairman his first, second, and other choices of a director of 
class A and class B, respectively, upon a preferential ballot, on a form fur- 
nished by the chairman of the board of directors of the Federal reserve 
bank of the district. ach elector shall make a cross opposite the name of 
the first, second, and other choices for a director of class A and for a direc- 
tor of class B, but shall not vote more than one choice for any one candidate. 

Any candidate having a majority of all votes cast in the column of first 
choice shall be declared elected. If no candidate have a majority of all the 
votes in the first column, then there shall be added together the votes cast 
by the electors for such candidates in the second column to the votes cast 
for the several candidates in the first column. If any candidate then have 
a majority of the electors voting, by adding together the first and second 
choices, he shall be declared elected. If no candidate have a majority of 
electors voting when the first and second choices shall have been added, 
then the votes cast in the third column for other choices shall be added 
together in like manner, and the candidate then having the highest number 
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of votes shall be declared elected. An immediate report of election shall 
be declared. 

Three directors belonging to class C shall be appointed directly by the 
Federal Reserve Board, and shall have been for at least two years residents 
of the district for which they are appointed, one of whom shall be desig- 
nated by said board as chairman of the board of directors of the Federal 
reserve bank of the district to which he is appointed and shall be designated 
by said board as “Federal reserve agent.” He shall be a person of tested 
banking experience; and in addition to his duties as chairman of the board 
of directors of the Federal reserve bank of the district to which he is ap- 
pointed, he shall be required to maintain under regulations to be established 
by the Federal Reserve Board a local office of said board, which shall be 
situated on the premises of the Federal reserve bank of the district. He 
shall make regular reports to the Federal Reserve Board, and shall act as 
its official representative for the performance of the functions conferred 
upon it by this Act. He shall receive an annual compensation to be fixed 
by the Federal Reserve Board and paid monthly by the Federal reserve 
bank to which he is designated. One of the directors of class C who shall 
be a person of tested banking experience shall be appointed by the Federal 
Reserve Board as deputy chairman and deputy Federal reserve agent to 
exercise the powers of the chairman of the board and Federal reserve agent 
in case of the absence or disability of his principal. 

Directors of Federal reserve banks shall receive, in addition to any com- 
pensation otherwise provided, a reasonable allowance for necessary expenses 
in attending meetings of their respective boards, which amount shall be paid 
by the respective Federal reserve banks. Any compensation that may be 
provided by boards of directors of Federal reserve banks for members of 
such boards shall be subject to review and subsequent readjustment at any 
time by the Federal Reserve Board. 

The Reserve Bank Organization Committee may, in organizing Federal 
reserve banks for the first time, call such meetings of bank directors in the 
several districts as may be necessary to carry out the purposes of this Act, 
and may exercise the functions herein conferred upon the chairman of the 
board of directors of each Federal reserve bank pending the complete organ- 
ization of such bank. 

At the first meeting of the full board of directors of each Federal 
reserve bank after organization it shall be the duty of the directors of 
classes A and B and C, respectively, to designate one of the members of 
each class whose term of office shall expire in one year from the first of 
January nearest to date of such meeting, one whose term of office shall 
expire at the end of two years from said date, and one whose term of office 
shall expire at the end of three years from said date. Thereafter every 
director of a Federal reserve bank chosen as hereinbefore provided shall 
hold office for a term of three years. Vacancies that may occur in the 
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several classes of directors of Federal reserve banks may be filled in the 
manner provided for the original selection of such directors, such appointees 
to hold office for the unexpired terms of their predecessors. 


Stock Issuks; INCREASE AND DECREASE OF CAPITAL 


Sec. 5. The capital stock of each Federal reserve bank shall be divided 
into shares of $100 each. The outstanding capital stock shall be increased 
from time to time as member banks increase their capital stock and surplus 
or as additional banks become members, and may be decreased as member 
banks reduce their capital stock or surplus or cease to be members. Shares 
of the capital stock of Federal reserve banks owned by member banks shall 
not be transferable, nor be hypothecable. In case a member bank increase 
its capital stock or surplus, it shall thereupon subscribe for an additional 
amount of capital stock of the Federal reserve bank of its district equal to 
six per centum of the said increase, one-half of said subscription to be paid 
in the manner hereinbefore provided for original subscription, and one-half 
subject to call of the Federal’ Reserve Board. A bank applying for stock 
in a Federal reserve bank at any time after the organization thereof must 
subscribe for an amount of the capital stock of the Federal reserve bank 
equal to six per centum of the paid-up capital stock and surplus of said 
applicant bank, paying therefor its par value plus one-half of one per 
centum a month from the period of the last dividend. When the capital 
stock of any Federal reserve bank shall have been increased either on 
account of the increase of capital stock of member banks or on account of 
the increase in the number of member banks, the board of directors shall 
cause to be executed a certificate to the Comptroller of the Currency show- 
ing the increase in capital stock, the amount paid in, and by whom paid. In 
case a member bank reduces its capital stock it shall surrender a propor- 
tionate amount of its holdings in the capital of said Federal reserve bank, 
and in case a member bank goes into voluntary liquidation it shall surren- 
der all of its holdings of the capital stock of said Federal reserve bank and 
be released from its stock subscription not previously called. In either case 
the shares surrendered shall be canceled and such member bank shall receive 
in payment therefor, under regulations to be prescribed by the Federal Re- 
serve Board, a sum equal to its cash paid subscriptions on the shares sur- 
rendered and one-half of one per centum a month from the period of the 
last dividend, not to exceed the book value thereof, less any liability of such 
member bank to the Federal reserve bank. 

Sec. 6. If any member bank shall be declared insolvent and a receiver 
appointed therefor, the stock held by it in said Federal reserve bank shall 
be canceled, and all cash-paid subscriptions on said stock, with one-half of 
one per centum per month from the period of last dividend, not to exceed 
the book value thereof, shall be first applied to all debts of the insolvent 
member bank to the Federal reserve bank, and the balance, if any, shall be 


1646 APPENDIX V 
\ 

paid to the receiver of the insolvent bank. Whenever the capital stock of 
a Federal reserve bank is reduced, either on account of a reduction in capital 
stock of any member bank or of the liquidation or insolvency of such bank, 
the board of directors shall cause to be executed a certificate to the Comp- 
troller of the Currency showing such reduction of capital stock and the 
amount repaid to such bank. 


DiIvIsIoN OF EARNINGS 


Sec. 7. After all necessary expenses of a Federal reserve bank have 

been paid or provided for, the stockholders shall be entitled to receive an 
“annual dividend of six per centum on the paid-in capital stock, which divi- 

dend shall be cumulative. One-half of the net earnings, after the aforesaid 
dividend claims have been fully met, shall be paid into a surplus fund until 
such fund shall amount to forty per centum of the paid-in capital stock of 
such bank, and of the remaining one-half, fifty per centum shall be paid to 
the United States as a franchise tax, and fifty per centum shall be paid to 
the United States as a trustee for the benefit of depositors in all failed 
member banks in the United States and failed member trust companies in 
the District of Columbia, the money to be kept in and losses from failures 
to be paid from it as a depositors’ insurance fund under a division of the 
Treasury to be constituted and managed under such regulations as may be 
prescribed by the Secretary of the Treasury. Whenever the Secretary of 
the Treasury, out of said fund, shall pay any amounts due to depositors of 
failed member banks, the Secretary of the Treasury shall be subrogated to 
all the rights of said depositors, and in the settlement of the affairs of any 
such bank all dividends that would have been due to such depositors shall 
be paid to the Secretary of the Treasury, and the same shall be by him 
paid into and become a part of said depositors’ insurance fund. All net 
earnings derived by the United States from Federal reserve banks shall, in 
the discretion of the Secretary, be used to supplement the gold reserve held 
against outstanding United States notes, or shall be applied to the reduction 
of the outstanding bonded indebtedness of the United States, under regula- 
tions to be prescribed by the Secretary of the Treasury. Should a Federal 
reserve bank be dissolved or go into liquidation, any surplus remaining, after 
the payment of all debts, dividend requirements as hereinbefore provided, 
and the par value of the stock, shall be paid to and become the property of 
the United States and shall be similarly applied. 

Every Federal reserve bank incorporated under the terms of this Acct, 
the capital stock and surplus therein and the income derived therefrom shall 
be exempt from Federal, State, and local taxation, except in respect to taxes 
upon real estate. I 

Src. 8, That ,section fifty-one hundred and fifty-four, United States 
Revised Statutes, be amended to read as follows: 

“Any bank incorporated by special law of any State or of the United 


SENATE BILL AS ‘ADOPTED 1647 


States or organized under the general laws of any State or of the United 
States and having an unimpaired capital sufficient to entitle it to become a 
national banking association under the provisions of the existing laws may, 
by the vote of the shareholders owning not less than fifty-one per centum 
of the capital stock of such bank or banking association, with the approval 
of the Comptroller of the Currency, be converted into a national banking 
association, with any name approved by the Comptroller of the Currency: 
Provided, however, That said conversion shall not be in contravention of 
the State law. In such case the articles of association and organization 
certificate may be executed by a majority of the directors of the bank or 
banking institution, and the certificate shall declare that the owners ‘of fifty- 
one per centum of the capital stock have authorized the directors to make 
such certificate and to change or convert the bank or banking institution 
into a national association. A majority of the directors, after executing the 
articles of association and the organization certificate, shall have power to 
execute all other papers and to do whatever may be required to make its 
organization perfect and complete as a national association. The shares of 
any such bank may continue to be for the same amount each as they were 
before the conversion, and the directors may continue to be directors of the 
association until others are elected or appointed in accordance with the pro- 
visions of the statutes of the United States. When the Comptroller has 
given to such bank or banking association a certificate that the provisions 
of this Act have been complied with, such bank or banking association, and 
all its stockholders, officers, and employees, shall have the same powers and 
privileges, and shall be subject to the same duties, liabilities, and regula- 
tions, in all respects, as shall have been prescribed by the Federal reserve 
Act and by the national banking Act for associations originally organized 
as national banking associations.” 


STATE BanKs AS MEMBERS 


Sec. 9. Any bank incorporated by special law of any State, or organized 
under the general laws of any State or of the United States, may make 
application to the reserve bank organization committee, pending organiza- 
tion, and thereafter to the Federal Reserve Board or the right to subscribe 
to the stock of the Federal reserve bank organized or to be organized within 
the Federal reserve district where the applicant is located. The organization 
committee or the Federal Reserve Board, under such rules and regulations 
as it may prescribe, subject to the, provisions of this section, may permit 
the applying bank to become a stockholder in the Federal reserve bank of 
the district in which the applying bank is located. Whenever the organiza- 
tion committee or the Federal Reserve Board shall permit the applying bank 
to become a stockholder in the Federal reserve bank of the district, stock 
shall be issued and paid for under the rules and regulations in this Act pro- 
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vided for national banks which become stockholders in Federal reserve 
banks. 

The organization committee or the Federal Reserve Board shall estab- 
lish by-laws for the general government of its conduct in acting upon appli- 
cations made by the State banks and banking associations and trust com- 
panies for stock ownership in Federal reserve banks. Such by-laws shall 
require applying banks not organized under Federal law to comply with the 
reserve and capital requirements and to submit to the examination and regu- 
lations prescribed by the organization committee or by the Federal Reserve 
Board. No applying bank shall be admitted to membership in a Federal 
reserve bank unless it possesses a paid-up unimpaired capital sufficient to en- 
title it to become a national banking association in the place where it is sit- 
uated, under the provisions of the national banking Act. 

Any bank becoming a member of a Federal reserve bank under the pro- 
visions of this section shall, in addition to the regulations and restrictions 
hereinbefore provided, be required to conform to the provisions of law 
imposed on the national banks respecting the limitation of liability which 
may be incurred by any person, firm, or corporation to such banks, the pro- 
hibition against making purchase of or loans on stock of such banks, and 
the withdrawal or impairment of capital, or the payment of unearned divi- 
dends, and to such rules and regulations as the Federal Reserve Board may, 
in pursuance thereof, prescribe. 

Such banks, and the officers, agents, and employees thereof, shall also be 
subject to the’ provisions of and to the penalties prescribed by sections fifty- 
one hundred and ninety-eight, fifty-two hundred, fifty-two hundred and one, 
and fifty-two hundred and eight and fifty-two hundred and nine of the Re- 
vised Statutes. The member banks shall also be required to make reports 
of the conditions and of the payments of dividends to the Comptroller, as 
provided in sections fifty-two hundred and eleven and fifty-two hundred 
and twelve of the Revised Statutes, and shall be subject to the penalties pre- 
scribed by section fifty-two hundred and thirteen for the failure to make 
such report. 

If at any time it shall appear to the Federal Reserve Board that a bank- 
ing association or trust company organized under the laws of any State or 
of the United States and having become a member bank has failed to com- 
ply with the provisions of this section or the regulations of the Federal 
Reserve Board, it shall be within the power of the said board, after hear- 
ing, to require such banking association or trust company to surrender its 
stock in the Federal reserve bank; upon such surrender the Federal reserve 
bank shall pay the cash-paid subscriptions to the said stock with interest at 
the rate of one-half of one per centum per month, computed from the last 
dividend, if earned, not to exceed the book value thereof, less any liability 
to said Federal reserve bank, except the subscription liability not previously 
called, which shall be canceled, and said Federal reserve bank shall, upon 
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notice from the Federal Reserve Board, be required to suspend said banking 
association or trust company from further privileges of membership, and 
shall within thirty days of such notice cancel and retire its stock and make 
payment therefor in the manner herein provided. The Federal Reserve 
Board may restore membership upon due proof of compliance with the 
conditions imposed by this section. 


FEDERAL RESERVE BOARD 


Sec. 10. A Federal Reserve Board is hereby created which shall consist 
of seven members, including the Secretary of the Treasury, who shall be 
a member ex officio, and six members appointed by the President of the 
United States, by and with the advice and consent of the Senate. In select- 
ing the six appointive members of the Federal Reserve Board, not more 
than one of whom shall be selected from any one Federal reserve district, 
the President shall have due regard to a fair representation of the different 
geographical divisions of the country. The six members of the Federal 
Reserve Board appointed by the President and confirmed as aforesaid shall 
devote their entire time to the business of the Federal Reserve Board and 
shall each receive an annual salary of $12,000, together with actual neces- 
sary traveling expenses. The members of said board, the Secretary of the 
Treasury, the Assistant Secretary of the Treasury, and the Comptroller of 
the Currency shall be ineligible during the time they are in office and for 
two years thereafter to hold any office, position, or employment conferred 
by any member bank. Of the six members thus appointed by the President 
at least two shall be persons experienced in banking or finance. One shall 
be designated by the President to serve for one, one for two, one for three, 
one for four, one for five, and one for six years, and thereafter each mem- 
ber so appointed shall serve for a term of six years unless sooner removed 
for cause by the President. Of the six persons thus appointed, one shall 
be designated by the President as governor and one as vice governor of the 
Federal Reserve Board. The governor of the Federal Reserve Board, sub- 
ject to its supervision, shall be the active executive officer. The Secretary 
of the Treasury may assign offices in the Department of the Treasury for 
the use of the Federal Reserve Board. Each member of the Federal Re- 
serve Board shall within fifteen days after notice of appointment make and 
subscribe to the oath of office. 

The Federal Reserve Board shall have power to levy semiannually upon 
the Federal reserve banks, in proportion to their capital stock and surplus, 
an assessment sufficient to pay its estimated expenses and salaries of its 
members and employees for the half year succeeding the levying of such 
assessment, together with any deficit carried forward from the preceding 
half year. 

The first meeting of the Federal Reserve Board shall be held in Wash- 
ington, District of Columbia, as soon as may be after the passage of this 
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Act, at a date to be fixed by the Reserve Bank Organization Committee. 
The Secretary of the Treasury shall be ex officio chairman of the Federal 
Reserve Board. No member of the Federal Reserve Board shall be an 
officer or director of any bank, banking institution, trust company, or Fed- 
eral reserve bank nor hold stock in any bank, banking institution, or trust 
company; and before entering upon his duties as a member of the Federal 
Reserve Board he shall certify under oath to the Secretary of the Treasury 
that he has complied with this requirement. Whenever a vacancy shall 
occur, other than by expiration of term, among the six members of the 
Federal Reserve Board appointed by the President, as above provided, a 
successor shall be appointed by the President, with the advice and consent 
of the Senate, to fill such vacancy, and when appointed he shall hold office 
for the unexpired term of the member whose place he is selected to fill. 

The President shall have power to fill all vacancies that may happen on 
the Federal Reserve Board during the recess of the Senate, by granting 
commissions which shall expire at the end of the next session of the Senate. 

Nothing in this Act contained shall be construed as taking away any 
powers heretofore vested by law in the Secretary of the Treasury which 
relate to the supervision, management, and control of the Treasury Depart- 
ment and bureaus under such department, and wherever any power vested 
by this Act in the Federal Reserve Board or the Federal reserve agent 
appears to conflict with the powers of the Secretary of the Treasury, such 
powers shall be exercised subject to the supervision and control of the 
Secretary. 

The Federal Reserve Board shall annually make a full report of its 
operations to the Speaker of the House of Representatives, who shall cause 
the same to be printed for the information of the Congress. 

Section three hundred and twenty-four of the Revised Statutes of the 
United States shall be amended so as to read as follows: “There shall be 
in the Department of the Treasury a bureau charged with the execution of 
all laws passed by Congress relating to the issue and regulation of national 
currency secured by United States bonds and, under the general supervision 
of the Federal Reserve Board, of all Federal reserve notes, the chief officer 
of which bureau shall be called the Comptroller of the Currency and shall 
perform his duties under the general directions of the Secretary of the 
Treasury.” 

Sec. 11. The Federal Reserve Board shall be authorized and empowered : 

(a) To examine at its discretion the accounts, books, and affairs of 
each Federal reserve bank and of each member bank and to require such 
statements and reports as it may deem necessary. The said board shall 
publish once each week a statement showing the condition of each Federal 
reserve bank and a consolidated statement for all Federal reserve banks. 
Such statements shall show in detail the assets and liabilities of the Federal 
reserve banks, single and combined, and shall furnish full information re- 
garding the character of the money held as reserve and the amount, nature, 
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and maturities of the paper and other investments owned or held by Federal 
reserve banks. 

(b) To permit or require Federal reserve banks to rediscount the dis- 
counted paper of other Federal reserve banks at rates of interest to be 
fixed each week or oftener by the Federal Reserve Board. 

(c) To suspend for a period not exceeding thirty days, and from time 
to time to renew such suspension for periods not exceeding fifteen days, 
any reserve requirement specified in this Act: Provided, That it shall estab- 
lish a graduated tax upon the amounts by which the reserve requirements 
of this Act may be permitted to fall below the level hereinafter specified : 
And provided further, That when the gold reserve held against Federal 
reserve notes falls below forty per centum, the Federal Reserve Board shall 
establish a graduated tax of not more than one per centum upon such de- 

ficiency until the reserves fall to thirty-two and one-half per centum, and 

‘when said reserve falls below thirty-two and one-half per centum, a tax 
at the rate increasingly of not less than one and one-half per centum upon 
each two and one-half per centum or fraction thereof that such reserve 
falls below thirty-two and one-half per centum. The tax shall be paid by 
the reserve bank, but the reserve bank shall add an amount equal to said 
tax to the rates of interest and discount fixed by the Federal Reserve 
Board. 

(d) To supervise and regulate-through the bureau under the charge of 
the Comptroller of the Currency the issue and retirement of Federal re- 
serve notes, and to prescribe rules and regulations under which such notes 
may be delivered by the Comptroller to the Federal reserve agents apply- 
ing therefor. 

(e) To add to the number of cities classified as reserve and central 
reserve cities under existing law in which national banking associations are 
subject to the reserve requirements set forth in section twenty of this Act; 
or to reclassify existing reserve and central reserve cities or to terminate 
their designation as such. 

(£) To suspend or remove any officer or director of any Federal reserve 
bank, the cause of such removal to be forthwith communicated in writing 
by the Federal Reserve Board to the removed officer or director and to said 
bank. 

(g) To require the writing off of doubtful or worthless assets upon the 
books and balance sheets of Federal reserve banks. 

(h) To suspend, for cause relating to violation of any of the provisions 
of this Act, the operations of any Federal reserve bank and take posses- 
sion. thereof and administer the same during the period of suspension. 

(i) To require bonds of Federal reserve agents, perform the duties, 
functions, or services specified or implied in this Act, and to make all rules 
and regulations necessary to enable said board effectively to perform the 


same. 
(j) To exercise general supervision over said Federal reserve banks. 
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(k) To authorize member banks to use, as reserves, Federal reserve 
notes, or bank notes based on United States bonds, to the extent that said 
board may find necessary. 

-(1) To grant by special permit to national banks applying therefor, 
when not in contravention of State or local law, the right to act as trustee, 
executor, administrator, or registrar of stocks and bonds under such rules 
and regulations as the said board may prescribe. 

(m) To employ such attorneys, experts, assistants, clerks, or other em- 
ployees as may be deemed necessary to properly conduct the business of 
such board, and to accomplish the purposes of this Act. All salaries, allow- 
ances, and expenses of those employed to be fixed in advance by said board 
and to be paid in the same manner as the salaries of the members of said 
board. All such attorneys, experts, assistants, clerks, and other employees 
to be appointed without regard to the provisions of the Act of January 
sixth, eighteen hundred and eighty-three (Twenty-second Revised Statutes, 
four hundred and three), and amendments thereto, or any rule or regula- 
tion made in pursuance thereof: Provided, That nothing herein shall pre- 
vent the President from placing said employees in the classified service. 


FEDERAL Apvisory CouNCIL 


Sec, 12. There is hereby created a Federal Advisory Council, which 
shall consist of as many members as there are Federal reserve districts. 
Each Federal reserve bank by its board of directors shall annually select 
from its own Federal reserve district one member of said council, who shall 
receive such compensation and allowances as may be fixed by his board of 
directors subject to the approval of the Federal Reserve Board. The meet- 
ings of said advisory council shall be held at Washington, District of 
Columbia, at least four times each year, and oftener if called by the Fed- 
eral Reserve Board. The council may in addition to the meetings above 
provided for hold such other meetings in Washington, District of Columbia, 
or elsewhere, as it may deem necessary, may select its own officers and 
adopt its own methods of procedure, and a majority of its members shall 
constitute a quorum for the transaction of business. Vacancies in the coun- 
cil shall be filled by the respective reserve banks, and members selected to 
fill vacancies shall serve for the unexpired term. 

The Federal Advisory Council shall have power, by itself or through its 
officers, (1) to confer directly with the Federal Reserve Board on general 
business conditions; (2) to make oral or written representations concerning 
matters within the jurisdiction of said board; (3) to call for information 
and to make recommendations in regard to discount rates, rediscount busi- 
ness, note issues, reserve conditions in the various districts, the purchase . 
and sale of gold or securities by reserve banks, open-market operations by 
said banks, and the general affairs of the reserve banking system, 
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Powers or FEDERAL REsERvE BANKS 


Sec. 13. Any Federal reserve bank may receive from any of its member 
banks, and from the United States, deposits of current funds in lawful 
money, national-bank notes, Federal reserve notes, or checks and drafts 
upon solvent banks of the Federal reserve system, payable upon presenta- 
tion; or, solely for exchange purposes, may receive from other Federal 
reserve banks deposits of current funds in lawful money, national-bank 
notes, or checks and drafts upon solvent member or other Federal reserve 
banks, payable upon presentation. 

Upon the indorsement of any of its member banks, with a waiver of 
demand notice and protest by such bank any Federal reserve bank may dis- 
count notes, drafts, and bills of exchange arising out of actual commercial 
transactions; that is, notes, drafts, and bills of exchange issued or drawn 
for agricultural, industrial, or commercial purposes, or the proceeds of 
which have been used, or are to be used, for such purposes, the Federal 
Reserve Board to have the right to determine or define the character of the 
paper thus eligible for discount, within the meaning of this Act. Nothing 
in this Act contained shall be construed to prohibit such notes, drafts, and 
bills of exchange, secured by staple agricultural products, or other goods, 
wares, or merchandise from being eligible for such discount; but such defi- 
nition shall not include notes, drafts, or bills covering merely investments 
or issued or drawn for the purpose of carrying or trading in stocks, bonds, 
or other investment securities, except bonds and notes of the Government 
of the United States. Notes, drafts, and bills admitted to discount under 
the terms of this paragraph must have a maturity atthe time of discount 
of not more than ninety days: Provided, That notes, drafts, and bills 
drawn or issued for agricultural purposes or based on live stock and hav- 
ing a maturity not exceeding six months may be discounted in an amount 
to be limited to a percentage of the capital of the Federal reserve bank, to 
be ascertained and fixed by the Federal Reserve Board. 

Any Federal reserve bank may discount acceptances which are based on 
the importation or exportation or domestic shipment of goods and which 
have a maturity at time of discount of not more than three months, and 
‘indorsed by at least one member bank. The amount of acceptances so dis- 
counted shall at no time exceed one-half the paid up capital stock and sur- 
plus of ‘the bank for which the rediscounts are made. 

The aggregate of such notes and bills bearing the signature or indorse- 
ment of any one person, company, firm, or corporation rediscounted for any 
one bank shall at no time exceed ten per centum of the unimpaired capital 
and surplus of said bank; but this restriction shall not apply to the discount 
of bills of exchange drawn in good faith against actually existing values. 

Any national bank may accept drafts or bills of exchange drawn upon 
it and growing out of transactions involving the importation, exportation, 
or domestic shipment of goods having not more than six months sight to 
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run; but no bank shall accept such bills to an amount equal at any time in 
the aggregate to more than one-half its paid-up capital stock and surplus. 

Section fifty-two hundred and two of the Revised Statutes of the United 
States is hereby amended so as to read as follows: No association shall at 
any time be indebted, or in any way liable, to an amount exceeding the 
amount of its capital stock at such time actually paid in and remaining 
undiminished by losses or otherwise, except on account of demands of the 
nature following: 

First. Notes of circulation. 

Second. Moneys deposited with or collected by the association. 

Third. Bills of exchange or drafts drawn against money actually on 
deposit to the credit of the association, or due thereto. 

Fourth. Liabilities to the stockholders of the association for dividends 
and reserve profits. 

Fifth. Liabilities incurred under the provisions of this Act. 

The Federal: Reserve Board may authorize the reserve bank of the dis- 
trict to discount the direction obligations of member banks, secured by the 
pledge and deposit of satisfactory securities; but in no case shall the amount 
so loaned by a Federal reserve bank exceed three-fourths of the actual value 
of the securities so pledged. 

The rediscount by any Federal reserve bank of any bills receivable and 
of domestic and foreign bills of exchange and acceptances shall be subject 
to such restrictions, limitations, and regulations as may be imposed by the 
Federal Reserve Board. 


OpreN-MARKET OPERATIONS 


Sec. 14. Any Federal reserve bank may, under rules and regulations 
prescribed by the Federal Reserve Board, purchase and sell in the open 
market, at home or abroad, either from or to domestic or foreign banks, 
firms, corporations, or individuals, cable transfers and bankers’ acceptances 
and bills of exchange of the kinds and maturities by this Act made eligible 
for rediscount with or without the indorsement of a member bank. 

Every Federal reserve bank shall have power: 

(a) To deal in gold coin and bullion at home or abroad, to a loans © 
thereon, exchange Federal reserve notes for gold, gold coin, or gold cer- 
tificates, and to contract for loans of gold coin or bullion, giving therefor, 
when necessary, acceptable security, including the hypothecation of United 
States bonds or other securities which Federal reserve banks are authorized 
to hold; 

(b) To buy and sell, at home or abroad, bonds and notes of the United 
States, and bills, notes, revenue bonds, and warrants with a maturity from 
date of purchase of not exceeding six months, issued in anticipation of the 
collection of taxes or in anticipation of the receipt of assured revenues by 
any State, county, district, political subdivision, or municipality in the con- 
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tinental United States, such purchases to be made in accordance with rules 
and regulations prescribed by the Federal Reserve Board; 

(c) To purchase from member banks and to sell, with or without its 
indorsement, bills of exchange arising out of commercial transactions, as 
hereinbefore defined ; 

(d) To establish from time to time, subject to review and determina- 
tion of the Federal Reserve Board, rates of discount to be charged by the 
Federal reserve bank for each class of paper, which shall be fixed with a 
view of accommodating commerce and business; 

(e) To establish accounts with other Federal reserve banks for‘ ex- 
change purposes and, with the consent of the Federal Reserve Board, to 
open and maintain banking accounts in foreign countries, appoint corre- 
spondents, and establish agencies in such countries wheresoever it may deem 
best for the purpose of purchasing, selling, and collecting bills of exchange, 
and to buy and sell with or without its indorsement, through such corre- 
spondents or agencies, bills of exchange arising out of actual commercial 
transactions which have not more than ninety days to run and which bear 
the signature of two or. more responsible parties. 


GOVERNMENT DEPOSITS 

SEc. 15. The moneys held in the general fund of the Treasury, except 
the five per centum fund for the redemption of outstanding national-bank 
notes and the funds provided in this Act for the redemption of Federal 
reserve notes may, upon the direction of the Secretary of the Treasury, 
be deposited in Federal reserve banks, which banks, when required by the 
Secretary of the Treasury, shall act as fiscal agents of the United States; 
and the revenues of the Government or any part thereof may be deposited 
in such banks, and disbursements may be made by checks drawn against 
such deposits. 

No public funds of the Philippine Islands, or of the postal savings, or 
any Government funds, shall be deposited in the continental United States 
in any bank not belonging to the system established by this Act: Provided, 
however, That nothing in this Act shall be construed to deny the right of 
the Secretary of the Treasury to use member banks as depositories. 


Note Issurs 

Src. 16. Federal reserve notes, to be issued at the discretion of the Fed- 
eral Reserve Board for the purpose of making advances to Federal reserve 
banks through the Federal reserve agents as hereinafter set forth and for 
no other purpose, are hereby authorized. The said notes shall be obliga- 
tions of the United States and shall be receivable by all national and mem-- 
ber banks and Federal reserve banks and for all taxes, customs, and other 
public dues. They shall be redeemed in gold on demand at the Treasury 
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Department of the United States, in the city of Washington, District of 
Columbia, or in gold or lawful money at any Federal reserve bank. 

Any Federal reserve bank may make application to the local Federal 
reserve agent for such amount of the Federal reserve notes hereinbefore 
provided for as it may require. Such application shall be accompanied 
vith a tender to the local Federal reserve agent of collateral in amount 
equal to the sum of the Federal reserve notes thus applied for and issued 
pursuant to such application. The collateral security thus offered shall be 
notes and bills accepted for rediscount under the provisions of section thir- 
teen of this Act, and the Federal reserve agent shall each day notify the 
Federal Reserve Board of all issues and withdrawals of Federal reserve 
notes to and by the Federal reserve bank to which he is accredited. The 
said Federal Reserve Board shall be authorized at any time to call upon a 
Federal reserve bank for additional security to protect the Federal reserve 
notes issued to it. 

Every Federal reserve bank shall maintain reserves in gold or lawful 
money of not less than thirty-five per centum against its deposits and its 
Federal reserve notes in actual circulation, but the amount of gold in the 
Federal reserve bank together with the amount deposited by it with the 
Treasury, shall be at least equal to forty per centum of the Federal reserve 
notes issued to said bank and in actual circulation and not offset by gold or 
lawful money deposited with the Federal reserve agent. Notes so paid out 
shall bear upon their faces a distinctive letter and serial number, which 
shall be assigned by the Federal Reserve Board to each Federal reserve 
bank. Whenever Federal reserve notes issued through one Federal reserve 
bank shall be received by another Federal reserve bank they shall be 
promptly returned for credit or redemption to the Federal reserve bank 
through which they were originally issued. No Federal reserve bank shall 
pay out notes issued through another under penalty of a tax of ten per 
centum upon the face value of notes so paid out. Notes presented for 
redemption at the Treasury of the United States shall be paid out of the 
redemption fund and returned to the Federal reserve banks through which 
they were originally issued, and thereupon such Federal reserve bank shall, 
upon demand of the Secretary of the Treasury, reimburse such redemption 
fund in lawful money or, if such Federal reserve notes have been re- 
deemed by the Treasurer in gold or gold certificates, then such funds shall 
be reimbursed to the extent deemed necessary by the Secretary of the 
Treasury in gold or gold certificates, and such Federal reserve bank shall, 
so long as any of its Federal reserve notes remain outstanding, maintain 
with the Treasurer in gold, an amount sufficient in the judgment of the 
Secretary to provide for all redemptions to be made by the Treasurer. 
Federal reserve notes received by the Treasury, otherwise than for redemp- 
tion, may be exchanged for gold out of the redemption fund hereinafter 
provided and returned to the reserve bank through which they were origi- 
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nally issued, or they may be returned to such bank for the credit of the 
United States. Federal reserve notes unfit for circulation shall be returned 
by the Federal reserve agents to the Comptroller of the Currency for can- 
cellation and destruction. 

The Federal Reserve Board shall require each Federal reserve bank to 
maintain on deposit in the Treasury of the United States a sum in gold 
sufficient in the judgment of the Secretary of the Treasury for the redemp- 
tion of the Federal reserve notes issued to such bank, but in no event less 
than five per centum; but such deposit of gold shall be counted and in- 
cluded as part of the thirty-three and one-third per centum reserve herein- 
before required. The board shall have the right, acting through the Fed- 
eral reserve agent, to grant in whole or in part or to reject entirely the 
application of any Federal reserve bank for Federal reserve notes; but to 
the extent that such application may be granted the Federal Reserve Board 
shall, through its local Federal reserve agent, supply Federal reserve notes to 
the bank so applying, and such bank shall be charged with the amount of 
such notes and shall pay such rate of interest on said amount as may be 
established by the Federal Reserve Board, and the amount of such Federal 
reserve notes so issued to any such bank shall, upon delivery, together with 
such notes of such Federal reserve bank as may be issued under section 
eighteen of this Act upon security of United States two per centum Gov- 
ernment bonds, become a first and paramount lien on all the assets of such 
bank. ; 

Any Federal reserve bank may at any time reduce its liability for out- 
standing Federal reserve notes by depositing, with the Federal reserve 
agent, its Federal reserve notes, gold, gold certificates, or lawful money of 
the United States. Federal reserve notes so deposited shall not be re- 
issued, except upon compliance with the conditions of an original issue. 

The Federal reserve agent shall hold such gold, gold certificates, or 
lawful money available exclusively for exchange for the outstanding Fed- 
eral reserve notes when offered by the reserve bank of which he is a 
director. Upon the request of the Secretary of the Treasury the Federal 
Reserve Board shall require the Federal reserve agent to transmit so much 
of said gold to the Treasury of the United States as may be required for 
the exclusive purpose of the redemption of such notes. 

Any Federal reserve bank may at its discretion withdraw collateral de- 
posited with the local Federal reserve agent for the protection of its Fed- 
eral reserve notes deposited with it and shall at the same time substitute 
therefor other like collateral of equal amount with the approval of the- 
Federal reserve agent under regulations to be prescribed by the Federal 
Reserve Board. 

In order to furnish suitable notes for circulation as Federal reserve 
notes, the Comptroller of the Currency shall, under the direction of the 
Secretary of the Treasury, cause plates and dies to be engraved in the best 
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manner to guard against counterfeits and fraudulent alterations, and shall 
have printed therefrom and numbered such quantities of such notes of the 
denominations. of $1, $2, $5, $10, $20, $50, $100, as may be required to sup- 
ply the Federal reserve banks. Such notes shall be in form and tenor as 
directed by the Secretary of the Treasury under the provisions of this Act 
and shall bear ‘the distinctive numbers of the several Federal reserve banks 
through which they are issued. 

When such notes have been prepared, they shall be deposited in the 
Treasury, or in the subtreasury or mint of the United States nearest the 
place’ of business of each Federal reserve bank, and shall be held for the 
use of such bank subject to the order of the Comptroller of the Currency 
for their delivery, as provided by this Act. 

The plates:and dies to be procured by the Comptroller of the Currency 
for the printing of such circulating notes shall remain under his control 
and direction, and the expenses necessarily incurred in executing the laws 
relating to the procuring’ of such notes, and all other expenses incidental 
to their issue and retirement, shall be paid by the Federal reserve banks, 
and the Federal Reserve Board shall include in its estimate of expenses 
levied against’ the Federal reserve banks a sufficient amount to cover the 
expenses herein provided for. 

The examination of plates, dies, bed pieces, and so forth, and regula- 
tions relating to such examination of plates, dies, and so forth, of national- 
bank notes provided for in section fifty-one hundred and seventy-four, 
Revised Statutes, is hereby extended to include Federal reserve notes herein 
provided for. 

Any appropriation heretofore made out of the general funds of the 
Treasury for engraving plates and dies, the purchase of distinctive paper, 
or to cover any other expense in connection with the printing of national- 
bank notes or notes provided for by the Act of May thirtieth, nineteen 
hundred and eight, and any distinctive paper that may be on hand at the 
time of the passage of this Act may be used in the discretion of the Secre- 
tary for the purposes of this Act, and should the appropriations heretofore 
made be insufficient to meet the requirements of this Act in addition to 
circulating notes provided for by existing law, the Secretary is hereby 
authorized to use so much of any funds in the Treasury not otherwise 
appropriated for the purpose of furnishing the notes aforesaid: Provided, 
however, That nothing in this section contained shall be construed as 
exempting national banks or Federal reserve banks from their liability to 
reimburse the United States for any expenses incurred in printing and 
issuing circulating notes. 

Every Federal reserve bank shall receive on deposit from member banks 
or from Federal reserve banks checks and drafts drawn upon any of its 
depositors, and when remitted by a Federal reserve bank, checks and drafts 
drawn by any depositor in any other Federal reserve bank or member bank 
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upon funds to the credit of said depositor in said reserve bank or member 
bank. Nothing herein contained shall be construed as prohibiting a mem- 
ber bank from making reasonable charges for checks and drafts so debited 
to its account, or for collecting and remitting funds, or for exchange sold 
to its patrons. The Federal Reserve Board may, by rule, fix the charges 
to be collected by the member banks from its patrons whose checks are 
cleared through the Federal reserve bank and the charge which may be 
imposed for the service: of clearing or collection rendered by the Federal 
reserve bank. 

The Federal Reserve Board shall make and avemnskgite from time to 
time regulations governing the transfer of funds and charges therefor 
among Federal reserve banks and their branches, and may at its discretion 
exercise the functions of a clearing house for such Federal reserve banks, 
or may designate a Federal reserve bank to exercise such functions, and 
may also require each such bank to exercise the functions of a clearing 
house for its member banks. 

Sec. 17. That so much of the provisions of section fifty-one hundred 
and fifty-nine of the Revised Statutes of the United States, and section 
four of the Act of June twentieth, eighteen hundred and seventy-four, and 
section eight of the Act of July twelfth, eighteen hundred and eighty-two, 
and of any other provisions of existing statutes, as require that before any 
national banking association shall be authorized to. commence banking busi- 
ness it shall transfer and deliver to the Treasurer of the United States a 
stated amount of United States registered bonds be, and the same is hereby, 
repealed. 

Sec. 18. Any member bank desiring to retire the whole or any nauk of 
its circulating notes may file with the Treasurer of the United States an 
application to sell for its account, at par and interest, United States bonds 
securing circulation to be retired. 

The Treasurer shall, at the end of each quarterly period, furnish the 
Federal Reserve Board with a list of such applications, and the Federal 
Reserve Board may, in its discretion, require the Federal reserve banks to 
purchase such bonds from the banks whose applications have heen filed with 
the Treasurer at least ten days before the end of any quarterly period at 
which the Federal Reserve Board may direct the purchase to be made. 
Upon notice from the Treasurer of the amount of bonds so sold for its 
account, each member bank shall duly assign and transfer, in writing, such 
bonds to the Federal reserve bank purchasing the same, and such Federal 
reserve bank shall thereupon deposit lawful money with the Treasurer of 
the United States for the purchase price of such bonds, and the Treasurer 
shall pay to the member bank selling such bonds any balance due after de- 
ducting a sufficient sum to redeem its outstanding notes secured by such 
bonds, which notes shall be canceled and permanently retired when 
redeemed. 
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The Federal reserve banks purchasing such bonds shall be required to 
take out an amount of circulating notes equal to the amount of national- 
bank notes outstanding against such bonds. 

Upon the deposit with the Treasurer of the United States bonds so pur- 
chased, or any bonds with the circulating privilege acquired under section 
four of this Act, any Federal reserve bank making such deposit in the 
manner provided by existing law shall be entitled to receive from the Comp- 
troller of the Currency circulating notes in blank, registered and counter- 
signed as provided by law, equal in amount to the par value of the bonds 
so deposited. Such notes shall be the obligations of the Federal reserve 
bank procuring same, and shall be in form prescribed by the Secretary of 
the Treasury, and to the same tenor and effect as national-bank notes now 
provided by law. They shall be issued and redeemed under the same terms 
and conditions as national-bank notes. United States bonds bought by a 
Federal reserve bank against which there are no outstanding national-bank 
notes may be exchanged at the Treasury for one-year gold notes bearing 
three per centum interest. In case of such exchange for one-year notes 
the reserve bank shall be bound to pay such notes and to receive in pay- 
ment thereof new three per centum one-year Treasury gold notes year by 
year for the period of twenty years. 


BANK RESERVES 


Sec. 19. Demand liabilities within the meaning of this Act shall com- 
prise all liabilities maturing or payable within thirty days, and time de- 
posits shall comprise all deposits payable after thirty days, and all. savings 
accounts and certificates of deposit which are subject to not less than thirty 
days’ notice before payment. 

When the Secretary of the Treasury shall have officially announced, in 
such manner as he may elect, the establishment of a Federal reserve bank 
in any district, every subscribing member bank shall establish and maintain 
reserves as follows: ‘ 

(a) A bank not in a reserve or central reserve city as now or hereafter 
defined shall hold and maintain reserves equal to twelve per centum of the 
aggregate amount of its demand liabilities and five per centum of its time 
deposits, as follows: 

In its vaults for a period of twenty-four months after said date four- 
twelfths thereof. 

In the Federal reserve bank of its district, for a period of six months 
after said date, two-twelfths, and for each succeeding six months an addi- 
tional one-twelfth, until five-twelfths have been so deposited, which shall 
be the amount permanently required. 

For a period of twenty-four months after said date the balance of the 
reserves may be held in its own vaults, or in the Federal reserve bank, or 
in banks in reserve or central reserve cities as now defined by law. 
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After said twenty-four months’ period said reserves, other than those 
hereinbefore required to be held in the reserve bank, shall be held in the 
vaults of the member bank or in the Federal reserve bank, or in both, 
at its option. ' 

(b) A bank in a reserve city, as now or hereafter defined, shall hold 
and maintain reserves equal to fifteen per centum of the aggregate amount 
of its demand liabilities and five per centum of its time deposits, as follows: 

In its vaults six-fifteenths thereof. 

In the Federal reserve bank of its district for a period of six months 
after the date aforesaid at least three-fifteenths, and for each succeeding 
six months an additional one-fifteenth, until six-fifteenths have been so 
deposited, which shall be the amount permanently required. 

After said twenty-four months’ period all of said reserves, except those 
hereinbefore required to be held permanently in the Federal reserve bank, 
shall be held in its vaults or in the Federal reserve bank, or in both, at its 
option. 

(c) A bank in a central reserve city, as now or hereafter defined, 
shall hold and maintain a reserve equal to eighteen per centum of the 
aggregate amount of its demand liabilities and five per centum of its 
time deposits, as follows: 

In its vaults six-eighteenths thereof. 

In the Federal reserve bank for a period of six months after the date 
aforesaid at least three-eighteenths, and permanently thereafter  six- 
eighteenths 

The balance of said reserves shall be held in its own vaults or in the 
Federal reserve bank at its option. 

Any Federal reserve bank may receive from the member banks as 
reserves, not exceeding one-half of each installment, eligible paper as 
described in section fourteen properly indorsed and acceptable to the said 
reserve bank. 

If a State bank or trust company is required by the law of its State 
to keep its reserves either in its own vaults or with another State bank 
or trust company, such reserve deposits so kept in such State bank or 
trust company shall be construed, within the meaning of this section, as 
if they were reserve deposits in a national bank in a reserve or central 
reserve city for a period of three years after the Secretary of the Treas- 
uty shall have officially announced the establishment of a Federal reserve 
bank in the district in which such bank or trust company is situate. 
Except as thus provided no member bank shall keep on deposit with any 
nonmember bank a sum in excess of ten per centum of its own paid-up 
capital and surplus. No member bank shall act as the medium or agent 
of a nonmember bank in applying for or receiving discounts from a Fed- 
eral reserve bank under the provisions of this Act. 

The reserve carried by a member bank with a Federal reserve bank 
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may, under the regulations and subject to such penalties as may be pre- 
scribed by the Federal Reserve Board, be checked against and with- 
drawn by such member bank for the purpose of meeting existing lia- 
bilities: Provided, however, That no bank shall at any time make new 
loans or shall pay any dividends unless and until the total reserve required 
by law is fully restored. 

United States banks located in Alaska or outside the Continental United 
States may remain nonmember banks, and shall in that event maintain 
reserves and comply with all the conditions now provided by law regulating 
them; or said banks, except in the Philippine Islands, may, with the 
consent of the Reserve Board, become member banks of any one of the 
reserve districts, and shall, in that event, take stock, maintain reserves, and 
be subject to all the other provisions of this Act. 

Sec. 20. So much of sections two and three of the Act of June 
twentieth, eighteen hundred and seventy-four, entitled “An Act fixing the 
amount of United States notes, providing for a redistribution of the 
national-bank currency, and for other purposes,’ as provides that the 
fund deposited by any national banking association with the Treasurer 
of the United States for the redemption of its notes shall be counted as 
a part of its lawful reserve as provided in the Act aforesaid, be, and 
the same is hereby, repealed. And from and after the passage of this 
Act such fund of five per centum shall in no case be counted by any 
national banking association as a part of its lawful reserve. 


BANK EXAMINATIONS 


Sec. 21. Every member bank shall be examined by the Comptroller 
of the Currency at least twice in each calendar year and as much oftener 
as the Federal Reserve Board shall consider necessary. The Federal 
Reserve Board may authorize examinations by the State authorities 
to be accepted in the case of State banks and trust companies and 
may at any time direct the holding of a special examination. The 
person making the examination of any member bank shall have power 
to call together a quorum of the directors of such bank, who shall, under 
oath, state to such examiner the character and circumstances of such 
of its loans or discounts as he may designate. The Federal Reserve Board 
shall fix the salaries of all bank examiners and make report thereof ta 
Congress. The expense of the examinations herein provided for shall 
be assessed by authority of the Federal Reserve Board upon the banks 
examined in proportion to assets or resources held by such banks upon 
the dates when’ the various banks are examined. — 

In addition to the examinations made and conducted by the Comp- 
troller of the Currency, every Federal reserve bank may, with the ap- 
proval of the Federal reserve agent or of the Federal Reserve Board, 
provide for special examinations of member banks within its district. 
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Such examinations shall be so conducted as to inform the Federal reserve 
bank under whose auspices it is carried on of the condition of its member 
banks and of the lines of credit which are being extended by them. Every 
Federal reserve bank shall at all times furnish to the Federal Reserve 
Board such information as may be demanded by the latter concerning 
the condition of any member bank within the district of the said Federal 
reserve bank. 

No bank shall be subject to any visitorial powers other than such as 
are authorized by law, or vested in the courts of justice, or such as 
shall be or shall have been exercised or directed by Congress, or either 
House thereof, or any committee thereof, 

The Federal Reserve Board shall, at least once each year, order 
an examination of each Federal reserve bank, and upon joint application 
of ten member banks the Federal Reserve Board shall order a special 
examination and report of the condition of any Federal reserve bank. 

Src. 22. No member bank or any officer, director, or employee thereof 
shall hereafter make any loan or grant any gratuity to any examiner of 
such bank. Any bank officer, director, or employee violating this pro- 
vision shall be deemed guilty of a misdemeanor and shall be imprisoned 
not exceeding one year or fined not more than $5,000, or both; and fined 
a further sum equal to the money so loaned or gratuity given. Any 
examiner accepting a loan or gratuity from any bank examined by him 
or from an officer, director, or employee thereof shall be deemed guilty 
of a misdemeanor and shall be imprisoned not exceeding one year or fined 
not more than $5,000, or both; and fined a further sum equal to the 
money so loaned or gratuity given; and shall forever thereafter be dis- 
qualified from holding office as a national-bank examiner. No national- 
bank examiner shall perform any other service for compensation while 
holding such office for any bank or officer, director, or employee thereof. 

Other than the usual salary or director’s fee paid to any officer, di- 
rector, or employee of a member bank and other than a reasonable fee 
paid by said bank to such officer, director, or employee for services ren- 
dered to such bank, no officer, director, employee, or attorney of a mem- 
ber bank shall be a beneficiary of or receive, directly or indirectly, any 
fee, commission, gift, or other consideration for or in connection with 
any transaction or business of the bank, No examiner, public or private, 
shall disclose the names of borrowers or the collateral for loans of a 
member bank to other than the proper officers of such bank without 
first having obtained the express permission in writing from the Comp- 
troller of the Currency, or from the board of directors of such bank, 
except when ordered to do so by a court of competent jurisdiction, or 
by direction of the Congress of the United States, or either House thereof, 
or any committee thereof. Any person violating any provision of this 
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section shall be punished by a fine of not exceeding $5,000 or by imprison- 
ment not exceeding one year, or both. 

Except so far as already provided in existing laws this provision 
shall not take effect until sixty days after the passage of this Act. 

Sec. 23. The stockholders of every national banking association shall 
be held individually responsible for all contracts, debts, and engagements 
of such association, each to the amount of his stock therein, at the par 
value thereof in addition to the amount invested in such stock. The stock- 
holders in’ any national banking association who shall have transferred 
their shares or registered the transfer thereof within sixty days next 
before the date of the failure of such association to meet its obliga- 
tions, or with knowledge of such impending failure, shall be liable to the 
same extent as if they had made no such transfer, to the extent that 
the subsequent transferee fails to meet such liability; but this provision 
shall not be construed to affect in any way any recourse which such 
shareholders might otherwise have against those in whose names such 
shares are registered at the time of such failure. 


Loans ON Farm LANDS 


Sec. 24. Any national banking association not situated in a central 
reserve city may make loans secured by improved and unencumbered farm 
land, situated within its Federal reserve district, but no such loan shall be 
made for a longer time than five years, nor for an amount exceeding 
fifty per centum of the actual value of the property offered as security. 
Any such bank may make such loans in an aggregate sum equal to twenty- 
five per centum of its capital and surplus, or to one-third of its time 
deposits, and such banks may continue hereafter as heretofore to re- 
ceive time deposits and to pay interest on the same. 

The Federal Reserve Board shall have power from time to time to add 
to the list of cities in which national banks shall not be permitted to 
make loans secured upon real estate in the manner described in this section. 


ForREIGN BRANCHES 


Sec. 25. Any national banking association possessing a capital and 
surplus of $1,000,000 or more may file application with the Federal Reserve 
Board, upon such conditions and under such regulations as may be pre- 
scribed by the said board, for the purpose of securing authority to estab- 
lish branches in foreign countries or dependencies of the United States 
for the furtherance of the foreign commerce of the United States and 
to act, if required to do so, as fiscal agents of the United States. Such 
application shall specify, in addition to the name and capital of the 
banking association filing it, the place or places where the banking oper- 
ations proposed are to be carried on and the amount of capital set aside 
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by the said banking association filing such application for the conduct 
of its foreign business at the branches proposed by it to be established 
in such place or places. The Federal Reserve Board shall have power 
to approve or to reject such application if, in its judgment the amount 
of capital proposed to be set aside for the conduct of foreign business 
is inadequate or if for other reasons the granting of such application is 
deemed inexpedient. 

Every national banking association which shall receive authority to 
establish foreign branches shall be required at all times to furnish informa- 
tion concerning the condition of such branches to the Comptroller of the 
Currency upon demand, and the Federal Reserve Board may order special 
examinations of the said foreign branches at such time or times as it 
may deem best.. Every such national banking association shall conduct 
the accounts of each foreign branch independently of the accounts of other 
foreign branches established by it and of its home office, and shall at the 
end of each fiscal period transfer to its general ledger the profit or loss 
accruing at each branch as a separate item. 

Src. 26. All provisions of law inconsistent with or superseded by any 
of the provisions of this Act are to that extent and to that extent only 
hereby repealed. Nothing in this Act contained shall be construed to repeal 
the parity provision or provisions contained in an Act approved March 
fourteenth, nineteen hundred, entitled “An Act to define and fix the 
standard of value, to maintain the parity of all forms of money issued 
or coined by the United States, to refund the public debt, and for other 
purposes,’ and the Secretary of the Treasury may for such purposes, or 
to strengthen the gold reserve, borrow gold on the security of United 
States bonds or for one-year notes bearing interest at a rate of not to 
exceed three per centum per annum, or sell the same if necessary to 
obtain gold. When the funds of the Treasury on hand justify, he may 
purchase and retire such outstanding bonds and notes. 

Sec. 27. The provisions of the Act of May thirtieth, nineteen hun- 
dred and eight, authorizing national currency associations, the issue of 
additional national-bank circulation, and creating a National Monetary 
Commission, which expires by limitation under the terms of such Act 
on the thirtieth day of June, nineteen hundred and fourteen, are hereby 
extended to June thirtieth, nineteen hundred and fifteen, and _ sections 
fifty-one hundred and fifty-three, fifty-one hundred and seventy-two, 
fifty-one hundred and ninety-one, and fifty-two hundred and fourteen of 
the Revised Statutes of the United States, which were amended by the 
Act of May twentieth, nineteen hundred and eight, are hereby reenacted 
to read as such sections read prior to May twentieth, nineteen -hunndred 
and eight, subject to such amendments or modifications as are prescribed 
in this Act: Provided, however, That section nine of said Act is hereby 
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amended so as to change so much of the tax rates fixed in said section by 
making the portion applicable thereto read as follows: 

“National banking associations having circulating notes secured other- 
wise than by bonds of the United States, shall pay for the first three 
months a tax at the rate of three per centum per annum upon the aver- 
age amount of such of their notes in circulation as are based upon the 
deposit of such securities, and afterwards an additional tax rate of one-half 
of one per centum per annum for each month until a tax of six per 
centum per annum is reached, and thereafter such tax of six per centum 
per annum upon the average amount of such notes.” 

Sec. 28. Section fifty-one hundred and forty-three of the Revised 
Statutes is hereby amended and reenacted to read as follows: “Any asso- 
ciation formed under this title may, by the vote of shareholders owning 
two-thirds of its capital stock, reduce its capital to any sum not below 
the amount required by this title to authorize the formation of associa- 
tions; but no such reduction shall be allowable which will reduce the 
capital of the association below the amount required for its outstanding cir- 
culation, nor shall any reduction be made until the amount of the pro- 
posed reduction has been reported to the Comptroller of the Currency 
and such reduction has been approved by the said Comptroller of the 
Currency and by the Federal Reserve Board, or by the organization com- 
mittee pending the organization of the Federal Reserve Board.” 

Sec. 29. If any clause, sentence, paragraph, or part of this Act shall for 
any reason be adjudged by any court of competent jurisdiction to be 
invalid, such judgment shall not affect, impair, or invalidate the remainder 
of this Act, but shall be confined in its operation to the clause, sentence, 
paragraph, or part thereof directly involved in the controversy in which 
such judgment shall have been rendered. 

Sec. 30. The right to amend, alter, or repeal this Act is hereby expressly 
reserved. 

Resolved, That the Senate request a conference with the House of 
Representatives on the said bill and amendment. 

Ordered, That Mr. Owen, Mr. O’Gorman, Mr. Reed, Mr. Pomerene, 
Mr. Shafroth, Mr. Hollis, Mr. Nelson, Mr. Bristow, and Mr. Crawford 
be the conferees on the part of the Senate. 

Attest : 


Secretary. 


Nw 
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THE FEDERAL RESERVE ACT 
(As adopted) 


An Act To provide for the establishment of Federal reserve banks, to © 
furnish an elastic currency, to afford means of rediscounting commercial 
paper, to establish a more effective supervision of banking in the United 
States, and for other purposes. 

Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That the short title of this Act 
shall be the “Federal Reserve Act.” 

Wherever the word “bank” is used in this Act, the word shall be held to 
include State bank, banking association, and trust company, except where 
national banks or Federal reserve banks are specifically referred to, 

The terms “national bank’’ and “national banking association” used in 
this Act shall be held to be synonymous and interchangeable. The term 
“member bank” shall be held to mean any national bank, State bank, or 
bank or trust company which has become a member of one of the reserve 
banks created by this Act. The term “board” shall be held to mean Federal 
Reserve Board; the term “district” shall be held to mean Federal reserve 
district; the term “reserve bank” shall be held to mean Federal reserve 
bank. 


FEDERAL RESERVE DISTRICTS 


Sec. 2. As soon as practicable, the Secretary of the Treasury, the Secre- 
tary of Agriculture and the Comptroller of the Currency, acting as “The 
Reserve Bank Organization Committee,” shall designate not less than eight 
nor more than twelve cities to be known as Federal reserve cities, and shall 
divide the continental United States, excluding Alaska, into districts, each 
district to contain only one of such Federal reserve cities. The determina- 
tion of said organization committee shall not be subject to review except by 
the Federal Reserve Board when organized: Provided, That the districts 
shall be apportioned with due regard to the convenience and customary 
course of business and shall not necessarily be coterminous with any State 
or States. The districts thus created may be readjusted and new districts 
may from time to time be created by the Federal Reserve Board, not to 
exceed twelve in all. Such districts shall be known as Federal reserve dis- 
tricts and may be designated by number. A majority of the organization 
committee shall constitute a quorum with authority to act. 
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Said organization committee shall be authorized to employ counsel and 
expert aid, to take testimony, to send for persons and papers, to administer 
oaths, and to make such investigation as may be deemed necessary by the 
said committee in determining the reserve districts and in designating the 
cities within such districts where such Federal reserve banks shall be sev- 
erally located. The said committee shall supervise the organization in each 
of the cities designated of a Federal reserve bank, which shall include in 
its title the name of the city in which it is situated, as “Federal Reserve 
Bank of Chicago.” 

Under regulations to be prescribed by the organization committee, every 
~ national banking association in the United States is hereby required, and 
every eligible bank in the United States and every trust company within 
the District of Columbia, is hereby authorized to signify in writing, within 
sixty days after the passage of this Act, its acceptance of the terms and 
provisions hereof. When the organization committee shall have designated 
the cities in which Federal reserve banks are to be organized, and fixed the 
geographical limits of the Federal reserve districts, every national banking 
association within that district shall be required within thirty days after 
notice from the organization committee, to subscribe to the capital stock of 
such Federal reserve bank in a sum equal to six per centum of the paid-up 
capital stock and surplus of such bank, one-sixth of the subscription to be 
payable on call of the organization committee or of the Federal Reserve 
Board, one-sixth within three months and one-sixth within six months there- 
after, and the remainder of the subscription, or any part thereof, shall be 
subject to call when deemed necessary by the Federal Reserve Board, said 
payments to be in gold or gold certificates. 

The shareholders of every Federal reserve bank shall be held individ- 
ually responsible, equally and ratably, and not one for another, for all con- 
tracts, debts, and engagements of such bank to the extent of the amount of 
their subscriptions to such stock at the par value thereof in addition to the 
amount subscribed, whether such subscriptions have been paid up in whole 
or in part, under the provisions of this Act. 

Any national bank failing to signify its acceptance of the terms of this 
Act within the sixty days aforesaid, shall cease to act as a reserve agent, 
upon thirty days’ notice, to be given within the discretion of the said organ- 
ization committee or of the Federal Reserve Board. 

Should any national banking association in the United States now or- 
ganized fail within one year after the passage of this Act to become a 
member bank or fail to comply with any of the provisions of this Act 
applicable thereto, all of the rights, privileges, and franchises of such asso- 
ciation granted to it under the national-bank Act, or under the provisions 
of this Act, shall be‘thereby forfeited. Any noncompliance with or viola- 
tion of this Act shall, however, be determined and adjudged by any court 
of the United States of competent jurisdiction in a suit brought for that 
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purpose in the district or territory in which such bank is located, under 
direction of the Federal. Reserve Board, by the Comptroller of the Currency 
in his own name before the association shall be declared dissolved. In cases 
of such noncompliance or violation, other than the failure to become a 
member bank under the provisions of this Act, every director who partici- 
pated in or assented to the same shall be held liable in his personal or indi- 
vidual capacity for all damages which said bank, its shareholders, or any 
other person shall have sustained in consequence of such violation. 

Such dissolution shall not take away or impair any remedy against such 
corporation, its stockholders or officers, for any liability or penalty which 
shall have been previously incurred. 

Should the subscriptions by banks to the stock of said Federal reserve 
banks or any one or more of them be, in the judgment of the organization 
committee, insufficient to provide the amount of capital required therefor, 
then and in that event the said organization committee may, under con- 
ditions and regulations to be prescribed by it, offer to public subscription at 
par such an amount of stock in said Federal reserve banks, or any one or 
more of them, as said committee shall determine, subject to the same con- 
ditions as to payment and stock liability as provided for member banks. 

No individual, copartnership, or corporation other than a member bank 
of its district shall be permitted to subscribe for or to hold at any time 
more than $25,000 par value of stock in any Federal reserve bank. Such 
stock shall be known as public stock and may be transferred on the books 
of the Federal reserve bank by the chairman of the board of directors of 
such bank. 

Should the total subscriptions by banks and the public to the stock of 
said Federal reserve banks, or any one or more of them, be, in the judg- 
ment of the organization committee, insufficient to provide the amount of 
capital required therefor, then and in that event the said organization com- 
mittee shall allot to the United States such an amount of said stock as 
said committee shall determine. Said United States stock shall be paid for 
at par out of any money in the Treasury not otherwise appropriated, and 
shall be held by the Secretary of the Treasury and disposed of for the 
benefit of the United States in such manner, at such times, and at such 
price, not less than par, as the Secretary of the Treasury shall determine. 

Stock not held by member banks shall not be entitled to voting power. 

The Federal Reserve Board is hereby empowered to adopt and promul- 
gate rules and regulations governing the transfers of said stock. 

No Federal reserve bank shall commence business with a subscribed 
capital less than $4,000,000. The organization of reserve districts and Fed- 
eral reserve cities shall not be construed as changing the present status of 
reserve cities and central reserve cities, except in so far as this Act changes 
the amount of reserves that may be carried with approved reserve agents 
located therein. The organization committee shall have power to appoint 
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such assistants and incur such expenses in carrying out the provisions of 
this Act as it shall deem necessary, and such expenses shall be payable by 
the Treasurer of the United States upon voucher approved by the Secretary 
of the Treasury, and the sum of $100,000, or so much thereof as may be 
necessary, is hereby appropriated, out of any moneys in the Treasury not 
otherwise appropriated, for the payment of such expenses. 


BRANCH OFFICES 


Sec. 3. Each Federal reserve bank shall establish branch banks within 
the Federal reserve district in which it is located and may do so in the dis- 
trict of any Federal reserve bank which may have been suspended. Such 
branches shall be operated by a board of directors under rules and regula- 
tions approved by the Federal Reserve Board. Directors of branch banks 
shall possess the same qualifications as directors of the Federal reserve 
banks. Four of said directors shall be selected by the reserve bank and 
three by the Federal Reserve Board, and they shall hold office during the 
pleasure, respectively, of the parent bank and the Federal Reserve Board. 
The reserve bank shall designate one of the directors as manager. 


FEDERAL RESERVE BANKS 


Sec. 4. When the organization committee shall have established Federal 
reserve districts as provided in section two of this Act, a certificate shall - 
be filed with the Comptroller of the Currency showing the geographical 
limits of such districts and the Federal reserve city designated in each of 
such districts. The Comptroller of the Currency shall thereupon cause to 
be forwarded to each national bank located in each district, and to such 
other banks declared to be eligible by the organization committee which may 
apply therefor, an application blank in form to be approved by the organ- 
ization committee, which blank shall contain a resolution to be adopted by 
the board of directors of each bank executing such application, authorizing 
a subscription to the capital stock of the Federal reserve bank organizing 
in that district in accordance with the provisions of this Act. 

When the minimum amount of capital stock prescribed by this Act for 
the organization of any Federal reserve bank shall have been subscribed 
and allotted, the organization committee shall designate any five banks of 
those whose applications have been received, to execute a certificate of 
organization, and thereupon the banks so designated shall, under their seals, 
make an organization certificate which shall specifically state the name of 
such Federal reserve bank, the territorial extent of the district over which 
the operations of such Federal reserve bank are to be carried on, the city 
and State in which said bank is to be located, the amount of capital stock 
and the number of shares into which the same is divided, the name and 
place of doing business of each bank executing such certificate, and of all 
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banks which have subscribed to the capital stock of such Federal reserve 
bank and the number of shares subscribed by each, and the fact that the 
certificate is made to enable those banks executing same, and all banks 
which have subscribed or may thereafter subscribe to the capital stock of 
such Federal reserve bank, to avail themselves of the advantages of this 
Act. 

The said organization certificate shall be acknowledged before a judge 
of some court of record or notary public; and shall be, together: with the 
acknowledgment thereof, authenticated by the seal of such court, or notary, 
transmitted to the Comptroller of the Currency, who shall file, record and 
carefully preserve the same in his office. 

Upon the filing of such certificate with the Comptroller of the Currency 
as aforesaid, the said Federal reserve bank shall become a body corporate 
and as such, and in the name designated in such organization certificate, 
shall have power— 

First. To adopt and use a corporate seal. 

Second. To have succession for a period of twenty years from its 
organization unless it is sooner dissolved by an Act of Congress, or unless 
its franchise becomes forfeited by some violation of law. 

Third. To make contracts. 

Fourth. To sue and be sued, complain and defend, in any court of law 
or equity. 

Fifth. To appoint by its board of directors, such officers and employees 
as are not otherwise provided for in this Act, to define their duties, require 
bonds of them and fix the penalty thereof, and to dismiss at pleasure such 
officers or employees. 

Sixth. To prescribe by its board of directors, by-laws not inconsistent 
with law, regulating the manner in which its general business may be con- 
ducted, and the privileges granted to it by law may be exercised and enjoyed. 

Seventh. To exercise by its board of directors, or duly authorized offi- 
cers or agents, all powers specifically granted by the provisions of this Act 
and such incidental powers as shall be necessary to carry on the business 
of banking within the limitations prescribed by this Act. 

Eighth. Upon deposit with the Treasurer of the United States of any 
bonds of the United States in the manner provided by existing law relating 
to national banks, to receive from the Comptroller of the Currency circulat- 
ing notes in blank, registered and countersigned as provided by law, equal 
in amount to the par value of the bonds so deposited, such notes to be issued 
under the same conditions and provisions of law as relate to the issue of 
circulating notes of national banks secured by bonds of the United States 
bearing the circulating privilege, except that the issue of such notes: shall 
not be limited to the capital stock of such Federal reserve bank. 

But no Federal reserve bank shall transact any business except such as 


.is incidental and necessarily preliminary to its organization until it has 
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been authorized by the Comptroller of the Currency to commence business 
under the provisions of this Act. 

Every Federal reserve bank shall be conducted under the supervision 
and control of a board of directors. 

The board of directors shall perform the duties usually appertaining to 
the office of directors of banking associations and all such duties as are 
prescribed by law. 

Said board shall administer the affairs of said bank fairly and impar- 
tially and without discrimination in favor of or against any member bank 
or banks and shall, subject to the provisions of law and the orders of the 
Federal Reserve Board, extend to each member bank such discounts, ad- 
vancements and accommodations as may be safely and reasonably made 
with due regard for the claims and demands of other member banks. 

Such board of directors shall be selected as hereinafter specified and 
shall consist of nine members, holding office for three years, and divided 
into three classes, designated as classes A, B, and C. 

Class A shall consist of three members, who shall be chosen by and be 
representative of the stock-holding banks. yu 

Class B shall consist of three members, who at the time of their elec- 
tion shall be actively engaged in their district in commerce, agriculture or 
some other industrial pursuit. 

Class C shall consist of three members who shall be designated by the 
Federal Reserve Board. When the necessary subscriptions to the capital 
stock have been obtained for the organization of any Federal reserve bank, 
the Federal Reserve Board shall appoint the class C directors and shall 
designate one of such directors as chairman of the board to be selected. 
Pending the designation of such chairman, the organization committee shall 
exercise the powers and duties appertaining to the office of chairman in the 
organization of such Federal reserve bank. 

No Senator or Representative in Congress shall be a member of the 
Federal Reserve Board or an officer or a director of a Federal reserve bank. 

No director of class B shall be an officer, director, or employee of any 
bank. 

No director of class C shall be an officer, director, employee, or stock- 
holder of any bank. 

Directors of class A and class B shall be chosen in the following 
manner : 

The chairman of the board of directors of the Federal reserve bank of 
the district in which the bank is situated or, pending the appointment of 
such chairman, the organization committee shall classify the member banks 
of the district into three general groups or divisions. Each group shall 
contain as nearly as may be one-third of the aggregate number of the 
member banks of the district and shall consist, as nearly as may be, of 
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banks of similar capitalization. The groups shall be designated by number 
by the chairman. 

- At a regularly called meeting of the board of directors of each member 
bank in the district it shall elect by ballot a district reserve elector and 
shall certify his name to the chairman of the board of directors of the 
Federal reserve bank of the district. The chairman shall make lists of the 
district reserve electors thus named by banks in each of the aforesaid three 
groups and shall transmit one list to each elector in each group. 

Each member bank shall be permitted to nominate to the chairman one 
candidate for director of class A and one candidate for director of class B. 
The candidates so nominated shall be listed by the chairman, indicating by 
whom nominated, and a copy of said list shall, within fifteen days after its 
completion, be furnished by the chairman to each elector. 

Every elector shall, within fifteen days after the receipt of the said list, 
certify to the chairman his first, second, and other choices of a director of 
class A and class B, respectively, upon a preferential ballot, on a form 
furnished by the chairman of the board of directors of the Federal reserve 
bank of the district. Each elector shall make a cross opposite the name of 
the first, second, and other choices for a director of class A and<for a 
director of class B, but shall not vote more than one choice for any one 
candidate. 

Any candidate having a majority of all votes cast in the column of first 
choice shall be declared elected. If no candidate have a majority of:all the 
votes in the first column, then there shall be added together the votes cast 
by the electors for such candidates in the second column and the votes cast 
for the several candidates in the first column. If any candidate then have 
a majority of the electors voting, by adding together the first and second 
choices, he shall be declared elected. If no candidate have a majority of 
electors voting when the first and second choices shall have been added, 
then the votes cast in the third column for other choices shall be added 
together in like manner, and the candidate then having the highest number 
of votes shall be declared elected. An immediate report of election shall 
be declared. 

Class C directors shall be appointed by the Federal Reserve Board. 
They shall have been for at least two years residents of the district for 
which they are appointed, one of whom shall be designated by said board 
as chairman of the board of directors of the Federal reserve bank and as 
“Federal reserve agent.” He shall be a person of tested banking experi- 
ence; and in addition to his duties as chairman of the board of directors of 
the Federal reserve bank he shall be required to maintain under regulations 
to be established by the Federal Reserve Board a local office of said board 
on the premises of the Federal reserve bank. He shall make regular 
reports to the Federal Reserve Board, and shall act as its official repre- 
sentative for the performance of the functions conferred upon it by this 
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Act. He shall receive an annual compensation to be fixed by the Federal 
Reserve Board and paid monthly by the Federal reserve bank to which he 
is designated. One of the directors of class C, who shall be a person of 
tested banking experience, shall be appointed by the Federal Reserve Board 
as deputy chairman and deputy Federal reserve agent to exercise the powers 
of the chairman of the board and Federal reserve agent in case of absence 
or disability of his principal. 

Directors of Federal reserve banks shall receive, in addition to any 
compensation otherwise provided, a reasonable allowance for necessary 
expenses in attending meetings of their respective boards, which amount 
shall be paid by the respective Federal reserve banks. Any compensation 
that may be provided by boards of directors of Federal reserve banks for 
directors, officers or employees shall be subject to the approval of the 
Federal Reserve Board. 

The Reserve Bank Organization Committee may, in organizing Federal 
reserve banks, call such meetings of bank directors in the several districts 
as may be necessary to carry out the purposes of this Act, and may exercise 
the functions herein conferred upon the chairman of the board of directors 
of each Federal reserve bank pending the complete organization of such 
bank. 

At the first meeting of the full board of directors of each Federal 
reserve bank, it shall be the duty of the directors of classes A, B ahd C, 
respectively, to designate one of the members of each class whose term of 
office shall expire in one year from the first of January nearest to date of 
such meeting, one whose term of office shall expire at the end of two years 
from said date, and one whose term of office shall expire at the end of 
three years from said date. Thereafter every director of a Federal reserve 
bank chosen as hereinbefore provided shall hold office for a term of three 
years. Vacancies that may occur in the several classes of directors of 
Federal reserve banks may be filled in the manner provided for the original 


selection of such directors, such appointees to hold office for the unexpired 
terms of their predecessors. 


Stock Issuks; INCREASE AND DECREASE OF CAPITAL 


Sec. 5. The capital stock of each Federal reserve bank shall be divided 
into shares of $100 each. The outstanding capital stock shall be increased 
from time to time as member banks increase their capital stock and surplus 
or as additional banks become members, and may be decreased as member 
banks reduce their capital stock or surplus or cease to be members. Shares 
of the capital stock of Federal reserve banks owned by member banks shall 
not be transferred or hypothecated. When a member bank increases its 
capital stock or surplus, it shall thereupon subscribe for an additional 
amount of capital stock of the Federal reserve bank of its district equal to 
six per centum of the said increase, one-half of said subscription to be paid 
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in the manner hereinbefore provided for original subscription, and one-half 
subject to call of the Federal Reserve Board. A bank applying for stock 
in a Federal reserve bank at any time after the organization thereof must 
subscribe for an amount of the capital stock of the Federal reserve bank 
equal to six per centum of the paid-up capital stock and surplus of. said 
applicant bank, paying therefor its par value plus one-half of one per 
centum a month from the period of the last dividend. When the capital 
stock of any Federal reserve bank shall have been increased either on 
account of the increase of capital stock of member banks or on account of 
the increase in the number of member banks, the board of directors shall 
cause to be executed a certificate to the Comptroller of the Currency show= 
ing the increase in capital stock, the amount paid in, and by whom paid. 
When a member bank reduces its capital stock it shall surrender a propor- 
tionate amount of its holdings in the capital of said Federal reserve bank, 
and when a member bank voluntarily liquidates it shall surrender all of its 
holdings of the capital stock of said Federal reserve bank and be released 
from its stock subscription not previously called. In either case the shares 
surrendered shall be canceled and the member bank shall receive in pay- 
ment therefor, under regulations to be prescribed by the Federal Reserve 
Board, a sum equal to its cash-paid subscriptions on the shares surrendered 
and one-half of one per centum a month from the period of the last divi- 
dend, not to exceed the book value thereof, less any liability of such member 
bank to the Federal reserve bank. 

Sec. 6. If any member bank shall be declared insolvent and a receiver 
appointed therefor, the stock held by it in said Federal reserve bank shall 
be canceled, without impairment of its liability, and all cash-paid subscrip- 
tions on said stock, with one-half of one per centum per month from the 
period of last dividend, not to exceed the book value thereof, shall be first 
applied to all debts of the insolvent member bank to the Federal reserve 
bank, and the balance, if any, shall be paid to the receiver of the insolvent 
bank. Whenever the capital stock of a Federal reserve bank is reduced, 
either on account of a reduction in capital stock of any member bank or 
of the liquidation or insolvency of such bank, the board of directors shall 
cause to be executed a certificate to the Comptroller of the Currency show- 
ing such reduction of capital stock and the amount repaid to such bank. 


DivIsIon OF EARNINGS 


Sec. 7. After all necessary expenses of a Federal reserve bank have 
been paid or provided for, the stockholders shall be entitled to receive an 
annual dividend of six per centum on the paid-in capital stock, which divi- 
dend shall be cumulative. After the aforesaid dividend claims have been 
fully met, all the net earnings shall be paid to the United States as a fran- 
chise tax, except that one-half of such net earnings shall be paid into a 
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surplus fund until it shall amount to forty per centum of the paid-in capital 
stock of such bank. 

The net earnings derived by the United States from Federal reserve 
banks shall, in the discretion of the Secretary, be used to supplement the 
gold reserve held against outstanding United States notes, or shall be ap- 
plied to the reduction of the outstanding bonded indebtedness of the United 
States under regulations to be prescribed by the Secretary of the Treasury. 
Should a Federal reserve bank be dissolved or go into liquidation, any 
surplus remaining, after the payment of all debts, dividend requirements as 
hereinbefore provided, and the par value of the stock, shall be paid to and 
become the property of the United States and shall be similarly applied. 

Federal reserve banks, including the capital stock and surplus therein, 
and the income derived therefrom shall be exempt from Federal, State, and 
local taxation, except taxes upon real estate. 

Sec. 8. Section fifty-one hundred and fifty-four, United States Revised 
Statutes, is hereby amended to read as follows: 

Any bank incorporated by special law of any State or of the United 
States or organized under the general laws of any State or of the United 
States and having an unimpaired capital sufficient to entitle it to become a 
nationat banking association under the provisions of the existing laws may, 
by the vote of the shareholders owning not less than fifty-one per centum 
of the capital stock of such bank or banking association, with the approval 
of the Comptroller of the Currency be converted into a national banking 
association, with any name approved by the Comptroller of the Currency: 

Provided, however, That said conversion shall not be in contravention 
of the State law. In such case the articles of association and organization 
certificate may be executed by a majority of the directors of the bank or 
banking institution, and the certificate shall declare that the owners of fifty- 
one per centum of the capital stock have authorized the directors to make 
such certificate and to change or convert the bank or banking institution 
into a national association. A majority of the directors, after executing 
the articles of association and the organization certificate, shall have power 
to execute all other papers and to do whatever may be required to make its 
organization perfect and complete as a national association. The shares of 
any such bank may continue to be for the same amount each as they were 
before the conversion, and the directors may continue to be directors of the 
association until others are elected or appointed in accordance with the 
provisions of the statutes of the United States. When the comptroller has 
given to such bank or banking association a certificate that the provisions 
of this Act have been complied with, such bank or banking association, and 
all its stockholders, officers, and employees, shall have the same powers and 
privileges, and shall be subject to the same duties, liabilities, and regula- 
tions, in all respects, as shall have been prescribed by the Federal Reserve 
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Act and by the national banking Act for associations originally organized 
as national banking associations. 


STATE BANKS AS. MEMBERS 


Sec. 9. Any bank incorporated by special law of any State, or organized 
under the general laws of any State’ or of the United States, may make 
application to the reserve bank organization committee, pending organiza- 
tion, and thereafter to the Federal Reserve Board for the right to subscribe 
to the stock of the Federal reserve bank organized or to be organized within 
the Federal reserve district where the applicant is located. The organiza- 
tion committee or the Federal Reserve Board, under such rules and regula- 
tions as it may prescribe, subject to the provisions of this section, may 
permit the applying bank to become a stockholder in the Federal reserve 
bank of the district in which the applying bank is located. Whenever the 
organization committee or the Federal Reserve Board shall permit the 
applying bank to become a stockholder in the Federal reserve bank of the 
district, stock shall be issued and paid for under the rules and regulations 
in this Act provided for national banks which pecome stockholders in 
Federal reserve banks. 

The organization committee or the Federal Reserve Board shall estab- 
lish by-laws for the general government of its conduct in acting upon appli- 
cations made by the State banks and banking associations and trust com- 
panies for stock ownership in Federal reserve banks. Such by-laws shall 
require applying banks not organized under Federal law to comply with the 
reserve and capital requirements and to submit to the examination and 
regulations prescribed by the organization committee or by the Federal 
Reserve Board. No applying bank shall be admitted to membership in a 
Federal reserve bank unless it possesses a paid-up unimpaired capital suff- 
cient to entitle it to become a national banking association in the place where 
it is situated, under the provisions of the national banking Act. 

Any bank becoming a member of a Federal reserve bank under the pro- 
visions of this section shall, in addition to the regulations and restrictions 
hereinbefore provided, be required to conform to the provisions of law 
imposed on the national banks respecting the limitation of liability which 
may be incurred by any person, firm, or corporation to such banks, the 
prohibition against making purchase of or loans on stock of such banks, 
and the withdrawal or impairment of capital, or the payment of unearned 
dividends, and to such rules and regulations as the Federal Reserve Board 
may, in pursuance thereof, prescribe. 

Such banks, and the officers, agents, and employees thereof, shall also 
be subject to the provisions of and to the penalties prescribed by sections 
fifty-one hundred and ninety-eight, fifty-two hundred, fifty-two hundred and 
one, and fifty-two hundred and eight, and fifty-two hundred and nine of 
the Revised Statutes. The member banks shall also be required to make 


1678 APPENDIX VI 


reports of the conditions and of the payments of dividends to the comp- 
troller, as provided in sections fifty-two hundred and eleven and fifty-two 
hundred and twelve of the Revised Statutes, and shall be subject to the 
penalties prescribed by section fifty- two hundred and thirteen for the failure 
to make such report. 

If at any time it shall appear to the Federal Reserve Board that a. 
member bank has failed to comply with the provisions of this section or 
the regulations of the Federal Reserve Board, it shall be within the power 
of the said board, after hearing, to require such bank to surrender its stock 
in the Federal reserve bank; upon such surrender the Federal reserve bank 
“shall pay the cash-paid subscriptions to the said stock with interest at the 
rate of one-half of one per centum per month, computed from the last 
dividend, if earned, not to exceed the book value thereof, less any liability 
to said Federal reserve bank, except the subscription liability not previously 
called, which shall be canceled, and said Federal reserve bank shall, upon 
notice from the Federal Reserve Board, be required to suspend. said -bank 
from further privileges of membership, and shall within thirty days of such 
notice cancel and retire its stock and make payment therefor in the manner 
herein provided. The Federal Reserve Board may restore membership 
upon due proof of compliance with the conditions imposed by this section. 


FEDERAL RESERVE BoARD 


Sec. 10. A Federal Reserve Board is hereby created which shall consist 
of seven members, including the Secretary of the Treasury and the Comp- 
troller of the Currency, who shall be members ex officio, and five members 
appointed by the President of the United States, by and with the advice 
and consent of the Senate. In selecting the five appointive members of the 
Federal Reserve Board, not more than one of whom shall be selected from 
any one Federal reserve district, the President shall have due regard to a 
fair representation of the different commercial, industrial and geographical 
divisions of the country. The five members of the Federal Reserve Board 
appointed by the President and confirmed as aforesaid shall devote their 
entire time to the business of the Federal Reserve Board and shall each 
receive an annual salary of $12,000, payable monthly together with actual 
necessary traveling expenses, and the Comptroller of the Currency, as’ ex 
officio member of the Federal Reserve Board, shall, in addition to the 
salary now paid him as Comptroller of the Currency, receive the sum of 
$7,000 annually for his services as a member of said Board. 

The members of said board, the Secretary of the Treasury, the Assistant 
Secretaries of the Treasury, and the Comptroller of the Currency shall be 
ineligible during the time they are in office and for two years thereafter to 
hold any office, position, or employment in any member bank. Of the five 
members thus appointed by the President at least two shall be persons 
experienced in banking or finance. One shall be designated: by the Presi- 
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dent to serve for two, one for four, one for six, one for eight, and one 
for ten years, and thereafter each member so appointed shall serve for a 
term of ten years unless sooner removed for cause by the President. Of 
the five persons thus appointed, one shall be designated by the President as 
governor and one as vice governor of the Federal Reserve Board. The 
governor of the Federal Reserve Board, subject to its supervision, shall be 
the active executive officer. The Secretary of the Treasury may assign 
offices in the Department of the Treasury for the use of the Federal 
Reserve Board. Each member of the Federal Reserve Board shall within 
fifteen days after notice of appointment make and subscribe to the oath of 
office. 

The Federal Reserve Board shall have power to levy semiannually 
upon the Federal reserve banks, in proportion to their capital stock and 
surplus, an assessment sufficient to pay its estimated expenses and the 
salaries of its members and employees for the half year succeeding the 
levying of such assessment, together with any deficit carried forward from 
the preceding half year. ; 

The first meeting of the Federal Reserve Board shall be held in Wash- 
ington, District of Columbia, as soon as may be after the passage of this 
Act, at a date to be fixed by the Reserve Bank Organization Committee. 
The Secretary of the Treasury shall be ex officio chairman of the Federal 
Reserve Board. No member of the Federal Reserve Board shall be an 
officer or director of any bank, banking institution, trust company, or 
Federal reserve bank nor hold stock in any bank, banking institution, or 
trust company; and before entering upon his duties as a member of the 
Federal Reserve Board he shall certify under oath to the Secretary of the 
Treasury that he has complied with this requirement. Whenever a vacancy 
shall occur, other than by expiration of term, among the five members of 
the Federal Reserve Board appointed by the President, as above provided, - 
a successor shall be appointed by the President, with the advice and consent 
of the Senate, to fill such vacancy, and when appointed he shall hold office 
for the unexpired term of the member whose place he is selected to fill. 

The President shall have power to fill all vacancies that may happen on 
the Federal Reserve Board during the recess of the Senate, by granting 
commissions which shall expire thirty days after the next session of the 
Senate convenes. 

Nothing in this Act contained shall be construed as taking away any 
powers heretofore vested by law in the Secretary of the Treasury which 
relate to the supervision, management, and control of the Treasury Depart- 
ment and bureaus under such department, and wherever any power vested 
by this Act in the Federal Reserve Board or the Federal reserve agent 
appears to conflict with the powers of the Secretary of the Treasury, such 
powers shall be exercised subject to the supervision and control of the 


Secretary. 
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The Federal Reserve Board shall annually make a full report of its 
operations to the Speaker of the House of Representatives, who shall 
cause the same to be printed for the information of the Congress. 

Section three hundred and twenty-four of the Revised Statutes of the 
United States shall be amended so as to read as follows: There shall be in 
the Department of the Treasury a bureau charged with the execution of all 
laws passed by Congress relating to the issue and regulation of national 
currency secured by United States bonds and, under the general supervision 
of the Federal Reserve Board, of all Federal reserve notes, the chief officer 
of which bureau shall be called the Comptroller of the Currency and shall 
perform his duties under the general directions of the Secretary of the 
Treasury. 

Sec. 11. The Federal Reserve Board shall be authorized and empowered : 

(a) To examine at its discretion the accounts, books and affairs of each 
Federal reserve bank and of each member bank and to require such state- 
ments and reports as it may deem necessary. The said board shall publish 
once each week a statement showing the condition of each Federal reserve 
bank and a consolidated statement for all Federal reserve banks. Such 
statements shall show in detail the assets and liabilities of the Federal 
reserve banks, single and combined, and shall furnish full information 
regarding the character of the money held as reserve and the amount, nature 
and maturities of the paper and other investments owned or held by Federal 
reserve banks. 

(b) To permit, or, on the affirmative vote of at least five members of 
the Reserve Board to require Federal reserve banks to rediscount the dis- 
counted paper of other Federal reserve banks at rates of interest to be 
fixed by the Federal Reserve Board. 

(c) To suspend for a period not exceeding thirty days, and from time 
to time to renew such suspension for periods not exceeding fifteen days, 
any reserve requirement specified in this Act: Provided, That it shall 
establish a graduated tax upon the amounts by which the reserve require- 
ments of this Act may be permitted to fall below the level hereinafter 
specified: And provided further, That when the gold reserve held against 
Federal reserve notes falls below forty per centum, the Federal Reserve 
Board shall establish a graduated tax of not more than one per centum 
per annum upon such deficiency until the reserves fall to thirty-two and 
one-half per centum, and when said reserve falls below thirty-two and one- 
half per centum, a tax at the rate increasingly of not less than one and 
one-half per centum per annum upon each two and one-half per centum or 
fraction thereof that such reserve falls below thirty-two and one-half per 
centum. The tax shall be paid by the reserve bank, but the reserve bank 
shall add an amount equal to said tax to the rates of interest and discount 
fixed by the Federal Reserve Board. 

(d) To supervise and regulate through the bureau under the charge of 
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the Comptroller of the Currency the issue and retirement of Federal reserve 
notes, and to prescribe rules and regulations under which such notes may 
be delivered by the Comptroller .to the Federal reserve agents applying 
therefor. 

(e) To add to the number of cities classified as reserve and central 
reserve cities under existing law in which national banking associations are 
subject to the reserve requirements set forth in section twenty of this Act: 
or to reclassify existing reserve and central reserve cities or to terminate 
their designation as such. . 

(4) To suspend or remove any officer or director of any Federal reserve 
bank, the cause of such removal to be forthwith communicated in writing 
by the Federal Reserve Board to the removed officer or director and to said 
bank. 

* (g) To require the writing off of doubtful or worthless assets upon the 
books and balance sheets of Federal reserve banks. 

(h) To suspend, for the violation of any of the provisions of this Act, 
the operations of any Federal reserve bank, to take possession thereof, 
administer the same during the period of suspension, and, when deemed 
advisable, to liquidate or reorganize such bank. 

(i) To require bonds of Federal reserve agents, to make regulations for 
the safeguarding of all collateral, bonds, Federal reserve notes, money or 
property of any kind deposited in the hands of such agents, and said board 
shall perform the duties, functions, or services specified in this Act, and 
make all rules and regulations necessary to enable said board effectively to 
perform the same. 

(j) To exercise general supervision over said Federal reserve banks. 

(k) To grant by special permit to national banks applying therefor, 
when not in contravention of State or local law, the right to act as trustee, 
executor, administrator, or registrar of stocks and bonds under such rules 
and regulations as the said board may prescribe. 

(1) To employ such attorneys, experts, assistants, clerks, or other em- 
ployees as may be deemed necessary to conduct the business of the board. 
All salaries and fees shall be fixed in advance by said board and shall be 
paid in the same manner as the salaries of the members of said board. All 
such attorneys, experts, assistants, clerks, and other employees shall be 
appointed without regard to the provisions of the Act of January sixteenth, 
eighteen hundred and eighty-three (volume twenty-two, United States Stat- 
utes at Large, page four hundred and three), and amendments thereto, or 
any rule or regulation made in pursuance thereof: Provided, That nothing 
herein shall prevent the President from placing said employees in the clas- 
sified service. 

FreperRAL Apvisory COUNCIL 

Src. 12. There is hereby created a Federal Advisory Council, which shall 

consist of as many members as there are Federal reserve districts. Each 
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Federal reserve bank by its board of directors shall annually select from its 
own Federal reserve district one member of said council, who shall receive 
such compensation and allowances as may be fixed by his board of directors 
subject to the approval of the Federal Reserve Board. The meetings of said 
advisory council shall be held at Washington, District of Columbia, at least 
four times each year, and oftener if called by the Federal Reserve Board. 
The council may in addition to the meetings above provided for hold such 
other meetings in Washington, District of Columbia, or elsewhere, as it 
may deem necessary, may select its own officers and adopt its own methods 
of procedure, and a majority of its members shall constitute a quorum for 
the transaction of business. Vacancies in the council shall be filled by the 
respective reserve banks, and members selected to fill vacancies, shall serve 
for the unexpired term. - 

The Federal Advisory Council shall have power, by itself or through its 
officers, (1) to confer directly with the Federal Reserve Board on general 
business conditions; (2) to make oral or written representations concerning 
matters within the jurisdiction of said board; (3) to call for information 
and to make recommendations in regard to discount rates, rediscount busi- 
ness, note issues, reserve conditions in the various districts, the purchase 
and sale of gold or securities by reserve banks, open-market operations by 
said banks, and the general affairs of the reserve banking system. 


Powers OF FEDERAL RESERVE BANKS 


Sec. 13. Any Federal reserve bank may receive from any of its member 
banks, and from the United States, deposits of current funds in lawful 
money, national-bank notes, Federal reserve notes, or checks and drafts 
upon solvent member banks, payable upon presentation; or, solely for ex- 
change purposes, may receive from other Federal reserve banks deposits of 
current funds in lawful money, national-bank notes, or checks and drafts 
upon solvent member or other Federal reserve banks, payable upon pres- 
entation. 

Upon the indorsement of any of its member banks, with a waiver of 
demand, notice and protest by such bank, .any Federal reserve bank may 
discount notes, drafts, and bills of exchange arising out of actual commer- 
cial transactions; that is, notes, drafts, and bills of exchange issued or 
drawn for agricultural, industrial, or commercial purposes, or the proceeds 
of which havé been used, or are to be used, for such purposes, the Federal 
Reserve Board to have the right to determine or define the character of the 
paper thus eligible for discount, within the meaning of this Act. Nothing 
in this Act contained shall be construed to prohibit such notes, drafts, and 
bills of exchange, secured by staple agricultural products, or other goods, 
wares, or merchandise from being eligible for such discount; but such 
definition shall not include notes, drafts, or bills covering merely investments 
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or issued or drawn for the purpose of carrying or trading in stocks, bonds, 
or other investment securities, except bonds and notes of the Government 
of the United States. Notes, drafts, and bills admitted to discount under 
the ‘terms of this paragraph must have a maturity at the time of discount of 
not more than ninety days: Provided, That notes, drafts, and bills drawn 
or issued for agricultural purposes or based on live stock and having a 
maturity not exceeding six months may be discounted in an amount to be 
limited to a percentage of the capital of the Federal reserve bank, to be 
ascertained and fixed by the Federal Reserve Board. 

Any Federal reserve bank may discount acceptances which are based on 
the importation or exportation of goods and which have a maturity at time 
of discount of not more than three months, and indorsed by at least one 
member bank. The amount of acceptances so discounted shall at no time 
exceed one-half the paid-up capital stock and surplus of the bank for which 
the rediscounts are made. 

The aggregate of such notes and bills bearing the signature or indorse- 
ment of any one person, company, firm, or corporation rediscounted for any 
one bank shall at no time exceed ten per centum of the unimpaired capital 
and surplus of said bank; but this restriction shall not apply to the discount 
of bills of exchange drawn in good faith against actually existing values. 

Any member bank may accept drafts or bills of exchange drawn upon 
it and growing out of transactions involving the importation or exportation 
of goods having not more than six months sight to run; but no bank shall 
accept such bills to an amount equal at any time in the aggregate to more 
than one-half its paid-up capital stock and surplus. 

Section fifty-two hundred and two of the Revised Statutes of the United 
States is hereby amended so as to read as follows: No national banking 
association shall at any time be indebted, or in any way liable, to an amount 
exceeding the amount of its capital stock at such time actually paid in and 
‘remaining undiminished by losses or otherwise, except on account of de- 
mands of the nature following: 

First. Notes of circulation. 

Second. Moneys deposited with or collected by the association. 

Third. Bills of exchange or drafts drawn against money actually on 
deposit to the credit of the association, or due thereto. 

Fourth. Liabilities to’ the stockholders of the association, for dividends 
and reserve profits. 

Fifth. Liabilities incurred under the provisions of the Federal Reserve 
Act. 

The rediscount by any Federal reserve bank of any bills receivable and 
of domestic and foreign bills of exchange, and of acceptances authorized 
by this Act, shall be subject to such restrictions, limitations, and regulations 
as may be imposed by the Federal Reserve Board, 
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OpEN-MARKET OPERATIONS 


Sec. 14. Any Federal reserve bank may, under rules and regulations 
prescribed by the Federal Reserve Board, purchase and sell in the open 
market, at home or abroad, either from or to domestic or foreign banks, 
firms, corporations, or individuals, cable transfers and bankers’ acceptances 
and bills of exchange of the kinds and maturities by this Act made eligible 
for rediscount, with or without the indorsement of a member bank. 

Every Federal reserve bank shall have power: 

(a) To deal in gold coin and bullion at home or abroad, to make loans 
thereon, exchange Federal reserve notes for gold, gold coin, or gold cer- 
tificates, and to contract for loans of gold coin or bullion, giving therefor, 
when necessary, acceptable security, including the hypothecation of United 
States bonds or other securities which Federal reserve banks are authorized 
to hold; 

(b) To buy and sell, at home or abroad, bonds and notes of the United 
States, and bills, notes, revenue bonds, and warrants with a maturity from 
date of purchase of not exceeding six months, issued in anticipation of the 
collection of taxes or in anticipation of the receipt of assured revenues by 
any State, county, district, political subdivision, or municipality in the con- 
tinental United States, including irrigation, drainage and reclamation dis- 
tricts, such purchases to be made in accordance with rules and regulations 
prescribed by the Federal Reserve Board; 

(c) To purchase from member banks and to sell, with or without its 
indorsement, bills of exchange arising out of commercial transactions, as 
hereinbefore defined ; 

(d) To establish from time to time, subject to review and determination 
of the Federal Reserve Board, rates of discount to be charged by the Fed- 
eral reserve bank for each class of paper, which shall be fixed with a view 
of accommodating commerce and business; 

(e) To establish accounts with other Federal reserve banks for exchange 
purposes and, with the consent of the Federal Reserve Board, to open and 
maintain banking accounts in foreign countries, appoint correspondents, and 
establish agencies in such countries wheresoever it may deem best for the 
purpose of purchasing, selling, and collecting bills of exchange, and to buy 
and sell with or without its indorsement, through such correspondents or 
agencies, bills of exchange arising out of actual commercial transactions 
which have not more than ninety days to run and which bear the signature 
of two or more responsible parties. 


GOVERNMENT DEeEposITs 


Sec. 15. The moneys held in the general fund of the Treasury, except 
the five per centum fund for the redemption of outstanding national-bank 
notes and the funds provided in this Act for the redemption of Federal 
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reserve notes may, upon the direction of the Secretary of the Treasury, be 
deposited in Federal reserve banks, which banks, when required by. the 
Secretary of the Treasury, shall act as fiscal agents of the United States; 
and the revenues of the Government or any part thereof may be deposited 
in such banks, and disbursements may be made by checks drawn against 
such deposits. 

No public funds of the Philippine Islands, or of the postal savings, or 
any Government funds, shall be deposited in the continental United States 
in any bank not belonging to the system established by this Act: Provided, 
however, That nothing in this Act shall be construed to deny the right of 
the Secretary of the Treasury to use member banks as depositories. 


Nore Issuers 


Sec. 16. Federal reserve notes, to be issued at the discretion of the Fed- 
eral Reserve Board for the purpose of making advances to Federal reserve 
banks through the Federal reserve agents as hereinafter set forth and for 
no other purpose, are hereby authorized. The said notes shall be obliga- 
tions of the United States and shall be receivable by all national and member 
banks and Federal reserve banks and for all taxes, customs, and other public 
dues. They shall be redeemed in gold on demand at the Treasury Depart- 
ment of the United States, in the city of Washington, District of Columbia, 
or in gold or lawful money at any Federal reserve bank. 

Any Federal reserve bank may make application to the local Federal 
reserve agent for such amount of the Federal reserve notes hereinbefore 
provided for as it may require. Such application shall be accompanied with 
a tender to the local Federal reserve agent of collateral in amount equal to 
the sum of the Federal reserve notes thus applied for and issued pursuant 
to such application. The collateral security thus offered shall be notes and 
bills, accepted for rediscount under the provisions of section thirteen of this 
Act, and the Federal reserve agent shall each day notify the Federal Re- 
serve Board of all issues and withdrawals of Federal reserve notes to and 
by the Federal reserve bank to which he is accredited. The said Federal 
Reserve Board may at any time call upon a Federal reserve bank for addi- 
tional security to protect the Federal reserve notes issued to it. 

Every Federal reserve bank shall maintain reserves in gold or lawful 
money of not less than thirty-five per centum against its deposits and re- 
serves in gold of not less than forty per centum against its Federal reserve 
notes in actual circulation, and not offset by gold or lawful money deposited 
with the Federal reserve agent. Notes so paid out shall bear upon their 
faces a distinctive letter and serial number, which shall be assigned by the 
Federal Reserve Board to each Federal reserve bank. Whenever Federal 
reserve notes issued through one Federal reserve bank shall be received by 
another Federal reserve bank they shall be promptly returned for credit or 
redemption to the Federal reserve bank through which they were originally 
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issued. No Federal reserve bank shall pay out notes issued through another 
under penalty of a tax of ten per centum upon the face value of notes so 
paid out. Notes presented for redemption at the Treasury of the United 
States shall be paid out of the redemption fund and returned to the Federal 
reserve banks through which they were originally issued, and thereupon 
such Federal reserve bank shall, upon demand of the Secretary of the 
Treasury, reimburse such redemption fund in lawful money or, if such 
Federal reserve notes have been redeemed by the Treasurer in gold or gold 
certificates, then such funds shall be reimbursed to the extent deemed neces- 
sary by the Secretary of the Treasury in gold or gold certificates, and such 
Federal reserve bank shall, so long as any of its Federal reserve notes re- 
main outstanding, maintain with the Treasurer in gold an amount sufficient 
in the judgment of the Secretary to provide for all redemptions to be made 
by the Treasurer. Federal reserve notes received by the Treasury, other- 
wise than for redemption, may be exchanged for gold out of the redemption 
fund hereinafter provided and returned to the reserve bank through which 
they were originally issued, or they may be returned to such bank for the 
credit of the United States. Federal reserve notes unfit for circulation 
shall be returned by the Federal reserve agents to the Comptroller of the 
Currency for cancellation and destruction. 

The Federal Reserve Board shall require each Federal reserve bank to 
maintain on deposit in the Treasury of the United States a sum in gold 
sufficient in the judgment of the Secretary of the Treasury for the redemp- 
tion of the Federal reserve notes issued to such bank, but in no event less 
than five per centum; but such deposit of gold shall be counted and included 
as part of the forty per centum reserve hereinbefore required. The board 
shall have the right, acting through the Federal reserve agent, to grant in 
whole or in part or to reject entirely the application of any Federal reserve 
bank for Federal reserve notes; but to the extent that such application may 
be granted the Federal Reserve Board shall, through its local Federal reserve 
agent, supply Federal reserve notes to the bank so applying, and such bank 
shall be charged with the amount of such notes and shall pay such rate of 
interest on said amount as may be established by the Federal Reserve Board, 
and the amount of such Federal reserve notes so issued to any such bank 
shall, upon delivery, together with such notes of such Federal reserve bank 
as may be issued under section eighteen of this Act upon security of United 
States two per centum Government bonds, become a first and paramount 
lien on all the assets of such bank. 

Any Federal reserve bank may at any time reduce its liability for out- 
standing Federal reserve notes by depositing, with the Federal reserve 
agent, its Federal reserve notes, gold, gold certificates, or lawful money of 
the United States. Federal reserve notes so deposited shall not be reissued, 
except upon compliance with the conditions of an original issue. 

The Federal reserve agent shall hold such gold, gold certificates, or law- 
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ful money available exclusively for exchange for the outstanding Federal 
reserve notes when offered by the reserve bank of which he is a director. 
Upon the request of the Secretary of the Treasury the Federal Reserve 
Board shall*require the Federal reserve agent to transmit so much of said 
gold to the Treasury of the United States as may be required for the exclu- 
sive purpose of the redemption of such notes. 

Any Federal reserve bank may at its discretion withdraw collateral de- 
posited with the local Federal reserve agent for the protection of its Federal 
reserve notes deposited with it and shall at the same time substitute therefor 
other like collateral of equal amount with the approval of the Federal re- 
serve agent under regulations to be prescribed by the Federal Reserve Board. 

In order to furnish suitable notes for circulation as Federal reserve 
notes, the Comptroller of the Currency shall, under the direction of the 
Secretary of the Treasury, cause plates and dies to be engraved in the best 
manner to guard against counterfeits and fraudulent alterations, and shall 
have printed therefrom and numbered such quantities of such notes of the 
denominations of $5, $10, $20, $50, $100, as may be required to supply the 
Federal reserve banks. Such notes shall be in form and tenor as directed 
by the Secretary of the Treasury under the provisions of this Act and shall 
bear the distinctive numbers of the several Federal reserve banks through 
which they are issued. 

When such notes have been prepared, they shall be deposited in the 
Treasury, or in the subtreasury or mint of the United States nearest the 
place of business of each Federal reserve bank and shall be held for the 
use of such bank, subject to the order of the Comptroller of the Currency 
for their delivery, as provided by this Act. 

The plates and dies to be procured by the Comptroller of the Currency 
for the printing of such circulating notes shall remain under his control and 
direction, and the expenses necessarily incurred in executing the laws relat- 
ing to the procuring of such notes, and all other expenses incidental to their 
issue and retirement, shall be paid by the Federal reserve banks, and the 
Federal Reserve Board shall include in its estimate of expenses levied 
against the Federal reserve banks a sufficient amount to cover the expenses 
herein provided for. ; 

The examination of plates, dies, bed pieces, and so forth, and regula- 
tions relating to such examination of plates, dies, and so forth, of national- 
bank notes provided for in section fifty-one hundred and seventy-four Re. 
vised Statutes, is hereby extended to include notes herein provided for. 

Any appropriation heretofore made out of the general funds of the 
Treasury for engraving plates and dies, the purchase of distinctive paper, 
or to cover any other expense in connection with the printing of national- 
bank notes or notes provided for by the Act of May thirtieth, nineteen 
hundred and eight, and any distinctive paper that may be on hand at the 
time of the passage of this Act may be used in the discretion of the Secre- 
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tary for the purposes of this Act, and should the appropriations heretofore 
made be insufficient to meet the requirements of this Act in addition to 
circulating notes provided for by existing law, the Secretary is hereby 
authorized to use so much of any funds in the Treasury not otherwise appro- 
priated for the purpose of furnishing the notes aforesaid: Provided, how- 
ever, That nothing in this section contained shall be construed as exempting 
national banks or Federal reserve banks from their liability to reimburse 
the United States for any expenses incurred in printing and ‘issuing cir- 
culating notes. 

Every Federal reserve bank shall receive on deposit at par from member 
banks or from Federal reserve banks checks and drafts drawn upon any 
of its depositors, and when remitted by a Federal reserve bank, checks and 
drafts drawn by any depositor in any other Federal reserve bank or mem- 
ber bank upon funds to the credit of said depositor in said reserve bank or 
member bank. Nothing herein contained shall be construed as prohibiting 
a member bank from charging its actual expense incurred in collecting and 
remitting funds, or for exchange sold to its patrons. The Federal Reserve 
Board shall, by rule, fix the charges to be collected by the member banks 
from its patrons whose checks are cleared through the Federal reserve bank 
and the charge which may be imposed for the service of clearing or collec- 
tion rendered by the Federal reserve bank. 

The Federal Reserve Board shall make and promulgate from time to 
time regulations governing the transfer of funds and charges therefor 
among Federal reserve banks and their branches, and may at its discretion 
exercise the functions of a clearing house for such Federal reserve banks, 
or may designate a Federal reserve bank to exercise such functions, and 
may also require each bank to exercise the functions of a clearing house 
for its member banks, 

Sec. 17. So much of the provisions of section fifty-one hundred and 
fifty-nine of the Revised Statutes of the United States, and section four of 
the Act of June twentieth, eighteen hundred and seventy-four, and section 
eight of the Act of July twelfth, eighteen hundred and eighty-two, and of 
any other provisions of existing statutes as require that before any national 
banking associations shall be authorized to commence banking business it 
shall transfer and deliver to the Treasurer of the United States a stated 
amount of United States registered bonds is hereby repealed. 


REFUNDING Bonps 


Sec. 18. After two years from the passage of this Act, and at any time 
during a period of twenty years thereafter, any member bank desiring to 
retire the whole or any part of its circulating notes, may file with the 
Treasurer of the United States an application to sell for its account, at par 
and accrued interest, United States bonds securing circulation to be retired. 

The Treasurer shall, at the end of each quarterly period, furnish the 
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Federal Reserve Board with a list of such applications, and the Federal 
Reserve Board may, in its discretion, require the Federal reserve banks to 
purchase such bonds from the banks whose applications have been filed 
with the Treasurer at least ten days before the end of any quarterly period 
at which the Federal Reserve Board may direct the purchase to be made: 
Provided, That Federal reserve banks shall not be permitted to purchase an 
amount to exceed $25,000,000 of such bonds in any one year, and which 
amount shall include bonds acquired under section four of this Act by the 
Federal reserve bank. 

Provided further, That the Federal Reserve Board shall allot to each 
Federal reserve bank such proportion of such bonds as the capital and sur- 
plus of such bank shall bear to the aggregate capital and surplus of all the 
Federal reserve banks. 

Upon notice from the Treasurer Of the amount of bonds so sold for its 
account, each member bank shall duly assign and transfer, in writing, such 
bonds to the Federal reserve banks purchasing the same, and such Federal 
reserve bank shall, thereupon, deposit lawful money with the Treasurer of 
the United States for the purchase price of such bonds, and the Treasurer 
shall pay to the member bank selling such bonds any balance due after 
deducting a sufficient sum to redeem its outstanding notes secured by such 
bonds, which notes shall be canceled and permanently retired when redeemed. 

The Federal reserve banks purchasing such bonds shall be permitted to 
take out an amount of circulating notes equal to the par value of such 
bonds. 

Upon the deposit with the Treasurer of the United States of bonds so 
purchased, or any bonds with the circulating privilege acquired under sec- 
tion four of this Act, any Federal reserve bank making such deposit in the 
manner provided by existing law, shall be entitled to receive from the Comp- 
troller of the Currency circulating notes in blank, registered and counter- 
signed as provided by law, equal in amount to the par value of the bonds so 
deposited. Such notes shall be the obligations of the Federal reserve bank 
procuring the same, and shall be in form prescribed by the Secretary of the 
Treasury, and to the same tenor and effect as national-bank notes now pro-° 
vided by law. They shall be issued and redeemed under the same terms and 
conditions as national-bank notes except that they shall not be limited to 
the amount of the capital stock of the Federal reserve bank issuing them. 

Upon application of any Federal reserve bank, approved by the Federal 
Reserve Board, the Secretary of the Treasury may issue, in exchange for 
United States two per centum gold bonds bearing the circulation privilege, 
but against which no circulation is outstanding, one-year gold notes of the 
United States without the circulation privilege, to an amount not to exceed 
one-half of the two per centum bonds so tendered for exchange, and thirty- 
year three per centum gold bonds without the circulation privilege for the 
remainder of the two per centum bonds so tendered: Provided, That at the 
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time of such exchange the Federal reserve bank obtaining such one-year 
gold notes shall enter into an obligation with the Secretary of the Treasury 
binding itself to purchase from the United States for gold at the maturity 
of such one-year notes, an amount equal to those delivered in exchange for 
such bonds, if so requested by the Secretary, and at each maturity of one- 
year notes so purchased by such Federal reserve bank, to purchase from 
the United States such an amount of one-year notes as the Secretary may 
tender to such bank, not to exceed the amount issued to such bank in the 
first instance, in exchange for the two per centum United States gold bonds; 
said obligation to purchase at maturity such notes shall continue in force 
for a period not to exceed thirty years. 

For the purpose of making the exchange herein provided for, the Secre- 
tary of the Treasury is authorized to issue at par Treasury notes in coupon 
or registered form as he may prescribe in denominations of one hundred 
dollars, or any multiple thereof, bearing interest at the rate of three per 
centum per annum, payable quarterly, such Treasury notes to be payable 
not more than one year from the date of their issue in gold coin of the 
present standard value, and to be exempt as to principal and interest from 
the payment of all taxes and duties of the United States except as provided 
by this Act, as well as from taxes in any form by or under State, municipal, 
or local authorities. And for the same purpose, the Secretary is authorized 
and empowered to issue United States gold bonds at par, bearing three per 
centum interest payable thirty years from date of issue, such bonds to be of 
the same general tenor and effect and to be issued under the same general 
terms and conditions as the United States three per centum bonds without 
the circulation privilege now issued and outstanding. 

Upon application of any Federal reserve bank, approved by the Federal 
Reserve Board, the Secretary may issue at par such three per centum bonds 
in exchange for the one-year gold notes herein provided for. 


BANK RESERVES 


Sec. 19. Demand deposits within the meaning of this Act shall comprise 

all deposits payable within thirty days, and time deposits shall comprise all 
deposits payable after thirty days, and all savings accounts and certificates 
of deposit which are subject to not less than thirty days’ notice before 
payment. 

When the Secretary of the Treasury shall have officially announced, in 
such.manner as he may elect, the establishment of a Federal reserve bank 
in any district, every subscribing member bank shall establish and maintain 
reserves as follows: 

(a) A bank not in a reserve or central reserve city as now or hereafter 
defined shall hold and maintain reserves equal to twelve per centum of the 


aggregate amount of its demand deposits and five per centum of its time 
deposits, as follows: 
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In its vaults for a period of thirty-six months after said date five- 
twelfths thereof and permanently thereafter four-twelfths. 

In the Federal reserve bank of its district, for a period of twelve months 
after said date, two-twelfths, and. for each succeeding six months an addi- 
tional one-twelfth, until five-twelfths have been so deposited, which shall be 
the amount permanently required. 

For a period of thirty-six months after said date the balance of the 
reserves may be held in its own vaults, or in the Federal reserve bank, or 
in’national banks in reserve or central reserve cities as now defined by law. 

After said thirty-six months’ period said reserves, other than those here- 
inbefore required to be held in the vaults of the member bank and in the 
Federal reserve bank, shall be held in the vaults of the member bank or in 
the Federal reserve bank, or in both, at the option of the member bank, 

(b) A bank in a reserve city, as now or hereafter defined, shall hold and 
maintain reserves equal to fifteen per centum of the aggregate amount of 
its demand deposits and five per centum of its time deposits, as follows: 

In its vaults for a period of thirty-six months after said date six- 
fifteenths thereof, and permanently thereafter five-fifteenths. 

In the Federal reserve bank of its district for a period of twelve months 
after the date aforesaid at least three-fifteenths, and for each succeeding 
six months an additional one-fifteenth, until six-fifteenths have been so 
deposited, which shall be the amount permanently required. 

For a period of thirty-six months after said date the balance of the 
reserves may be held in its own vaults, or in the Federal reserve bank, or 
in national banks in reserve or central reserve cities as now defined by law. 

After said thirty-six months’ period all of said reserves, except those 
hereinbefore required to be held permanently in the vaults of the member 
bank and in the Federal reserve bank, shall be held in its vaults or in the 
Federal reserve bank, or in both, at the option of the member bank. 

(c) A bank ‘in a central reserve city, as now or hereafter defined, shall 
hold and maintain a reserve equal to eighteen per centum of the aggregate 
amount of its demand deposits and five per centum of its time deposits, as 
follows : 

In its vaults six-eighteenths thereof. 

In the Federal reserve bank seven-eighteenths. 

The balance of said reserves shall be held in its own vaults or in the 
Federal reserve bank, at its option. 

Any Federal reserve bank may receive from the member banks as re- 
serves, not exceeding one-half of each installment, eligible paper as described 
in section fourteen properly indorsed and acceptable to the said reserve bank. 

If a State bank or trust company is required by the law of its State to 
keep its reserves either in its own vauits or with another State bank or 
trust Company, such reserve deposits so kept in such State bank or trust 
company shall be construed, within the meaning of this section, as if they 
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were reserve deposits in a national bank in a reserve or central reserve city 
for a period of three years after the Secretary of the Treasury shall have 
officially announced the establishment of a Federal reserve bank in the dis- 
trict in which such State bank or trust company is situate. Except as thus 
provided, no member bank shall keep on deposit with any nonmember bank 
a sum in excess of ten per centum of its own paid-up capital and surplus, 
No member bank shall act as the medium or agent of a nonmember bank 
in applying for or receiving discounts from a Federal reserve bank under 
the provisions of this Act except by permission of the Federal Reserve 
Board. 

The reserve carried by a member bank with a Federal reserve bank may, 
under the regulations and subject to such penalties as may be prescribed by 
the Federal Reserve Board, be checked against and withdrawn by such 
member bank for the purpose of meeting existing liabilities: Provided, how- 
ever, That no bank shall at any time make new loans or shall pay any 
dividends unless and until the total reserve required by law is fully restored. 

In estimating the reserves required by this Act, the net balance of 
amounts due to and from other banks shall be taken as the basis for ascer- 
taining. the deposits against which reserves shall be determined. Balances 
in reserve banks due to member banks shall, to the extent herein provided, 
be counted as reserves. 

National banks located in Alaska or outside the continental United States 
may remain nonmember banks, and shall in that event maintain reserves and 
comply with all the conditions now provided by law regulating them; or 
said banks, except in the Philippine Islands, may, with the consent of the 
Reserve Board, become member banks of any one of the reserve districts, 
and shall, in that event, take stock, maintain reserves, and be subject to all 
the other provisions of this Act. 

Src. 20. So much of sections two and three of the Act of June twentieth, 
eighteen hundred and seventy-four, entitled “An Act fixing the amount of 
United States notes, providing for a redistribution of the national-bank 
currency, and for other purposes,’ as provides that the fund deposited by 
any national banking association with the Treasurer of the United States 
for the redemption of its notes shall be counted as a part of its lawful 
reserve as provided in the Act aforesaid, is hereby repealed. And from and 
after the passage of this Act such fund of five per centum shall in no case 
be counted by any national banking association as a part of its lawful 
reserve 


BANK EXAMINATIONS 


Sec. 21. Section fifty-two hundred and forty, United States Revised 
Statutes, is amended to read as follows: 

The Comptroller of the Currency, with the approval of the Secreta 
of the Treasury, shall appoint examiners who shall examine every member 
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bank at least twice in each calendar year and oftener if considered neces- 
sary: Provided, however, That the Federal Reserve Board may authorize 
examination by the State authorities to be accepted in the case of State 
banks and trust companies and may at any time direct the holding of a 
special examination of State banks or trust companies that are stockholders 
in any Federal reserve bank. The examiner making the examination of any 
national bank, or of any other member bank, shall have power to make a 
thorough examination of all the affairs of the bank and in doing so he shall 
have power to administer oaths and to examine any of the officers and 
agents thereof under oath and shall make a full and detailed report of the 
condition of said bank to the Comptroller of the Currency. 

The Federal Reserve Board, upon the recommendation of the Comp. 
troller of the Currency, shall fix the salaries of all bank examiners and 
make report thereof to Congress. The expense of the examinations herein 
provided for shall be assessed by the Comptroller of the Currency upon the 
banks examined in proportion to assets or resources held by the banks upon 
the dates of examination of the various banks. 

In addition to the examinations made and conducted by the Comptroller 
of the Currency, every Federal reserve bank may, with the approval of the 
Federal reserve agent or the Federal Reserve Board, provide for special 
examination of member banks within its district. The expense of such 
examinations shall be borne by the bank examined. Such examinations 
shall be so conducted as to inform the Federal reserve bank of the condition 
of its member banks and of the lines of credit which are being extended by 
them. Every Federal reserve bank shall at all times furnish to the Federal 
Reserve Board such information as may be demanded concerning the con- 
dition of any member bank within the district of the said Federal reserve 
bank. 

No bank shall be subject to any visitatorial powers other than such as 
are authorized by law, or vested in the courts of justice or such as shall be 
or shall have been exercised or directed by Congress, or by either House 
thereof or by any committee of Congress or of either House duly authorized. 

The Federal Reserve Board shall, at least once each year, order an 
examination of each Federal reserve bank, and upon joint application of 
ten member banks the Federal Reserve Board shall order a special examina- 
tion and report of the condition of any Federal reserve bank. ' 

Sec. 22. No member bank or any officer, director, or employee thereof 
shall hereafter make any loan or grant any gratuity to any bank examiner. 
Any bank officer, director, or employee violating this provision shall be 
deemed guilty of a misdemeanor and shall be imprisoned not exceeding one 
year or fined not more than $5,000, or both; and may be fined a further 
sum equal to the money so loaned or gratuity given. Any examiner accept- 
ing a loan or gratuity from any bank examined by him or from an officer, 
director, or employee thereof shall be deemed guilty of a misdemeanor and 
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shall be imprisoned not exceeding one year or fined not more than $5,000, 
or both; and may be fined a further sum equal to the money so loaned or 
gratuity given; and shall forever thereafter be disqualified from holding 
office as a national-bank examiner. No national-bank examiner shall per- 
form any other service for compensation while holding such office for any 
bank or officer, director, or employee thereof. 

Other than the usual salary or director’s fee paid to any officer, director, 
or employee of a member bank and other than a reasonable fee paid by said 
bank to such officer, director, or employee for services rendered to such 
bank, no officer, director, employee, or attorney of a member bank shall be 
a beneficiary of or receive, directly or indirectly, any fee, commission, gift, 
or other consideration for or in connection with any transaction or business 
of the bank. No examiner, public or private, shall disclose the names of 
borrowers or the collateral for loans of a member bank to other than the 
proper officers of such bank without first having obtained the express per- 
mission in writing from the Comptroller of the Currency, or from the board 
of directors of such bank, except when ordered to do so by a court of com- 
petent jurisdiction, or by direction of the Congress of the United States, or 
of either House thereof, or any committee of Congress or of either House 
duly authorized. Any person violating any provision of this section shall 
be punished by a fine of not exceeding $5,000 or by imprisonment not ex- 
ceeding one year, or both. 

Except as provided in existing laws, this provision shall not take effect 
until sixty days after the passage of this Act. 

Sec. 23. The stockholders of every national banking association shall be 
held individually responsible for all contracts, debts, and engagements of 
such association, each to the amount of his stock therein, at the par value 
thereof in addition to the amount invested in such stock. The stockholders 
in any national banking association who shall have transferred their shares 
or registered the transfer thereof within sixty days next before the date of 
the failure of such association to meet its obligations, or with knowledge 
of such impending failure, shall be liable to the same extent as if they had 
made no such transfer, to the extent that the subsequent transferee fails to 
meet such liability; but this provision shall not be construed to affect in 
any way any recourse which such shareholders might otherwise have against 
those in whose names such shares are registered at the time of such failure. 


Loans on Farm LANDS 


Sec. 24. Any national banking association not situated in a central re- 
serve city may make loans secured by improved and unencumbered farm 
land, situated within its Federal reserve district, but no such loan shall be 
made for a longer time than five years, nor for an amount exceeding fifty 
per centum of the actual value of the property offered as security. Any 
such bank may make such loans in an aggregate sum equal to twenty-five 
per centum of its capital and surplus or to one-third of its time deposits and 
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such banks may continue hereafter as heretofore to receive time deposits 
and to pay interest on the same. 

The Federal Reserve Board shall have power from time to time to add 
to the list of cities in which national banks shall not be permitted to make 
loans secured upon real estate in the manner described in this section. 


ForEeIGN BRANCHES 


Sec. 25. Any national banking association possessing a capital and sur- 
plus of $1,000,000 or more may file application with the Federal Reserve 
Board, upon such conditions and under such regulations as may be pre- 
scribed by the said board, for the purpose of securing authority to establish 
branches in foreign countries or dependencies of the United States for the 
furtherance of the foreign commerce of the United States, and to act, if 
required to do so, as fiscal agents of the United States. Such application 
shall specify, in addition to the name and capital of the banking association 
filing it, the place or places where the banking operations proposed are to 
be carried on, and the amount of capital set aside for the conduct of its 
foreign business. The Federal Reserve Board shall have power to approve 
or to reject such application if, in its judgment, the amount of capital pro- 
posed to be set aside for the conduct of foreign business is inadequate, or 
if for other reasons the granting of such application is deemed inexpedient. 

Every national banking association which shall receive authority to 
establish foreign branches shall be required at all times to furnish informa- 
tion concerning the condition of such branches to the Comptroller of the 
Currency upon demand, and the Federal Reserve Board may order special 
examinations of the said foreign branches at such time or times as it may 
deem best. Every such national banking association shall conduct the ac- 
counts of each foreign branch independently of the accounts of other for- 
eign branches established by it and of its home office, and shall at the end 
of each fiscal period transfer to its general ledger the profit or loss accruing 
at each branch as a separate item. 

Sec. 26. All provisions of law inconsistent with or superseded by any 
of the provisions of this Act are to that extent and to that extent only 
hereby repealed: Provided, Nothing in this Act contained shall be construed 
to repeal the parity provision or provisions contained in an Act approved 
March fourteenth, nineteen hundred, entitled “An Act to define and fix the 
standard of value, to maintain the parity of all forms of money issued or 
coined by the United States, to refund the public debt, and for other pur- 
poses,” and the Secretary of the Treasury may for the purpose of main- 
taining such parity and to strengthen the gold reserve, borrow gold on the 
security of United States bonds authorized by section two of the Act last 
referred to or for one-year gold notes bearing interest at a rate of not to 
exceed three per centum per annum, or sell the same if necessary to obtain 
gold. When the funds of the Treasury on hand justify, he may purchase 
and retire such outstanding bonds and notes. 
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Src. 27. The provisions of the Act of May thirtieth, nineteen hundred 
and eight, authorizing national currency associations, the issue of additional 
national-bank circulation, and creating a National Monetary Commission, 
which expires by limitation under the terms of such Act on the thirtieth day 
of June, nineteen hundred and fourteen, are hereby extended to June thir- 
tieth, nineteen hundred and fifteen, and sections fifty-one hundred and fifty- 
three, fifty-one hundred and seventy-two, fifty-one hundred and ninety-one, 
and fifty-two hundred and fourteen of the Revised Statutes of the United 
States, which were amended by the Act of May thirtieth, nineteen hundred 
and eight, are hereby reenacted to read as such sections read prior to May 
thirtieth, nineteen hundred and eight, subject to such amendments or modi- 
fications as are prescribed in this Act: Provided, however, That section 
nine of the Act first referred to in this section is hereby amended so as to 
change the tax rates fixed in said’ Act by making the portion applicable 
thereto read as follows: 

National banking associations having circulating notes secured other- 
wise than by bonds of the United States, shall pay for the first three months 
a tax at the rate of three per centum per annum upon the average amount 
of such of their notes in circulation as are based upon the deposit of such 
securities, and afterwards an additional tax rate of one-half of one per 
centum per annum for each month until a tax of six per centum per annum 
is reached, and thereafter such tax of six per centum per annum upon the 
average amount of such notes. 

Sec. 28. Section fifty-one hundred and forty-three of the Revised Stat- 
utes is hereby amended and reenacted to read as follows: Any association 
formed under this title may, by the vote of shareholders owning two-thirds 
of its capital stock, reduce its capital to any sum not below the amount re- 
quired by this title to authorize the formation of associations; but no such 
reduction shall be allowable which will reduce the capital of the association 
below the amount required for its outstanding circulation, nor shall any 
reduction be made until the amount of the proposed reduction has been re- 
ported to the Comptroller of the Currency and such reduction has been 
approved by the said Comptroller of the Currency and by the Federal. Re- 
serve Board, or by the organization committee pending the organization of 
the Federal Reserve Board. 

Sec. 29. If any clause, sentence, paragraph, or part of this Act shall for 
any reason be adjudged by any court of competent jurisdiction to be invalid, 
such judgment shall not affect, impair, or invalidate the remainder of this 
Act, but shall be confined in its operation to the clause, sentence, paragraph, 
or part thereof directly involved in the controversy in which such judgment 
shall have been rendered. 

Sec, 30. The right to amend, alter, or repeal this Act is hereby expressly 
reserved. 

Approved, December 23, 1913. 
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A BILL 


To establish associations of national and other banks and trust com- 
panies, to be known as reserve banks, under the supervision of a National 
Currency Board, to mobilize reserves, to provide additional circulation 
when required for national commerce, and for other purposes. 

Be It Enacted by the Senate and House of Representatives of the United 
States of America in Congress Assembled, 


DEFINITIONS 


That the term ‘reserve bank,” as used in this Act, means a reserve bank 
incorporated in accordance with the terms hereof: 

“Member bank” means one of the subscribing banks of a reserve bank; 

“Reserve district”? means one of the districts within which a reserve 
bank is located under the authority of this Act; 

“Prime commercial paper’? means a commercial bill, payable within four 
months, signed by at least two persons, either of whom shall be good for 
such bill and cne of whom shall be a member bank, such commercial bill to 
be based upon an actual commercial transaction and not to be based upon a 
permanent investment ; 

“Treasury gold note” means a note issued by the United States Treasury, 
based on the credit of the United States and printed in the form to be pre- 
scribed by the National Currency Board, payable on demand at any reserve 
bank or at the Treasury of the United States; 

“The National Currency Board” shall mean the board of governors of 
the national currency, as described in this Act. 

Src. 2. That the New England Reserve Bank, the Eastern Reserve Bank, 
the Southeastern Reserve Bank, the Southern Reserve Bank, the Central 
States Reserve Bank, the Rocky Mountain Reserve Bank, the Southwestern 
Reserve Bank, and the Pacific Reserve Bank be, and are hereby, created 
and established for a term of thirty years from the date of filing with the 
Comptroller of the Currency a certificate of paid-in capital stock as herein- 


after provided. 


1 May, 1913. 
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The head office of the New England Reserve Bank shall be located in 
Boston, of the Eastern Reserve Bank in New York, of the Southeastern 
Reserve Bank in Atlanta, of the Southern Reserve Bank in New Orleans, 
of the Central States Reserve Bank in Chicago, of the Southwestern 
Reserve Bank in Kansas City, of the Rocky Mountain Reserve Bank in 
Denver, and of the Pacific Reserve Bank in San Francisco. 


\ 


TERMS OF SUBSCRIPTION 


Sec. 3. That within six months from the date of the passage of this Act 
every national bank shall subscribe to the capital of the reserve bank of its 
district, to an amount equal to twenty per centum of the paid-in and unim- 
paired and surplus capital of the subscribing bank, and not more nor less. 

Fifty per centum of the subscriptions to the capital stock of the reserve 
bank shall be fully paid in within six months at the time and places fixed 
by the National Currency Board, and the remainder of the subscriptions, « « 
any part thereof, shall become a liability of the subscribers, subject to cail 
and payment thereof, whenever necessary to meet the obligations of the 
reserve bank, under such terms and in accordance with such regulations as 
the board of directors of the reserve bank may prescribe. 

Any bank or trust company incorporated under the laws of any State or 
of the District of Columbia may subscribe to the capital of the reserve 
bank of its district according to the same terms and proportions as a 
national bank if it complies with the following conditions: 

‘First. That (a) it shall have a paid-in and unimpaired capital of not 
less than that required for a national bank in the same locality; and (b) if 
a trust company, it shall have an unimpaired capital and surplus of fifty 
per centum more than the amount of capital required for a national bank 
in the same locality. 

Second. Keep a like reserve as required of the national banks in their 
own vaults and with the reserve bank. 

Third. Agree to proper examinations as may be required by the National 
Currency Board. 

Fourth. That it shall agree to comply with all other requirements and 
conditions imposed by this Act and regulations made in conformity there- 
with. 

No member bank shall serve as an intermediary by which any bank or 
trust company, not a stockholder of a reserve bank, shall receive the benefits 
arising under the provisions of this Act. 

No member bank shall pay interest upon the funds of other banks or 
trust companies deposited with it. 


THE ORGANIZATION COMMITTEE 


Sec. 4. That the Secretary of the Treasury, the Attorney General, and 
the Comptroller of the Currency are hereby designated a committee to effect 
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the organization of the reserve banks. They shall divide the entire country 
into eight districts, which shall be apportioned with due regard to the con- 
venient and customary course of business and not necessarily along State 
lines, and within sixty days after the passage of this Act they shall provide 
for the opening of books for subscription to the capital stock of the reserve 
banks. The necessary expenses of this committee shall be paid out of the 
Treasury upon vouchers approved by the members of said committee, and 
the Treasury shall be reimbursed by the reserve banks to the full amount 
paid out therefor. 

The subscribing banks uniting to form a reserve bank shall make and 
file with the Comptroller of the Currency an organization certificate in the 
form and manner described in sections fifty-one hundred and thirty-four, 
fifty-one hundred and thirty-five, and fifty-one hundred and thirty-six, Re- 
vised Statutes of the United States, signed by their authorized representa- 
tives, and they shall then become a body corporate, and, as such, shall have 
power to perform all those acts, enjoy all those privileges, and exercise all 
those powers described in section fifty-one hundred and thirty-six, Revised 
Statutes, save in so far as the same shall be limited or extended by the 
provisions of this Act. 


Tue Boarps AND OFFICERS OF THE RESERVE BANKS 


Src. 5. That each reserve bank shall be organized and conducted under 
the oversight and control of a board of directors, whose powers shall be the 
same as those conferred upon the boards of directors of national banking 
associations under existing law, except as otherwise provided in this Act. 
Such boards shall consist of nine members holding office for six years, to 
be chosen in the following manner : 

Six directors shall be elected by the several subscribing banks, each bank 
having one unit of voting power for each million or fraction thereof of its 
capital. Each unit of voting power shall have as many votes as there are 
directors to be elected, and these votes may be given in favor of any or all 
of the candidates for election. Three directors shall be appointed by the 
President of the United States from a list furnished by the National Cur- 
rency Board to be hereafter provided for, and shall fairly represent the 
agricultural, commercial, manufacturing, and other interests of the district. 

The manager of the reserve bank shall be elected by the board of 
directors of the bank and shall thereafter be ex officio presiding officer of 
that board, but shall have no vote unless the board be equally divided. 
Until the organization of the National Currency Board and the appoint- 
ments of its representatives upon the board of a reserve bank the elected 
members of such board shall have full power to act. 

No director of a reserve bank shall be, while serving, an officer or a 
director of any bank or trust company. 

At the first meeting of the full board of directors of each reserve bank 
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the members of the board shall be divided into three classes, whose terms 
of office shall expire at intervals of two, four, and six years, respectively, 
estimated from the first day of January, nineteen hundred and fourteen. 
Two of the directors chosen by the member banks and one of the directors 
appointed by the President shall belong to each class. Thereafter all 
directors chosen as hereinbefore provided shall be chosen for terms of six 
years. 


BoarD OF GOVERNORS OF THE NATIONAL CURRENCY 


Sec. 6. That there shall be created a board of governors of the national 
currency, to consist of seven members, including the Secretary of the Treas- 
ury, the Secretary of Agriculture, and the Comptroller of the Currency, 
ex officio, and four governors, to be appointed by the President. of the 
United States, and to serve subject to his will, one of whom shall be dis- 
tinguished for his practical knowledge of the commerce of the United 
States, one for his practical knowledge of the manufacturing business, one 
for his practical knowledge of transportation, and one who shall be dis- 
tinguished for his knowledge of banking and credit. The Secretary of the 
Treasury shall be ex officio chairman, but the board of governors may select 
its own chairman pro tempore. All expenses of the board, including the 
cost of necessary offices and the salaries of its members, shall be appor- 
tioned among and paid by the reserve banks in proportion to their capital. 
The salaries of the members of the board shall be determined by a majority 
of the reserve banks, each bank having one vote, and no salary shall be 
reduced during the term of an appointment. 

The National Currency Board shall have authority to make by-laws not 
inconsistent with law, which shall prescribe the manner in which the duties 
of the board shall be fulfilled and the privileges granted to it by law exer- 
cised and enjoyed. 


CAPITAL OF THE RESERVE BANKS 


Sec, 7. That each reserve bank shall have an authorized capital equal in 
amount to twenty per centum of the paid-in and unimpaired capital and 
surplus of all banks eligible for membership in the said reserve bank, Such 
reserve bank shall be authorized to commence business upon the approval of 
the National Currency Board and a certificate of the Comptroller of the 
Currency. 

The capital stock at the reserve bank shall be divided into shares of 
$100 each. These shares shall not be transferable, and under no circum- 
stances shall they be hypothecated, nor shall they be owned otherwise than 
by member banks, nor shall they be owned by any such bank other than in 
the proportions herein provided. In case a member bank increases its capital 
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it shall thereupon subscribe for an additional amount of the capital of its 
reserve bank, equal to twenty per centum of the member banks increase of 
capital, paying therefor the then book value as shown by the last published 
statement of said reserve bank. 

A bank applying for membership in a reserve bank at any time after its 
formation must subscribe for an amount of the capital of said reserve bank 
equal to twenty per centum of the capital and surplus of the subscribing 
bank, paying therefor its then book value as shown by the last published 
statement. In case a member bank reduces its capital it shall surrender a 
proportionate amount of its holdings in the capital of said reserve bank, 
and if a member bank goes into voluntary liquidation it shall surrender all 
of its holdings of the capital of said reserve bank. In either case the shares 
surrendered shall be canceled, and the member bank shall receive in pay- 
ment therefor from the reserve bank a sum equal to the then book value of 
the reserve bank as shown by its last published statement, and the capital 
of the reserve bank shall be reduced correspondingly. 

If any member bank shall become insolvent and a receiver be appointed, 
the stock held by it in said reserve bank shall be canceled, the insolvent bank 
credited with the value thereof, and the balance, after paying all debts due 
by such insolvent bank to said reserve bank (such debts being hereby de- 
clared to be a first lien upon the paid-in capital stock held by such member), 
shall be paid to the receiver of the insolvent bank. 

Except as hereinbefore provided, no member bank may withdraw from 
membership in a reserve bank until after one year’s notice of such intention 
to withdraw, and in such case the member bank shall receive from the 
reserve bank a sum equal to the book value of its stock on the date of 
withdrawal. 

A certificate of all increases and decreases of the capital of each reserve 
bank shall be immediately filed with the Comptroller of the Currency. 
Each reserve bank shall cause to be kept at all times a full and correct list 
of the names of the banks owning its stock and the number of shares held 
by each. Such list shall be subject to inspection of all the shareholders of 
the reserve bank, and a copy thereof shall be transmitted on the first of 
July of each year to the Comptroller of the Currency and at any other 
time required by the Comptroller of the Currency. 


EARNINGS OF THE RESERVE BANKS 


Sec. 8. That the earnings of each reserve bank shall be disposed of in 
the following manner: After the payment of all expenses, including the 
expenses of the National Currency Board, the shareholders shall be entitled 
to receive an annual dividend of five per centum on the paid-in capital, 
which dividend shall be cumulative. Further annual net earnings shall be 
paid into the surplus fund of the reserve bank until that fund shall amount 
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to twenty per centum of the paid-in capital, and thereafter all earnings in 
excess of five per centum per annum shall be paid to the United States. 

The reserve bank shall be exempt from local and State taxation, except 
in respect to taxes upon real estate and from all Federal taxes except such 
as are provided by this Act. 


FUNCTIONS OF THE RESERVE BANKS 


Sec. 9. That the reserve banks shall be the fiscal agents of the United 
States. All moneys now held in the general fund of the Treasury shall, 
within six months from the passage of this Act, be deposited in the reserve 
banks, and thereafter the revenues of the Government shall be deposited in 
such banks and disbursements shall be made by check drawn against such 
deposits. It shall be the duty of the National Currency Board herein estab- 
lished to apportion the funds and revenues of the Government among the 
several reserve banks. 

The Government of the United States, reserve banks owning stock in a 
reserve bank, and the officers of the United States shall be the only de- 
positors in such banks. All domestic transactions of the reserve banks shall 
be confined to the Government, the officers of the United States, member 
banks and other reserve banks with the exception of the purchase or sale 
of Government or State securities or securities of foreign governments, or 
of gold coin or bullion. 

No reserve bank shall pay interest on deposits. 

A reserve bank may discount, purchase, and sell notes, bills of exchange, 
and acceptances issued or drawn for agricultural, industrial, or commercial 
purposes, provided, first, that they have no more than three months to run, 
and, second, that they bear the indorsement of one or more of its member 
banks. The amount so discounted for any subscriber shall at no time 
exceed the capital and surplus of the subscribing bank. The aggregate of 
such notes, bills, and acceptances made by any one person, company, firm, 
or corporation discounted for any one bank shall at no time exceed ten per 
centum of the unimpaired capital and surplus of said banks. 

A reserve bank may discount and purchase notes, bills, and acceptances 
of the character above described from another reserve bank, provided that 
they bear the indorsement of said reserve bank. 

A reserve bank may, with the specific approval of the National Currency 
Board, discount the direct obligation of one of its member banks: Provided, 
That the application is secured by the pledge and deposit with it of satis- 
factory securities, which shall be held by the reserve bank. In no case shall 
the amount loaned by the reserve bank exceed three-fourths of the value 
of the security so pledged, and in case the value of such security should 
depreciate, the reserve bank may require additional collateral to the extent 
of such depreciation, 

A reserve bank may invest in United States bonds, also in obligations 
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having not more than one year to run of the United States or_its depen- 
dencies, or of any State, or of foreign governments. 

A reserve bank may, with the consent of the National Currency Board, 
open and maintain banking accounts in foreign countries and establish 
agencies in such countries for the purpose of purchasing, selling, and col- 
lecting foreign bills of exchange and foreign government obligations of the 
kinds named in this Act, and it shall have authority to buy and sell, with 
or without its endorsement, checks or bills of exchange, payable in foreign 
countries, arising out of commercial transactions which have not exceeding 
ninety days to run and which bear the signature of two or more responsible 
parties. 

A reserve bank may purchase, acquire, hold, and convey real estate for 
the same purposes and under the same restrictions as are described in sec- 
tion fifty-one hundred and thirty-seven, Revised Statutes of the United 
States, for the national banks. 

The reserve banks shall have power to lend to and borrow from each 
other, to deal in gold coin or bullion, to make loans thereon, and to contract 
for loans of gold coin or bullion, giving therefor, when necessary, acceptable 
security. 

A reserve bank shall, upon request, transfer any part of the deposit 
balance of any depositor to the credit of any other depositor in any reserve 
bank. The regulations under which such transfer shall be made and the 
transfer charges shall be fixed by the National Currency Board. 


FUNCTIONS OF THE BOARD OF GOVERNORS OF THE NATIONAL CURRENCY 


Sec. 10. That the National Currency Board shall be authorized and 
empowered— ' 

First. To exercise geheral supervision over the reserve banks and to 
examine at will the accounts and books of national banks and of all reserve 
banks. 

Second. To determine the apportionment of Treasury deposits and reve- 
nues among the national reserve banks. 

Third. To readjust the boundaries of the districts of the reserve banks 
and to authorize the establishment of agencies within these districts when- 
ever in their opinion the business of the country requires. 

Fourth. To provide regulations and to establish charges for the transfer 
of deposits from accounts kept with one reserve bank to accounts kept with 
another. 

Fifth. To supervise the issue of national currency as provided by this 
Act. 

Sixth. To suspend for a period not exceeding thirty days (and to renew 
such suspension for a period not to exceed fifteen days) any and every 
reserve requirement specified in this Act, 
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RESERVES OF MEMBER BANKS 


Src. 11. That within two years from the date when the Secretary of the 
Treasury shall have officially announced that a reserve bank has been estab- 
lished within a given district, and as rapidly as practicable, every member 
bank within the said district shall establish and thereafter maintain a reserve 
of cash in its own vaults, or of balance with the reserve bank, equal to not 
less than fifteen per centum of its total outstanding demand liabilities, and 
of this reserve no less than one-half shall be kept as a balance with the 
reserve bank. All liabilities maturing within thirty days shall be construed 
to be demand liabilities within the meaning of this Act. All Acts or parts 
of Acts requiring the maintenance of other reserves in national banks 
against demand liabilities are hereby repealed. 


RESERVES OF THE RESERVE BANKS 


Sec. 12. That all demand liabilities of a reserve bank shall be covered to 
the extent of fifty per centum by a reserve of gold (including gold bullion 
and foreign gold coin) or other legal tender money of the United States. 
Provided, That whenever and so long as such reserve shall fall and remain 
below fifty per centum the reserve bank shall pay for the first month or 
fraction thereof a special tax at the rate of five per centum per annum 
upon the deficiency of the reserve, and thereafter an additional tax of one 
per centum per annum for each month until a tax of ten per centum per 
annum is reached, and thereafter such tax of ten per centum per annum 
upon the average amount of such notes. Whenever and so long as such a 
deficiency in the reserve exists the minimum discount rate with the reserve 
bank shall be maintained at not less than the rate of the tax. 


Note CrrcuLatTion 


Sec. 13. That the Comptroller of the Currency is hereby authorized, 
with the approval and under regulations to be prescribed by the National 
Currency Board, to issue United States Treasury gold notes to the reserve 
banks, said notes to be redeemable in gold on presentation at any reserve 
bank, or at the office of the Treasurer of the United States. The United 
States shall have a paramount lien upon all of the assets of the reserve 
bank to which said notes are issued to the extent of such notes retained by 
said reserve bank, and until such notes or an equal amount of lawful money 
are returned to the Treasury of the United States. Any reserve bank 
receiving such notes shall be required to redeem them on demand, in gold, 
and shall set apart in its own vaults prime commercial paper as collateral 
security for the return of such notes, or an equivalent in lawful money, to 
the Treasurer of the United States. 


Such Treasury gold notes shall be issued in a form to be prescribed by 
the National Currency Board. 


OWEN BILL 1705 
A reserve bank to which such Treasury gold notes are issued shall pay 
during the first four months during which such notes are held and retained 
at the rate of three per centum per annum for the use of such notes, and at 
the rate of one per centum per annum for each additional month or fraction 
thereof until a tax of ten per centum per annum is reached, and thereafter 
a tax of ten per centum per annum upon the average amount of such notes 
until they are returned to the Treasury, 


MEMORANDUM 


Nore.—The security of these notes is first, a first lien on the 
assets of the reserve bank; second, prime commercial paper of like 
amount collateral in the hands of the bank; third, the credit of the 
United States. 

The Banks will have abundant gold in their hands to keep these 
notes at par. Any person desiring gold can easily get gold on the 
thousands of millions of outstanding gold certificates. These notes 
for commercial purposes intended to be used as a means of dis- 
counting prime commercial paper and furnishing a prompt and 
open market for prime commercial paper would be distributed to 
the local banks desiring currency for moving the crops, etc. 

The United States Government might, if it were deemed worth 
while at all, acquire a small gold deposit to cover any of these 
notes offered for redemption in gold at the Treasury. 

The Subtreasury should be abolished and the Government de- 
posits placed with the reserve banks. The currency board should 
have authority to require the reserve banks to keep an open account 
with the Treasurer of the United States and each of them. 


REPORTS AND EXAMINATIONS 


Sec. 14. That the reserve banks shall make reports showing the principal 
items of their balance sheets to the Comptroller of the Currency once a 
week, which reports shall be made public. In addition, full reports shall be 
made to the Comptroller of the Currency by the reserve bank and coincident 
with the five reports called for each year from the national banks. 

The National Currency Board shall, as often as deemed necessary or 
proper, directly or through representatives, examine the affairs of the 
reserve banks. 

All member banks shall, under regulations io be prescribed by the 
National Currency Board, report monthly, or oftener, if required, to their 
reserve banks, showing the principal items of their balance sheets. 

It shall be the duty of a reserve bank to examine the condition of all 
member banks at such times and under such regulations as the National 
Currency Board may determine. The reserve bank may, however, accept 
for this purpose the reports of the national-bank examiners of member 
national banks and also copies of the reports of State bank examiners for 
member State banks and trust companies in States where the furnishing of 
such information is not contrary to law. 
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A reserve bank may make such payments to national and State exam- 
iners for such services required of them as the directors may consider just 
and equitable. All reports of national-banks examiners in regard to the 
condition of banks shall hereafter be made in duplicate, and one copy shall 
be filed with the appropriate reserve bank for the confidential use of its 
executive officers. The reports of all examinations conducted by or for 
the reserve banks shall be held strictly confidential and for the exclusive 
use of the executive officers of the reserve bank. 
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AMENDMENT TO SECTION TWENTY-SEVEN OF 
THE, FEDERAL, RESERVE, ACT 


(Approved August 4, 1914) 


That section twenty-seven of the act approved December twenty-third, 
nineteen hundred and thirteen, known as the Federal reserve act, is hereby 
amended and reenacted to read as follows: 

“Sec. 27. The provisions of the act of May thirtieth, nineteen hundred 
and eight, authorizing national currency associations, the issue of additional 
national-bank circulation, and creating a National Monetary Commission, 
which expires by limitation under the terms of such act on the thirtieth 
day of June, nineteen hundred and fourteen, are hereby extended to June 
thirtieth, nineteen hundred and fifteen, and sections fifty-one hundred and 
fifty-three, fifty-one hundred and seventy-two, fifty-one hundred and 
ninety-one, and fifty-two hundred and fourteen of the Revised Statutes 
of the United States, which were amended by the act of May thirtieth, 
nineteen hundred and eight, are hereby reenacted to read as such sections 
read prior to May thirtieth, nineteen hundred and eight, subject to such 
amendments or modifications as are prescribed in this act: Provided, however, 
That section nine of the act first referred to in this section is hereby 
amended so as to change the tax rates fixed in said act by making the 
portion applicable thereto read as follows: 

“National banking associations having circulating notes secured other- 
wise than by bonds of the United States, shall pay for the first three months 
a tax at the rate of three per centum per annum upon the average amount 
of such of their notes in circulation as are based upon the deposit of such 
securities, and afterwards an additional tax rate of one-half of one per 
centum per annum for each month until a tax of six per centum per annum 
is reached, and thereafter such tax of six per centum per annum upon 
the average amount of such notes: Provided further, That whenever in 
his judgment he may deem it desirable, the Secretary of the Treasury shall 
have power to suspend the limitations imposed by section one and section 
three of the act referred to in this section, which prescribe that such 
additional circulation secured otherwise than by bonds of the United States 
shall be issued only to national banks having ‘circulating notes outstanding 
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secured by the deposit of bonds of the United States to an amount nat less 
than forty per centum of the capital stock of such banks, and to suspend 
also the conditions and limitations of section five of said act except that 
no bank shall be permitted to issue circulating notes in excess of one 
hundred and twenty-five per centum of its unimpaired capital and surplus. 
He shall require each bank and currency association to maintain on deposit 
in the Treasury of the United States a sum in gold sufficient in his judg- 
ment for the redemption of such notes, but in no event less than five per 
centum. He may permit national banks, during the period for which such 
provisions are suspended, to issue additional circulation under the terms 
and conditions of the act referred to as herein amended: Provided further, 
That the Secretary of the Treasury, in his discretion, is further authorized 
to extend the benefits of this act to all qualified State banks and trust 
companies, which have joined the Federal reserve system, or which may 
contract to join within fifteen days after the passage of this act.” 


APPENDIX IX 


AMENDMENT TO SECTION OF THE FEDERAL 
RESERVE ACT RELATING TO, RESERVES 


(Approved August 15, 1914) 


That section nineteen, subsections (b) and (c) of the act approved 
December twenty-third, nineteen hundred and thirteen, known as the 
Federal reserve act, be amended and reenacted so as to read as follows: 

“(b) A bank in a reserve city, as now or hereafter defined, shall hold 
and maintain reserves equal to fifteen per centum of the aggregate amount 
of its demand deposits and five per centum of its time deposits, as follows: 

“In its vaults for a period of thirty-six months after said date, six- 
fifteenths thereof, and permanently thereafter five-fifteenths. 

“Tn the federal reserve bank of its district for a period of twelve 
months after the date aforesaid, at least three-fifteenths, and for each 
succeeding six months an additional one-fifteenth, until six-fifteenths have 
been so deposited, which shall be the amount permanently required. 

“For a period of thirty-six months after said date the balance of the 
reserves may be held in its own vaults, or in the federal reserve bank, or in 
national banks in central reserve cities, as now defined by law. 

“After said thirty-six months’ period all of said reserves, except those 
hereinbefore required to be held permanently in the vaults of the member 
bank and in the federal reserve bank, shall be held in its vaults or in the 
' federal reserve bank or in both, at the option of the member bank, 

“(c) A bank in a central reserve city, as now or hereafter defined, 
shall hold and maintain a reserve equal to eighteen per centum of the 
aggregate amount of its demand deposits and five per centum of its time 
deposits, as follows: 

“Tn its vaults, six-eighteenths thereof. 

“Tn the federal reserve bank, seven-eighteenths. 

“The balance of said reserves shall be held in its own vaults or in the 
federal reserve bank, at its option. 

“Any federal reserve bank may receive from the member banks as 
reserves not exceeding one-half of each installment, eligible paper as 
described in section thirteen properly indorsed and acceptable to the said 
reserve bank. 
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“If a state bank or trust company is required or permitted by the law 
of its State to keep its reserves either in its own vaults or with another 
State bank or trust company or with a national bank, such reserve deposits 
so kept in such State bank, trust company, or national bank shall be 
construed within the meaning of this section as if they were reserve deposits 
in a national bank in a reserve or central reserve city for a period of three 
years after the Secretary of the Treasury shall have officially announced 
the establishment of a Federal reserve bank in the district in which such 
State bank or trust company is situate. Except as thus provided, no member 
bank shall keep on deposit with any nonmember bank a sum in excess 
of ten per centum of its own paid-up capital and surplus. No member ‘bank 
shall act as the medium or agent of a nonmember bank in applying for or 
receiving discounts from a Federal reserve bank under the provisions of 
this act except by permission of the Federal Reserve Board. 

“The reserve carried by a member bank with a federal reserve bank may, 
under the regulations and subject to such penalties as may be prescribed 
by the Federal Reserve Board, be checked against and withdrawn by such 
member bank for the purposes of meeting existing liabilities: Provided, how- 
ever, That no bank shall at any time make new loans or shall pay any 
dividends unless and until the total reserve required by law is fully restored. 

“In estimating the reserves required by this act, the net balance of 
amounts due to and from other banks shall be taken asethe basis for ascer- 
taining the bank deposits against which reserves shall be determined. 
Balances in reserve banks due to member banks shall, to the extent herein 
provided, be counted as reserves. 

“National banks located in Alaska or outside the continental United 
States may remain nonmember banks, and shall in that event maintain 
reserves and comply with all the conditions now provided by law regulating 
them; or said banks, except in the Philippine Islands, may, with the consent 
of the Reserve Board, become member banks of any one of the reserve 
districts, and shall, in that event, take stock, maintain reserves, and be 
subject to all the other provisions of this act.” 


APPENDIX X 


AMENDMENT TO THE FEDERAL RESERVE ACT 
RELATING 2OrACCEPFANCES 


(Approved March 3, 1915) 


That section thirteen, paragraphs three, four, and five, of the Act 
approved December twenty-third, nineteen hundred and thirteen, known 
as the Federal reserve act, be amended and reenacted so as to read as 
follows: 

“Any federal reserve bank may discount acceptances which are based 
on the importation or exportation of goods and which have a maturity 
at time of discount of not more than three months and indorsed by at 
least one member bank. The amount of acceptances so discounted shall 
at no time exceed one-half the paid-up and unimpaired capital stock and 
surplus of the bank for which the rediscounts are made, except by authority 
of the Federal Reserve Board, under such general regulations as said Board 
may prescribe, but not to exceed the capital stock and surplus of such bank. 

“The aggregate of such notes and bills bearing the signature or 
indorsement of any one person, company, firm, or corporation rediscounted 
for any one bank shall at no time exceed ten per centum of the unimpaired 
capital and surplus of said bank; but this restriction shall not apply to the 
discount of bills of exchange drawn in good faith against actually existing 
values. 

“Any member bank may accept drafts or bills of exchange drawn 
upon it and growing out of transactions involving the importation or 
exportation of goods having not more than six months sight to run; but 
no bank shall accept such bills to an amount equal at any time in the 
aggregate to more than one-half of its paid-up and unimpaired capital 
stock and surplus, except by authority of the Federal Reserve Board, 
under such general regulations as said Board may prescribe, but not to 
exceed the capital stock and surplus of such bank, and such regulations 
shall apply to all banks alike regardless of the amount of capital stock and 


surplus.” 


I71I1 


APPENDIX XI 


AMENDMENTS TO CERTAIN SECTIONS OF THE 
FEDERAL ,.RESERVE ACT 


(Approved September 7, 1916) 


That the act entitled “Federal Reserve Act,” approved December twenty- 
third, nineteen hundred and thirteen, be, and is hereby, amended as follows: 

At the end of section eleven insert a new clause as follows: 

“(m) Upon the affirmative vote of not less than five of its members 
the Federal Reserve Board shall have power, from time to time, by general 
ruling, covering all districts alike, to permit member banks to carry in the 
federal reserve banks of their respective districts any portion of their 
reserves now required by section nineteen of this act to be held in their 
own vaults.” 

That section thirteen be, and is hereby, amended to read as follows: 

“Any federal reserve bank may receive from any of its member banks, 
and from the United States, deposits of current funds in lawful money, 
national-bank notes, federal reserve notes, or checks, and drafts, payable upon 
presentation, and also, for collection, maturing bills; or solely for purposes 
of exchange or of collection, may receive from other Federal Reserve Banks 
deposits of current funds in lawful money, national-bank notes, or checks 
upon other federal reserve banks, and checks and drafts, payable upon 
presentation within its district, and maturing bills payable within its district. 

“Upon the indorsement of any of its member banks, which shall be 
deemed a waiver of demand, notice, and protest by such bank as to its own 
indorsement exclusively, any federal reserve bank may discount notes, 
drafts, and bills of exchange arising out of actual commercial transactions; 
that is, notes, drafts, and bills of exchange issued or drawn for agricultural, 
industrial, or commercial purposes, or the proceeds of which have been used, 
or are to be used, for such purposes, the Federal Reserve Board to have 
the right to determine or define the character of the paper thus eligible 
for discount, within the meaning of this act. Nothing in this act contained 
shall be construed to prohibit such notes, drafts, and bills of exchange, 
secured by staple agricultural products, or other goods, wares, or merchan- 
dise from being eligible for such discount; but such definition shall not 
include notes, drafts, or bills covering merely investments or issued or 
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drawn for the purpose of carrying or trading in stocks, bonds, or other 
investment securities, except bonds and notes of the Government of the 
United States. Notes, drafts, and bills admitted to discount under the 
terms of this paragraph must have a maturity at the time of discount 
of not more than ninety days, exclusive of days of grace. : 

“Provided, That notes, drafts, and bills drawn or issued for agricultural 
purposes or based on live stock and haying a maturity not exceeding six 
months, exclusive of days of grace, may be discounted in an amount to 
be limited to a percentage of the assets of the federal reserve bank, to be 
ascertained and fixed by the Federal Reserve Board. 

“The aggregate of such notes, drafts, and bills bearing the signature 
or indorsement of any one borrower, whether a person, company, firm, or 
corporation rediscounted for any one bank shall at no time exceed ten 
per centum, of the unimpaired capital and surplus of said bank; but this 
restriction shall not apply to the discount of bills of exchange drawn in 
good faith against actually existing values. 

“Any federal reserve bank may discount acceptances of the kinds 
hereinafter described, which have a maturity at the time of discount of 
not more than three months’ sight exclusive of days of grace, and which are 
indorsed by at least one member bank. 

“Any member bank may accept drafts or bills of exchange drawn 
upon it having not more than six months’ sight to run, exclusive of days 
of grace, which grow out of transactions involving the importation or 
exportation of goods; or which grow out of transactions involving the 
domestic shipment of goods, provided shipping documents conveying or 
securing title are attached at the time of acceptance; or which are secured 
at the time of acceptance by a warehouse receipt or other such document 
conveying or securing title covering readily marketable staples. No mem- 
ber bank shall accept, whether in a foreign or domestic transaction, for 
any one person, company, firm, or corporation to an amount equal at any 
time in the aggregate to more than ten per centum of its paid-up and un- 
impaired capital stock and surplus unless the bank is secured either by 
attached documents or by some other actual security growing out of the 
same transaction as the acceptance and no bank shall accept such bills to 
an amount equal at any time in the aggregate to more than one-half of 
its paid-up and unimpaired capital stock and surplus. 

“Any federal reserve bank may make advances to its member banks on 
their promissory notes for a period not exceeding fifteen days at rates to 
be established by such federal reserve banks, subject to the review and 
determination of the Federal Reserve Board, provided such promissory 
notes are secured by such notes, drafts, bills of exchange, or bankers’ 
acceptances as are eligible for rediscount or for purchase by federal reserve 
banks under the provisions of this act, or by the deposit or pledge of bonds 
or notes of the United States. 

“Section fifty-two hundred and two of the Revised Statutes of the 


United States is hereby amended so as to read as follows: No national 
banking association shall at any time be indebted, or in any way liable, 
to an amount exceeding the amount of its capital stock at such time 
actually paid in and remaining undiminished by losses or otherwise, except 
on account of demands of the nature following: 

“First. Notes of circulation. 

“Second. Moneys deposited with or collected by the association. 

“Third. Bills of exchange or drafts drawn against money actually on 
deposit to the credit of the association, or due thereto. 

“Fourth. Liabilities to the stockholders of the association for dividends 
and reserve profits. 

“Fifth. Liabilities incurred under the provisions of the federal reserve 
act. 

“The discount and rediscount and the purchase and sale by any federal 
reserve bank of any bills receivable and of domestic and foreign bills of 
exchange, and of acceptances authorized by this act, shall be subject to 
such restrictions, limitations, and regulations as may be imposed by the 
Federal Reserve Board. 

“That in addition to the powers now vested by law in national banking 
associations organized under the laws of the United States any such asso- 
ciation located and doing business in any place the population of which 
does not exceed five thousand inhabitants, as shown by the last preceding 
decennial census, may, under such rules and regulations as may be prescribed 
by the Comptroller of the Currency, act as the agent for any fire, life, 
or other insurance company authorized by the authorities of the State in 
which said bank is located to do business in said State by soliciting and 
selling insurance and collecting premiums on policies issued by such com- 
pany; and may receive for services so rendered such fees or commissions 
as may be agreed upon between the said association and the insurance 
company for which it may act as agent; and may also act as the broker 
or agent for others in making or procuring loans on real estate located 
within one hundred miles of the place in which said bank may be located, 
receiving for such services a reasonable fee or commission: Provided, 
however, That no such bank shall in any case guarantee either the principal 
or interest of any such loans or assume or guarantee the payment of any 
premium on insurance policies issued through its agency by its principal: 
And provided further, That the bank shall not guarantee the truth of any 
statement made by an assured in filing his application for insurance. 

“Any member bank may accept drafts or bills of exchange drawn upon 
it having not more than three months’ sight to run, exclusive of days of 
grace, drawn under regulations to be prescribed by the Federal Reserve 
Board by banks or bankers in foreign countries or dependencies or insular 
possessions of the United States for the purpose of furnishing dollar 
exchange as required by the usages of trade in the respective countries, 
dependencies, or insular possessions. Such drafts or bills may be acquired 


AMENDMENTS TO CERTAIN SECTIONS 1715 


by federal reserve banks in such amounts and subject to such regulations, 
restrictions, and limitations as may be prescribed by the Federal Reserve 
Board: Provided, however, That no member bank shall accept such drafts 
or bills of exchange referred to in this paragraph for any one bank to an 
amount exceeding in the aggregate ten per centum of the paid-up and 
unimpaired capital and surplus of the accepting bank unless the draft or bid 
of exchange is accompanied by documents conveying or securing title or 
by some other adequate security: Provided further, That no member bank 
shall accept such drafts or bills in-an amount exceeding at any time the 
aggregate of one-half of its paid-up and unimpaired capital and surplus.” 

That subsection (e) of section fourteen be, and is hereby, amended 
to read as follows: 

“(e) To establish accounts with other federal reserve banks for ex- 
change purposes and, with the consent of the Federal Reserve Board, to 
open and maintain accounts in foreign countries, appoint correspondents, 
and establish agencies in such countries wheresoever it may deem best 
for the purpose of purchasing, selling, and collecting bills of exchange, 
and to buy and sell, with or without its indorsement, through such corre- 
spondents or agencies, bills of exchange arising out of actual commercial 
transactions which have not more than ninety days to run, exclusive of 
days of grace, and which bear the signature of two or more responsible 
parties, and with the consent of the Federal Reserve Board to open and 
maintain banking accounts for such foreign correspondents or agencies.” 

That the second paragraph of section sixteen be, and is hereby, amended 
to read as follows: 

“Any federal reserve bank may make application to the local federal 
reserve agent for such amount of the federal reserve notes hereinbefore 
provided for as it may require. Such application shall be accompanied 
with a tender to the local federal reserve agent of collateral in amount 
equal to the sum of the federal reserve notes thus applied for and issued 
pursuant to such application. The collateral security thus offered shall 
be notes, drafts, bills of exchange, or acceptances rediscounted under the 
provisions of section thirteen of this act, or bills of exchange indorsed by 
a member bank of any Federal Reserve District and purchased under the 
provisions of section fourteen of this act, or bankers’ acceptances purchased 
under the provisions of said section fourteen, the federal reserve agent shall 
each day notify the Federal Reserve Board of all issues and withdrawals 
of federal reserve notes to and by the federal reserve bank to which he 
is accredited. The said Federal Reserve Board may at any time call 
upon a federal reserve bank for additional security to protect the federal 
reserve notes issued to it.” 

That section twenty-four be, and is hereby, amended to read as follows: 

“Src. 24. Any national banking association not situated in a central 
reserve city may make loans secured by improved and unencumbered farm 
lcnd situated within its Federal Reserve District or within a radius of one 
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hundred miles of the place in which such bank is located, irrespective of 
district lines; and may also make loans secured by improved and unen- 
cumbered real estate located within one hundred miles of the place in 
which such bank is located, irrespective of district lines; but no loan made 
upon the security of such farm land shall be made for a longer time than 
five years, and no loan made upon the security of such real estate as 
distinguished from farm land shall be made for a longer time than one year 
nor shall the amount of any such loan, whether upon such farm land or 
upon such real estate, exceed fifty per centum of the actual value of the 
property offered as security. Any such bank may make such loans, whether 
secured by such farm land or such real estate, in an aggregate sum equal 
to twenty-five per centum of its capital and surplus or to one-third of its 
time deposits, and such banks may continue hereafter as heretofore to 
receive time deposits and to pay interest on the same. 

“The Federal Reserve Board shall have power from time to time to 
add to the list of cities in which national banks shall not be permitted to 
make loans secured upon real estate in the manner described in this section.” 

That section twenty-five be, and is hereby, amended to read as follows: 

“Sec. 25. Any national banking association possessing a capital and sur- 
plus of $1,000,000 or more may file application with the Federal Reserve 
Board for permission to exercise, upon such conditions and under such regu- 
lations as may be prescribed by the said Board, either or both of the fol- 
lowing powers: ] 

“First. To establish branches in foreign countries or dependencies or 
insular possessions of the United States for the furtherance of the foreign 
commerce of the United States, and to act if required to do so as fiscal 
agents of the United States. 

“Second. To invest an amount not exceeding in the aggregate ten per 
centum of its paid-in capital stock and surplus in the stock of one or more 
banks or corporations chartered or incorporated under the laws of the 
United States or of any State thereof, and principally engaged in inter- 
national or foreign banking, or banking in dependency or insular possession 
of the United States either directly or through the agency, ownership, or 
control of local institutions in foreign countries, or in such dependencies or 
insular possessions. 

“Such application shall specify the name and capital of the banking 
association filing it, the powers applied for, and the place or places where 
the banking operations proposed are to be carried on. The Federal Reserve 
Board shall have power to approve or to reject such application in whole 
or in part if for any reason the granting of such application is deemed 
inexpedient, and shall also have power from time to time to increase or 
decrease the number of places where such banking operations may be 
carried on. 

“Every national banking association operating foreign branches shall be 
required to furnish information concerning the condition of such branches 
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to the comptroller of the currency upon demand, and every member bank 
investing in the capital stock of banks or corporations described under sub- 
paragraph two of the first paragraph of this section shall be required to 
furnish information concerning the condition of such banks or corporations 
to the Federal Reserve Board upon demand, and the Federal Reserve Board 
may order special examinations of the said branches, banks, or corporations 
at such time or times as it may deem best. 

_ “Before any national bank shall be permitted to purchase stock in any 
such corporation the said corporation shall enter into an agreement or 
undertaking with the Federal Reserve Board to restrict its operations or 
conduct its business in such manner or under such limitations and restrictions 
as the said board may prescribe for the place or places wherein such 
business is to be conducted. If at any time the Federal Reserve Board shall 
ascertain that the regulations prescribed by it are not being complied with, 
said Board is hereby authorized and empowered to institute an investigation 
of the matter and to send for persons and papers, subpcena witnesses, and 
administer oaths in order to satisfy itself as to the actual nature of the 
transactions referred to. Should such investigation result in establishing 
the failure of the corporation in question, or of the national bank or banks 
which may be stockholders therein, to comply with the regulations laid 
down by the said Federal Reserve Board, such national banks may be 
required to dispose of stock holdings in the said corporation upon reasonable 
notice. 

“Every such national banking association shall conduct the accounts of 
each foreign branch independently of the accounts of other foreign branches 
established by it and of its home office, and shall at the end of each fiscal 
period transfer to its general ledger the profit or loss accrued at each 
branch as a separate item. 

“Any director or other officer, agent, or employee of any member bank 
may, with the approval of the Federal Reserve Board, be a director or 
other officer, agent, or employee of any such bank or corporation above 
mentioned in the capital stock of which such member bank shall have 
invested as hereinbefore provided, without being subject to the provisions 
-of section eight of the Act approved October fifteenth, nineteen hundred 
and fourteen, entitled, ‘An Act to supplement existing laws against un- 
lawful restraints and monopolies, and for other purposes.’ ” 
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AMENDMENTS TO THE FEDERAL RESERVE ACT 
RELATING TO ADMISSION OF STATE INSTI- 
TUTIONS TO MEMBERSHIP, DEPOSIT OF GOLD 
AGAINST FEDERAL RESERVE NOTES, RE- 
SERVES OF MEMBER BANKS, ETC. 


(Approved June 21, 1917) 


That section three of the act known as the federal reserve act be 
amended and reenacted so as to read as follows: 

“Src. 3. The Federal Reserve Board may permit or require any federal 
reserve bank to establish branch banks within the Federal Reserve District 
in which it is located or within the district of any federal reserve bank 
which may have been suspended. Such branches, subject to such rules and 
regulations as the Federal Reserve Board may prescribe, shall be operated 
under the supervision of a board of directors to consist of not more than 
seven nor less than three directors, of whom a majority of one shall be 
appointed by the federal reserve bank of the district, and the remaining 
directors by the Federal Reserve Board. Directors of branch banks shall 
hold office during the pleasure of the Federal Reserve Board.” 

Sec. 2. That section four in the paragraph relating to the appointment 
of class C directors and prescribing their duties be amended and reenacted 
so as to read as follows: 

“Class C directors shall be appointed by the Federal Reserve Board. 
They shall have been for at least two years residents of the district for 
which they are appointed, one of whom shall be designated by said Board 
as chairman of the board of directors of the federal reserve bank and as 
‘federal reserve agent.’ He shall be a person of tested banking experience, 
and in addition to his duties as chairman of the board of directors of the 
federal reserve bank he shall be required to maintain, under regulations to 
be established by the Federal Reserve Board, a local office of said Board 
on the premises of the federal reserve bank. He shall make regular reports 
to the Federal Reserve Board and shall act as its official representative 
for the performance of the functions conferred upon it by this act. He 
shall receive an annual compensation to be fixed by the Federal Reserve 
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Board and paid monthly by the federal reserve bank to which he is 
designated. One of the directors of class C shall be appointed by the 
Federal Reserve Board as deputy chairman to exercise the powers of the 
chairman of the Board when necessary. In case of the absence of the chair- 
man and deputy chairman, the third-class C director shall preside at 
meetings of the Board. 

“Subject to the approval of the Federal Reserve Board, the federal 
reserve agent shall appoint one or more assistants. Such assistants, who 
shall be persons of tested banking experience, shall assist the federal 
reserve agent in the performance of his duties and shall also have power 
to act in his name and stead during his absence or disability. The Federal 
Reserve Board shall require such bonds of the assistant federal reserve 
agents as it may deem necessary for the protection of the United States. 
Assistants to the federal reserve agent shall receive an annual compensa- 
tion, to be fixed and paid in the same manner as that of the federal reserve 
agent.” 

SEc. 3. That section nine be amended and reenacted so as to read as 
follows: 

“Sec. 9. Any bank incorporated by special law of any State, or 
organized under the general laws of any State or of the United States, 
desiring to become a member of the federal reserve system, may make 
application to the Federal Reserve Board, under such rules and regulations 
as it may prescribe, for the right to subscribe to the stock of the federal 
reserve bank organized within the district in which the applying bank is 
located. Such application shall be for the same amount of stock that the 
applying bank would be required to subscribe to as a national bank. The 
Federal Reserve Board, subject to such conditions as it may prescribe, 
may permit the applying bank to become a stockholder of such federal 
reserve bank. 

“Tn acting upon such applications the Federal Reserve Board shall 
consider the financial condition of the applying bank, the general character 
of its management, and whether or not the corporate powers exercised 
are consistent with the purposes of this act. 

“Whenever the Federal Reserve Board shall permit the applying bank 
to become a stockholder in the federal reserve bank of the district its 
stock subscription shall be payable on call of the Federal Reserve Board, 
and stock issued to it shall be held subject to the provisions of this act. 

“All banks admitted to membership under authority of this section shall 
be required to comply with the reserve and capital requirements of this 
act and to conform to those provisions of law imposed on national banks 
which prohibit such banks from lending on or purchasing their own stock, 
which relate to the withdrawal or impairment of their capital stock, and 
which relate to the payment of unearned dividends. Such banks and the 
officers, agents, and employees thereof shall also be subject to the pro- 
visions of and to the penalties prescribed by section fifty-two hundred 
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and nine of the revised statutes, and shall be required to make reports of 
condition and of the payment of dividends to the federal reserve bank 
of which they become a member. Not less than three of such reports 
shall be made annually on call of the federal reserve bank on dates to be 
fixed by the Federal Reserve Board. Failure to make such reports within 
ten days after the date they are called for shall subject the offending 
bank to a penalty of $100 a day for each day that it fails to transmit such 
report; such penalty to be collected by the federal reserve bank by suit 
or otherwise. 

“As a condition of membership such banks shall likewise be subject to 
examinations made by direction of the Federal Reserve Board or of the 
federal reserve bank by examiners selected or approved by the Federal 
Reserve Board. 

“Whenever the directors of the federal reserve bank shall approve 
the examinations made by the State authorities, such examinations and 
the reports thereof may be accepted in lieu of examinations made by 
examiners selected or approved by the Federal Reserve Board: Provided, 
however, That when it deems it necessary the Board may order special 
examinations by examiners of its own selection and shall in all cases 
approve the form of the report. The expenses of all examinations, other 
than those made by State authorities, shall be assessed against and paid 
by the banks examined. 

“Tf at any time it shall appear to the Federal Reserve Board that a 
member bank has failed to comply with the provisions of this section 
or the regulations of the Federal Reserve Board made pursuant thereto, 
it shall be within the power of the Board after hearing to require such — 
bank to surrender its stock in the federal reserve bank and to forfeit all 
rights and privileges of membership. ‘The Federal Reserve Board may 
restore membership upon due proof of compliance with the conditions 
imposed by this section. 

“Any State bank or trust company desiring to withdraw from member- 
ship in a federal reserve bank may do so, after six months’ written notice 
shall have been filed with the Federal Reserve Board, upon the surrender 
and cancellation of all of its holdings of capital stock in the federal reserve 
bank: Provided, however, That no Federal reserve bank shall except under 
express authority of the Federal Reserve Board, cancel within the same 
calendar year more than twenty-five per centum of its capital stock for the 
purpose of effecting voluntary withdrawals during that year. All such 
applications shall be dealt with in the order in which they are filed with 
the Board. Whenever a member bank shall surrender its stock holdings 
in a federal reserve bank, or shall be ordered to do so by the Federal 
Reserve Board, under authority of law, all of its rights and privileges 
as a member bank shall thereupon cease and determine, and after due pro- 
vision has been made for any indebtedness due or to become due to the 
federal reserve bank it shall be entitled to a refund of its cash paid sub- 
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scription with interest at the rate of one-half of one per centum per 
month from the date of last dividend, if earned, the amount refunded in 
no event to exceed the book value of the stock at that time, and shall 
likewise be entitled to repayment of deposits and of any other balance 
due from the federal reserve bank. 

“No, applying bank shall be admitted to membership in a federal reserve 
bank unless it possesses a paid-up, unimpaired capital sufficient to entitle 
it to become a national banking association in the place where it is situated 
under the provisions of the national-bank act. 

“Banks becoming members of the federal reserve system under authority 
of this section shall be subject to the provisions of this section and to 
those of this act which relate specifically to member banks, but shall not 
be subject to examination under the provisions of the first two paragraphs 
of section fifty-two hundred and forty of the revised statutes as amended 
by section twenty-one of this act. Subject to the provisions of this act 
and to the regulations of the board made pursuant thereto, any bank 
_ becoming a member of the federal reserve system shall retain its full 
charter and statutory rights as a State bank or trust company, and may 
continue to exercise all corporate powers granted it by the State in which 
it was created, and shall be entitled to all privileges of member banks: 
Provided, however, That no federal reserve bank shall be permitted to 
discount for any State bank or trust company notes, drafts, or bills of 
exchange of any one borrower who is liable for borrowed money to such 
State bank or trust company in an amount greater than ten per centum 
of the capital and surplus of such State bank or trust company, but the 
discount of bills of exchange drawn against actually existing value and 
the discount of commercial or business paper actually owned by the person 
negotiating the same shall not be considered as borrowed money within the 
meaning of this section. The federal reserve bank, as a condition of the 
discount of notes, drafts, and bills of exchange for such State bank or 
trust company, shall require a certificate or guaranty to the effect that 
the borrower is not liable to such bank in excess of the amount provided 
by this section, and will not be permitted to become liable in excess of 
this amount while such notes, drafts, or bills of exchange are under dis- 
count with the federal reserve bank. 

“Tt shall be unlawful for any officer, clerk, or agent of any bank ad- 
mitted to membership under authority of this section to certify any check 
drawn upon such bank unless the person or company drawing the check 
has on deposit therewith at the time such check is certified an amount 
of money equal to the amount specified in such check. Any check so 
certified by duly authorized officers shall be a good and valid obligation 
against such bank, but the act of any such officer, clerk, or agent in viola- 
tion of this section may subject such bank to a forfeiture of its member- 
ship in the federal reserve system upon hearing by the Federal Reserve 
Board.” 
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Sec. 4. That the first paragraph of section thirteen be further amended 
and reenacted so as to read as follows: 

“Any federal reserve bank may receive from any hei its member banks, 
and from the United States, deposits of current funds in lawful money, 
national-bank notes, federal reserve notes, or checks and drafts payable 
upor presentation, and also, for collection, maturing notes and bills; or, 
solely for purposes of exchange or of collection, may receive from other 
federal reserve banks deposits of current funds in lawful money, national- 
bank notes, or checks upon other federal reserve banks, and checks and 
drafts payable upon presentation within its district, and maturing notes 
and bills payable within its district; or, solely for the purposes of exchange 
or of collection, may receive from any nonmember bank or trust company 
deposits of current funds in lawful money, national-bank notes, federal 
reserve notes, checks and drafts payable upon presentation, or maturing 
notes and bills: Provided, Such nonmember bank or trust company maintains 
with the federal reserve bank of its district a balance sufficient to offset 
the items in transit held for its account by the federal reserve bank: 
Provided further, That nothing in this or any other section of this act 
shall be construed as prohibiting a member or nonmember bank from 
making reasonable charges, to be determined and regulated by the Federal 
Reserve Board, but in no case to exceed 10 cents per $100 or fraction 
thereof, based on the total of checks and drafts presented at any one 
time, for collection or payment of checks and drafts and remission therefor 
by exchange or otherwise; but no such charges shall be made against the 
federal reserve banks.” 

Sec. 5. That the fifth paragraph of section thirteen be further amended 
and reenacted so as to read as follows: 

“Any member bank may accept drafts or bills of exchange drawn upon 
it having not more than six months sight to run, exclusive of days of 
grace, which grow out of transactions involving the importation or exporta- 
tion of goods; or which grow out of transactions involving the domestic 
shipment of goods provided shipping documents conveying or securing title 
are attached at the time of acceptance; or which are secured at the time 
of acceptance by a warehouse receipt or other such document conveying or | 
securing title covering ready marketable staples. No member bank shall 
accept, whether in a foreign or domestic transaction, for any one person, 
company, firm, or corporation to an amount equal at any time in the 
aggregate to more than ten per centum of its paid-up and unimpaired capital 
stock and surplus, unless the bank is secured either by attached documents 
or by some other actual security growing out of the same transaction as 
the acceptance; and no bank shall accept such bills to an amount equal 
at any time in the aggregate to more than one-half of its paid-up and 
unimpaired capital stock and surplus: Provided, however, That the Federal 
Reserve Board, under such general regulations as it may prescribe, which 
shall apply to all banks alike regardless of the amount of capital stock 
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and surplus, may authorize any member bank to accept such bills to an 
amount not exceeding at any time in the aggregate one hundred per 
centum of its paid-up and unimpaired capital stock and surplus: Provided 
further, That the aggregate of acceptances growing out of domestic trans- 
actions shall in no event exceed fifty per centum of such capital stock and 
surplus.” 

Sec. 6. That section fourteen, subsection (e), be amended and re- 
enacted so as to read as follows: 

“(Ce) To establish accounts with other federal reserve banks for ex- 
change purposes and, with the consent or upon the order and direction 
of the Federal Reserve Board and under regulations to be prescribed 
by said Board, to open and maintain accounts in foreign countries, appoint 
correspondents, and establish agencies in such countries wheresoever it may 
be deemed best for the purpose of purchasing, selling, and collecting bills 
of exchange, and to buy and sell, with or without its indorsement, through 
such correspondents or agencies, bills of exchange (or acceptances) arising 
out of actual commercial transactions which have not more than ninety 
days to run, exclusive of days of grace, and which bear the signature of 
two or more responsible parties, and, with the consent of the Federal 
Reserve Board, to open and maintain banking accounts for such foreign 
correspondents or agencies. Whenever any such account has been opened 
or agency or correspondent has been appointed by a federal reserve bank, 
with the consent of or under the order and direction of the Federal 
Reserve Board, any other federal reserve bank may, with the consent and 
approval of the: Federal Reserve Board, be permitted to carry on or 
conduct, through the federal reserve bank opening such account or appoint- 
ing such agency or correspondent, any transaction authorized by this section 
under rules and regulations to be prescribed by the Board.” 

Sec. z. That section sixteen, paragraphs two, three, four, five six, and 
seven, be further amended and reenacted so as to read as follows: 

“Any federal reserve bank may make application to the local federal 
reserve agent for such amount of the federal reserve notes hereinbefore 
provided for as it may require. Such application shall be accompanied 
with a tender to the local federal reserve agent of collateral in amount 
equal to the sum of the federal reserve notes thus applied for and issued 
pursuant to such application. The collateral security thus offered shall be 
notes, drafts, bills of exchange, or acceptances acquired under the provisions 
of section thirteen of this act, or bills of exchange indorsed by a member 
bank of any Federal Reserve District and purchased under the provisions 
of section fourteen of this act, or bankers’ acceptances purchased under 
the provisions of said section fourteen, or gold or gold certificates; but 
in no event shall such collateral security, whether gold, gold certificates, 
or eligible paper, be less than the amount of federal reserve notes applied 
for. The federal reserve agent shall each day notify the Federal Reserve 
Board of all issues and withdrawals of federal reserve notes to and bv 
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the federal reserve bank to which he is accredited. The said Federal 
Reserve Board may at any time call upon a federal reserve bank for 
additional security to protect the federal reserve notes issued to it. 

Every federal reserve bank shall maintain reserves in gold or lawful 
money of not less than thirty-five per centum against its deposits and 
reserves in gold of not less than forty per centum against its federal 
reserve notes in actual circulation: Provided, however, That when the 
federal reserve agent holds gold or gold certificates as collateral for federal 
reserve notes issued to the bank such gold or gold certificates shall be 
counted as part of the gold reserve which such bank is required to maintain 
against its federal reserve notes in actual circulation. Notes so paid out 
shall bear upon their faces a distinctive letter and serial number which 
shall be assigned by the Federal Reserve Board to each federal reserve 
bank. Whenever federal reserve notes issued through one federal reserve 
bank shall be received by another federal reserve bank, they shall be 
promptly returned for credit or redemption to the federal reserve bank 
through which they were originally issued or, upon direction of such 
federal reserve bank, they shall be forwarded direct to the Treasurer of 
the United States to be retired. No federal reserve bank shall pay out 
notes issued through another under penalty of a tax of ten per centum 
upon the face value of notes so paid out. Notes presented for redemption 
at the Treasury of the United States shall be paid out of the redemption 
fund and returned to the federal reserve banks through which they were 
originally issued, and thereupon such federal reserve bank shall, upon 
demand of the Secretary of the Treasury, reimburse such redemption fund 
in lawful money or, if such federal reserve notes have been redeemed by the 
Treasurer in gold or gold certificates, then such funds shall be reimbursed 
to the extent deemed necessary by the Secretary of the Treasury in gold 
or gold certificates, and such federal reserve bank shall, so long as any of 
its federal reserve notes remain outstanding, maintain with the Treasurer 
in gold an amount sufficient in the judgment of the Secretary to provide 
for all redemptions to be made by the Treasurer. Federal reserve notes 
received by the Treasurer otherwise than for redemption may be exchanged 
for gold out of the redemption fund hereinafter provided and returned 
to the reserve bank through which they were originally issued, or they may 
be returned to such bank for the credit of the United States. Federal re- 
serve notes unfit for circulation shall be returned by the federal reserve 
agents to the comptroller of the currency for cancellation and destruction. 

The Federal Reserve Board shall require each federal reserve bank to 
maintain on deposit in the Treasury of the United States a sum in gold 
sufficient in the judgment of the Secretary of the Treasury for the 
redemption of the federal reserve notes issued to such bank, but in no 
event less than five per centum of the total amount of notes issued less 
the amount of gold or gold certificates held by the federal reserve agent 
as collateral security; but such deposit of gold shall be counted and: 
included as part of the forty per centum reserve hereinbefore required. 
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The Board shall have the right, acting through the federal reserve agent, 
to grant, in whole or in part, or to reject entirely the application of any 
federal reserve bank for federal reserve notes; but to the extent that 
such application may be granted the Federal Reserve Board shall, through 
its local federal reserve agent, supply federal reserve notes to the banks 
so applying, and such bank shall be charged with the amount of notes 
issued to it and shall pay such rate of interest as may be established by the 
Federal Reserve Board on only that amount of such notes which equals 
the total amount of its outstanding federal reserve notes less the amount 
of gold or gold certificates held by the federal reserve agent as collateral 
security. Federal reserve notes issued to any such bank shall, upon delivery, 
together with such notes of such federal reserve bank as may be issued 
under section eighteen of this act upon security of United States two per 
centum Government bonds, become a first and paramount lien on all the 
assets of such bank. : 

“Any federal reserve bank may at any time reduce its liability for out- 
standing federal reserve notes by depositing with the federal reserve agent 
its federal reserve notes, gold, gold certificates, or lawful money of the 
United States. Federal reserve notes so deposited shall not be reissued, 
except upon compliance with the conditions of an original issue. 

“The federal reserve agent shall hold such gold, gold certificates, or 
lawful money available exclusively for exchange for the outstanding 
federal reserve notes when offered by the reserve bank of which he is a 
director. Upon the request of the Secretary of the Treasury the Federal 
Reserve Board shall require the federal reserve agent to transmit to the 
Treasurer of the United States so much of the gold held by him as collat- 
eral security for federal reserve notes as may be required for the exclusive 
purpose of the redemption of such federal reserve notes, but such gold when 
deposited with the Treasurer shall be counted and considered as if collateral 
security on deposit with the federal reserve agent. 

“Any federal reserve bank may at its discretion withdraw collateral 
deposited with the local federal reserve agent for the protection of its 
federal reserve notes issued to it and shall at the same time substitute 
therefor other collateral of equal amount with the approval of the federal 
reserve agent under regulations to be prescribed by the Federal Reserve 
Board. Any federal reserve bank may retire any of its federal reserve 
notes by depositing them with the federal reserve agent or with the 
Treasurer of the United States, and such federal reserve bank shall there- 
upon be entitled to receive back the collateral deposited with the federal 
reserve agent for the security of such notes. Federal reserve banks shall 
not be required to maintain the reserve or the redemption fund heretofore 
provided for against federal reserve notes which have been retired. Federal 
reserve notes so deposited shall not be reissued except upon compliance with 
the conditions of an original issue.” 

All federal reserve notes and all gold, gold certificates, and lawful 
money issued to or deposited with any federal reserve agent under the 


1726 APPENDIX XII 


provisions of the federal reserve act shall hereafter be held for such agent. 
under such rules and regulations as the Federal Reserve Board may 
prescribe, in the joint custody of himself and the federal reserve bank 
to which he is accredited. Such agent and such federal reserve bank 
shall be jointly liable for the safe-keeping of such federal reserve notes, 
gold, gold certificates, and lawful money. Nothing herein contained, how- 
ever, shall be construed to prohibit a federal reserve agent from depositing 
gold or gold certificates with the Federal Reserve Board, to be held by 
such board subject to his order, or with the Treasurer of the United 
States for the purposes authorized by law. 

Sec. & That section sixteen be further amended by adding at the end 
of the section the following: 

“That the Secretary of the Treasury is hereby authorized and directed 
to receive deposits of gold’ coin or of gold certificates with the Treasurer 
or any assistant treasurer of the United States when tendered by any 
federal reserve bank or federal reserve agent for credit to its or his 
account with the Federal Reserve Board. The Secretary shall prescribe 
by regulation the form of receipt to be issued by the Treasurer or Assistant 
Treasurer to the federal reserve bank or federal reserve agent making 
the deposit, and a duplicate of such receipt shall be delivered to the Federal 
Reserve Board by the Treasurer at Washington upon proper advices from 
any assistant treasurer that such deposit has been made. Deposits so 
made shall be held subject to the orders of the Federal Reserve Board and 
shall be payable in gold coin or gold certificates on the order of the Federal 
Reserve Board to any federal reserve bank or federal reserve agent at the 
Treasury or at the Subtreasury of the United States nearest the place 
of business of such federal reserve bank or such federal reserve agent: 
Provided, however, That any expense incurred in shipping gold to or from 
the Treasury or subtreasuries in order to make such payments, or as a 
result of making such payments, shall be paid by the Federal Reserve 
Board and assessed against the federal reserve banks. The order used 
by the Federal Reserve Board in making such payments shall be signed 
by the governor or vice governor, or such other officers or members as 
the board may by regulation prescribe. The form of such order shall 
be approved by the Secretary of the Treasury. 

“The expenses necessarily incurred in carrying out these provisions, in- 
cluding the cost of the certificates or receipts issued for deposits received, 
and all expenses incident to the handling of such deposits shall be paid 
by the Federal Reserve Board and included in its assessments against the 
several federal reserve banks. ; 

“Gold deposits standing to the credit of any federal reserve bank with 
the Federal Reserve Board shall, at the option of said bank, be counted 
as part of the lawful reserve which it is required to maintain against out- 
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standing federal reserve notes, or as a part of the reserve it is required to 
maintain against deposits. 

“Nothing in this section shall be construed as amending section six of 
the act of March fourteenth, nineteen hundred, as amended by the acts of 
March fourth, nineteen hundred and seven, March second, nineteen hundred 
and eleven, and June twelfth, nineteen hundred and sixteen, nor shall the 
provisions of this section be construed to apply to the deposits made or 
to the receipts or certificates issued under those acts.” 

Sec. 9. That section seventeen be amended and reenacted so as to read 
as follows: 

“Sec. 17. So much of the provisions of section fifty-one hundred and 
fifty-nine of the Revised Statutes of the United States, and section four 
of the act of June twentieth, eighteen hundred and seventy-four, and 
section eight of the act of July twelfth, eighteen hundred and eighty-two, 
and of any other provisions of existing statutes as require that before 
any national banking association shall be authorized to commence banking 
business it shall transfer and deliver to the Treasurer of the United States 
a stated amount of the United States registered bonds, and so much of 
those provisions or of any other provisions of existing statutes as require 
any national banking association now or hereafter organized to maintain 
a minimum deposit of such bonds with the Treasurer is hereby repealed.” 

Sec. 10. That section nineteen be further amended and reenacted so as 
to read as follows: 

“Src. 19. Demand deposits within the meaning of this act shall comprise 
all deposits payable within thirty days, and time deposits shall comprise all 
deposits payable after thirty days, all savings accounts and certificates 
of deposit, which are subject to not less than thirty days’ notice before 
payment, and all postal savings deposits. 

“Every bank, banking association, or trust company which is or which 
becomes a member of any federal reserve bank shall establish and main- 
tain reserve balances with its federal reserve bank as follows: 

“(a) If not in a reserve or central rcserve city, as now or hereafter 
defined, it shall hold and maintain with the federal reserve bank of its 
district an actual net balance equal to not less than seven per centum of 
the aggregate amount of its demand deposits and three per centum of its 
time deposits. 

“(b) If in a reserve city, as now or hereafter defined, it shall hold 
and maintain with the federal reserve bank of its district an actual net 
balance equal to not less than ten per centum of the aggregate amount of 
its demand deposits and three per centum of its time deposits. 

“(c) If-in a central reserve city, as now or hereafter defined, it shall 
hold and maintain with the federal reserve bank of its district an actual 
net balance equal to not less than thirteen per centum of the aggregate 
amount of its demand deposits and three per centum of its time deposits. 

“No member bank shall keep on deposit with any State bank or trust 
company which is not a member bank a sum in excess of ten per centum 
of its own paid-up capital and surplus. No member bank shall act as a 
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medium or agent of a nonmember bank in applying for or receiving dis- 
counts from a federal reserve bank under the provisions of this act, 
except by permission of the Federal Reserve Board. 

“The required balance carried by a member bank with a federal reserve 
bank may, under the regulations and subject to such penalties as may be 
prescribed by the Federal Reserve Board, be checked against and with- 
drawn by such member bank for the purpose of meeting existing liabilities : 
Provided, however, That no bank shall at any time make new loans or 
shall pay any dividends unless and until the total balance required by law 
is fully restored. | 

“In estimating the balances required by this act, the net difference of 
amounts due to and from other banks shall be taken as the basis for 
ascertaining the deposits against which required balances with federal 
reserve banks shall be determined. 

“National banks, or banks organized under local laws, located in Alaska 
or in a dependency or insular possession or any part of the United States 
outside the continental United States may remain nonmember banks, and 
shall in that event maintain reserves and comply with all the conditions 
now provided by law regulating them; or said banks may, with the consent 
of the Reserve Board, become member banks of any one of the Reserve 
Districts, and shall in that event take stock, maintain reserves, and be 
subject to all the other provisions of this act.” 

Sec. 11. That that part of section twenty-two which reads as follows: 
“Other than the usual salary or director’s fees paid to any officer, director, 
or employee of a member bank and other than a reasonable fee paid by 
said bank to such officer, director, or employee for service rendered to such 
bank, no officer, director, employee, or attorney of a member bank shall be 
a beneficiary of or receive, directly or indirectly, any fee, commission, gift, 
or other consideration for or in connection with any transaction or business 
of the bank,” be amended and reenacted so as to read as follows: 

“Other than the usual salary or director’s fee paid to any officer, director, 
employee, or attorney of a member bank, and other than a reasonable fee 
paid by said bank to such officer, director, employee, or attorney for 
services rendered to such bank, no officer, director, employee, or attorney 
of a member bank shall be a beneficiary of or receive, directly or in- 
directly, any fee, commission, gift, or other consideration for or in con- 
nection with any transaction or business of the bank: Provided, however, 
That nothing in this act contained shall be construed to prohibit a director, 
officer, employee, or attorney from receiving the same rate of interest 
paid to other depositors for similar deposits made with such bank: And 
provided further, That notes, drafts, bills of exchange, or other evidences 
of debt executed or indorsed by directors or attorneys of a member bank 
may be discounted with such member bank on the same terms and condition 
as other notes, drafts, bills of exchange, or evidences of debt upon the 
affirmative vote or written assent of at least a majority of the members of 
the board of directors of such member bank.” 
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AMENDMENTS TO THE FEDERAL RESERVE ACT 
RELATING TO TRUST POWERS OF MEMBER 
BANKS, ETC.; AND TO REVISED STATUTES. 


(Approved September 26, 1918) 


That section four of the act approved December twenty-three, nineteen 
hundred and thirteen, known as the Federal Reserve Act, be amended and 
reenacted by striking out that part of such section which reads as follows: 

“Directors of class A and class B shall be chosen in the following 
manner : 

“The chairman of the board of directors of the federal reserve bank of 
the district in which the bank is situated or, pending the appointment of such 
chairman, the organization committee shall classify the member banks of 
the district into three general groups or divisions. Each group shall con- 
tain as nearly as may be one-third of the aggregate number of the member 
banks of the district, and shall consist, as nearly as may be, of banks of 
similar capitalization. The groups shall be designated by number by the 
chairman. 

“At a regularly called meeting of the board of directors of each member 
bank in the district it shall elect by ballot a district reserve elector and shall 
certify his name to the chairman of the board of directors of the federal 
reserve bank of the district. The chairman shall make lists of the district 
reserve electors thus named by banks in each of the aforesaid three groups 
and shall transmit one list to each elector in each group. 

“Each member bank shall be permitted to nominate to the chairman one 
candidate for director of class A and one candidate for director of class B. 
The candidates so nominated shall be listed by the chairman, indicating by 
whom nominated, and a copy of said list shall, within fifteen days after its 
completion, be furnished by the chairman to each elector. 

“Every director shall, within fifteen days after the receipt of the said 
list, certify to the chairman his first second, and other choices of a director 
of class A and class B, respectively, upon a preferential ballot, on a form 
furnished by the chairman of the board of directors of the federal reserve 
bank of the district. Each elector shall make a cross opposite the name of 
the first, second, and other choices for a director of class A and for a 
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director of class B, but shall not vote more than one choice for any one 
candidate,” and by substituting therefor the following: 

“Directors of class A and class B shall be chosen in the following 
manner : 

“The Federal Reserve Board shall classify the member banks of the 
district into three general groups or divisions, designating each group by 
number. Each group shall consist as nearly as may be of banks of similar 
capitalization. Each member bank shall be permitted to nominate to the 
chairman of the board of directors of the federal reserve bank of the dis- 
trict one candidate for director of class A and one candidate for director 
of class B. The candidates so nominated shall be listed by the chairman, 
indicating by whom nominated, and a copy of said list shall, within fifteen 
days after its completion, be furnished by the chairman to each member 
bank. Each member bank by a resolution of the Board or by an amend- 
ment to its by-laws shall authorize its president, cashier, or some other officer 
to cast the vote of the member bank in the elections of class A and class B 
directors. 

“Within fifteen days after receipt of the list of candidates the duly 
authorized officer of a member bank shall certify to the chairman his first, 
second, and other choices for director of class A and class B, respectively, 
upon a preferential ballot upon a form furnished by the chairman of the 
board of directors of the federal reserve bank of the district. Each such 
officer shall make a cross opposite the name of the first, second, and other 
choices for a director of class A and for a director of class B, but shall not 
vote more than one choice for any one candidate. No officer or director 
of a member bank shall be eligible to serve as a class A director unless 
nominated and elected by banks which are members of the same group as 
the member bank of which he is an officer or director. 

“Any person who is an officer or director of more than one member bank 
shall not be eligible for nomination as a class A director except by banks in 
the same group as the bank having the largest aggregate resources of any 
of those of which such person is an officer or director.” 

Sec, 2. That section eleven (k) of the Federal Reserve Act be amended 
and reenacted to read as follows: 

“(k) To grant by special permit to national banks applying therefor, 
when not in contravention of State or local law, the right to act as trustee, 
executor, administrator, registrar of stocks and bonds, guardian of estates, 
assignee, receiver, committee of estates of lunatics, or in any other fiduciary 
capacity in which State banks, trust companies, or other corporations which 
come into competition with national banks are permitted to act under the 
laws of the State in which the national bank is located. 

“Whenever the laws of such State authorize or permit the exercise 
of any or all of the foregoing powers by State banks, trust companies, or 
other corporations which compete with national banks, the granting to and 
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the exercise of such powers by national banks shall not be deemed to be in 
contravention of State or local law within the meaning of this -act. 

“National banks exercising any or all of the powers enumerated in this 
subsection shall segregate all assets held in any fiduciary capacity from the 
general assets of the bank and shall keep a separate set of books and records 
showing in proper detail all transactions engaged in under authority of this 
subsection. Such books and records shall be open to inspection by the State 
authorities to the same extent as the books and records of corporations 
organized under State law which exercise fiduciary powers, but nothing in 
this act shall be construed as authorizing the State authorities to examine the 
books, records, and assets of the national bank which are not held in trust 
under authority of this subsection. 

“No national bank shall receive in its trust department deposits of cur- 
rent funds subject to check or the deposit of checks, drafts, bills of exchange, 
or other items for collection or exchange purposes. Funds deposited or held 
in trust by the bank awaiting investment shall be carried in a separate 
account and shall not be used by the bank in the conduct of its business 
unless it shall first set aside in the trust department United States bonds or 
other securities approved by the Federal Reserve Board. 

“In the event of the failure of such bank the owners of the funds held 
in trust for investment shall have a lien on the bonds or other securities so 
set apart in addition to their claim against the estate of the bank. 

“Whenever the laws of a State require corporations acting in a fiduciary 
capacity to deposit securities with the State authorities for the protection of 
private or court trusts, national banks so acting shall be required to make 
similar deposits and securities so deposited shall be held for the protection 
of private or court trusts, as provided by the State law. 

“National banks in such cases shall not be required to execute the bond 
usually required of individuals if State corporations under similar circum- 
stances are exempt from this requirement. 

“National banks shall have power to execute such bond when so required 
by the laws of the State. 

“In any case in which the laws of a State require that a corporation 
acting as trustee, executor, administrator, or in any capacity specified in this 
section shall take an oath or make an affidavit, the president, vice president, 
cashier, or trust officer of such national bank may take the necessary oath 
or execute the necessary affidavit. 

“Tt shall be unlawful for any national banking association to lend any 
officer, director, or employee any funds held in trust under the powers con- 
ferred by this section. Any officer, director, or employee making such loan, 
or to whom such loan is made, may be fined not more than $5,000, or 
imprisoned not more than five years, or may be both fined and imprisoned, 
in the discretion of the court. 

“In passing upon applications for permission to exercise the powers 
enumerated in this subsection, the Federal Reserve Board may take into con- 
sideration the amount of capital and surplus of the applying bank, whether 
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or not such capital and surplus is sufficient under the circumstances of the 
case, the needs of the community to be served, and any other facts and cir- 
cumstances that seem to it proper, and may grant or refuse the application 
accordingly: Provided, That no permit shall be issued to any national bank- 
ing association having a capital and surplus less than the capital and surplus 
required by State law of State banks, trust companies, and corporations 
exercising such powers.” 

Sec. 3. That the ninth paragraph of section sixteen of the Federal 
Reserve Act, as amended by the acts approved September seventh, nineteen 
hundred and sixteen, and June twenty-first, nineteen hundred and seventeen, 
be further amended and reenacted so as to read as follows: 

“In order to furnish suitable notes for circulation as Federal reserve 
notes, the Comptroller of the Currency shall, under the direction of the 
Secretary of the Treasury, cause plates and dies to be engraved in the best 
manner to guard against counterfeits and fraudulent alterations, and shall 
have printed therefrom and numbered such quantities of such notes of the 
denominations of $5, $10, $20, $50, $100, $500, $1,000, $5,000, $10,000 as 
may be required to supply the Federal Reserve Banks. Such notes shall 
be in form and tenor as directed by the Secretary of the Treasury under 
the provisions of this act and shall bear the distinctive numbers of the 
several Federal Reserve Banks through which they are issued.” 

Sec. 4. That paragraphs (b) and (c) of section nineteen of the Federal 
Reserve Act, as amended by the acts approved August fifteenth, nineteen 
hundred and fourteen, and June twenty-first, nineteen hundred and seventeen, 
be further amended and reenacted to read as follows: 

“(b) If in a reserve city, as now or hereafter defined, it shall hold and 
maintain with the Federal Reserve Bank of its district an actual net balance 
equal to not less than ten per centum of the aggregate amount of its 
demand deposits and three per centum of its time deposits: Provided, how- 
ever, That if located in the outlying districts of a reserve city or in territory 
added to such a city by the extension of its corporate charter, it may, upon 
the affirmative vote of five members of the Federal Reserve Board, hold 
and maintain the reserve balances specified in paragraph (a) hereof. 

“(c) If in a central reserve city, as now or hereafter defined, it shall 
hold and maintain with the Federal Reserve Bank of its district an actual 
net balance equal to not less than thirteen per centum of the aggregate 
amount of its demand deposits and three per centum of its time deposits: 
Provided, however, That if located in the outlying districts of a central 
reserve city or in territory added to such city by the extension of its cor- 
porate charter, it may, upon the afhrmative vote of five members of the 
Federal Reserve Board, hold and maintain the reserve balances specified in 
paragraphs (a) or (b) thereof.” 

Sec. 5. That section twenty-two of the Federal Reserve act, as amended 
by the act of June twenty-first, nineteen hundred and seventeen, be further 
amended and reenacted to read as follows; 
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“(a) No member bank and no officer, director, or employee thereof shall 
hereafter make any loan or grant any gratuity to any bank examiner. Any 
bank officer, director, or employee violating this provision shall be deemed 
guilty of a misdemeanor and shall be imprisoned not exceeding one year or 
fined not more than $5,000, or both, and may be fined a further sum equal 
to the money so loaned or gratuity given. 

“Any examiner accepting a loan or gratuity from any bank examined 
by him or from an officer, director, or employee thereof, shall be deemed 
guilty of a misdemeanor and shall be imprisoned one year or fined not more 
than $5,000, or both, and may be fined a further sum equal to the money 
so loaned or gratuity given, and shall forever thereafter be disqualified 
from holding office as a national bank examiner. 

“(b) No national bank examiner shall perform any other service for 
compensation while holding such office for any bank or officer, director, or 
employee thereof. 

“No examiner, public or private, shall disclose the names of borrowers 
or the collateral for loans of a member bank to other than the proper officers 
of such bank without first having obtained the express permission in writing 
from the Comptroller of the Currency, or from the board of directors of 
such bank, except when ordered to do so by a court of competent jurisdic- 
tion, or by direction of the Congress of the United States, or of either 
House thereof, or any committee of Congress or of either House duly 
authorized. Any bank examiner violating the provisions of this subsection 
shall be imprisoned not more than one year or fined not more than $5,000, 
or both. 

“(c) Except as herein provided, any officer, director, employee, or at- 
torney of a member bank who stipulates for or receives or consents or 
agrees to receive any fee, commission, gift, or thing of value from any 
person, firm, or corporation for procuring or endeavoring to procure for 
such person. firm, or corporation, or for any other person, firm, or corpora- 
tion, any loan from or the purchase or discount of any paper, note, draft, 
check, or bill of exchange by such member bank shall be deemed guilty of 
a misdemeanor and shall be imprisoned not more than one year or fined not 
more than $5,000, or both. 

“(d) Any member bank may contract for, or purchase from, any of its 
directors or from any firm of which any of its directors is a member, any 
securities or other property, when (and not otherwise) such purchase is 
made in the regular course of business upon terms not less favorable to 
the bank than those offered to others, or when such purchase is authorized 
by a majority of the board of directors not interested in the sale of such 
securities or property, such authority to be evidenced by the affirmative vote 
or written assent of such directors: Provided, however, That when any 
director, or firm of which any director is a member, acting for or on behalf 
of others, sells securities or other property to a member bank, the Federal 
Reserve Board by regulation may, in any or all cases, require a full dis- 
closure to be made, on forms to be prescribed by it, of all commissions or 
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other considerations received, and whenever such director or firm, acting 
in his or its own behalf, sells securities or other property to the bank the 
Federal Reserve Board, by regulation, may require a full disclosure of all 
profits realized from such sale. 

“Any member bank may sell securities or other property to any of its 
directors, or to a firm of which any of its directors is a member, in the 
regular course of business on terms not more favorable to such director 
or firm than those offered to others, or when such sale is authorized by a 
majority of the board of directors of a member bank to be evidenced by 
their affirmative vote or written assent: Provided, however, That nothing 
in this subsection contained shall be construed as authorizing member banks 
to purchase or sell securities or other property which such banks are not 
otherwise authorized by law to purchase or sell. 

“(e) No member bank shall pay to any director, officer, attorney, or 
employee a greater rate of interest on the deposits of such director, officer, 
attorney, or employee than that paid to other depositors on similar deposits 
with such member bank. 

“(f£) If the directors or officers of any member bank shall knowingly 
violate or permit any of the agents, officers, or directors of any member 
bank to violate any of the provisions of this section or regulations of the 
board made under authority thereof, every director and officer participating 
in or assenting to such violation shall be held liable in his personal and 
individual capacity for all damages which the member bank, its share- 
holders, or any other persons shall have sustained in consequence of such 
violation.” 

Sec. 7. That section fifty-two hundred and eight of the Revised Statutes © 
as amended by the act of July twelfth, eighteen hundred and eighty-two, 
and section fifty-two hundred and nine of the Revised Statutes as amended 
by the acts of April sixth, eighteen hundred and sixty-nine, and July eighth, 
eighteen hundred and seventy, be, and the same are hereby, amended and 
reenacted to read as follows: 

“Src. 5208. It shall be unlawful for any officer, director, agent, or em- 
ployee of any Federal Reserve Bank, or of any member bank as defined 
in the act of December twenty-third, nineteen hundred and thirteen, known 
as the Federal Reserve Act, to certify any check drawn upon such Federal 
Reserve Bank or member bank unless the person, firm, or corporation 
drawing the check has on deposit with such Federal Reserve Bank or 
member bank, at the times such check is certified, an amount of money not 
less than the amount specified in such check. Any check so certified by a 
duly authorized officer, director, agent, or employee shall be a good and 
valid obligation against such Federal Reserve Bank or member bank; but 
the act of any officer, director, agent, or employee of any such Federal 
Reserve Bank or member bank in violation of this section shall, in the 
discretion of the Federal Reserve Board, subject such Federal Reserve 
Bank to the penalties imposed by section eleven, subsection (h), of the 
Federal Reserve Act, and shall subject such member bank if a national 
bank to the liabilities and proceedings on the part of the Comptroller of 
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the Currency provided for in section fifty-two hundred and thirty-four, 
Revised Statutes, and shall, in the discretion of the Federal Reserve Board, 
subject any other member bank to the penalties imposed by section nine of 
said Federal Reserve Act for the violation of any of the provisions of said 
act. Any officer, director, agent, or employee of any Federal Reserve Bank 
or member bank who shall willfully violate the provisions of this section, 
or who shall resort to any device, or receive any fictitious obligation, directly 
or collaterally, in order to evade the provisions thereof, or who shall certify 
a check before the amount thereof shall have been regularly entered to the 
credit of the drawer upon the books of the bank, shall be deemed guilty of 
a misdemeanor and shall, on conviction thereof in any district court of the 
United States, be fined not more than $5,000, or shall be imprisoned for not 
more than five years, or both, in the discretion of the court. 

“SrEc. 52090. Any officer, director, agent, or employee of any Federal 
Reserve Bank, or of any member bank as defined in the act of December 
twenty-third, nineteen hundred and thirteen, known as the Federal Reserve 
Act, who embezzles, abstracts, or willfully misapplies any of the moneys, 
funds, or credits of such Federal Reserve Bank or member bank, or who, 
without authority from the directors of such Federal Reserve Bank or 
member bank, issues or puts in circulation any of the notes of such Federal 
reserve bank or member bank, or who, without such authority, issues or 
puts forth any certificate of deposit, draws any order or bill of exchange, 
makes any acceptance, assigns any note, bond, draft, bill of exchange, 
mortgage, judgment, or decree, or who makes any false entry in any book, 
report, or statement of such Federal Reserve Bank or member bank, with 
intent in any case to injure or defraud such Federal Reserve Bank or 
member bank, or any other company, body politic or corporate, or any 
individual person, or to deceive any officer of such Federal Reserve Bank 
or member bank, or the Comptroller of the Currency, or any agent or 
examiner appointed to examine the affairs of such Federal Reserve Bank 
or member bank, or the Federal Reserve Board; and every receiver of a 
national banking association who, with like intent to defraud or injure, 
embezzles, abstracts, purloins, or willfully misapplies any of the moneys, 
funds, or assets of his trust, and every person who, with like intent, aids 
or abets any officer, director, agent, employee, or receiver in any violation 
of this section shall be deemed guilty of a misdemeanor, and upon conviction 
thereof in any district court of the United States shall be fined not more 
than $5,000 or shall be imprisoned for not more than five years, or both, in 
the discretion of the court. 

“Any Federal Reserve Agent, or any agent or employee of such Federal 
Reserve Agent, or of the Federal Reserve Board, who embezzles, abstracts, 
or willfully misapplies any moneys, funds, or securities intrusted to his care, 
or without complying with or in violation of the provisions of the Federal 
Reserve Act, issues or puts in circulation any Federal Reserve notes shall 
be guilty of a misdemeanor and upon conviction in any district court of the 
United States shall be fined not more than $5,000 or imprisoned for not 
more than five years, or both, in the discretion of the court.” 
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AMENDMENTS TO THE FEDERAL RESERVE ACT 
AND: REVISED, STATUTES: OF THE UNITED 
S DATES. 


(Approved March 3, 1919) 


That that part of the first paragraph of section seven of the Federal 
Reserve Act which reads as follows: “After the aforesaid dividend claims 
have been fully met, all the net earnings shall be paid to the United States 
as a franchise tax except that one-half of such net earnings shall be paid into 
a surplus fund until it shall amount to forty per centum of the paid-in 
capital stock of such bank,” be amended to read as follows: 

“After the aforesaid dividend claims have been fully met, the net earn- 
ings shall be paid to the United States as a franchise tax except that the 
whole of such net earnings, including those for the year ending December 
thirty-first, nineteen hundred and eighteen, shall be paid into a surplus fund 
until it shall amount to one hundred per centum of the subscribed capital 
stock of such bank, and that thereafter ten per centum of such net earnings 
shall be paid into the surplus.” 

Sec. 2. That that part of section ten of the Federal Reserve Act which 
reads as follows: “The members of said board, the Secretary of the 
Treasury, the Assistant Secretaries of the Treasury, and the Comptroller of 
the Currency, shall be ineligible during the time they are in office and for 
two years thereafter to hold any office, position, or employment in any 
member bank,’ be amended to read as follows: 

“The Secretary of the Treasury and the Comptroller of the Currency 
shall be ineligible during the time they are in office and for two years there- 
after to hold any office, position, or employment in any member bank. The 
appointive members of the Federal Reserve Board shall be ineligible during 
the time they are in office and for two years thereafter to hold any office, 
position, or employment in any member bank, except that this restriction 
shall not apply to a member who has served the full term for which he was 
appointed.” 

Sec. 3. That section eleven of the Federal Reserve Act as amended by 
the Act of September seventh, nineteen hundred and sixteen, be further 
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amended by striking out the whole of subsection (m) and by substituting 
therefore a subsection to read as follows: 

“(m) Upon the affirmative vote of not less than five of its members, the 
Federal Reserve Board shall have power to permit Federal reserve banks to 
discount for any member bank notes, drafts, or bills of exchange bearing the 
signature or endorsement of any one borrower in excess of the amount per- 
mitted by section nine and section thirteen of this Act, but in no case to 
exceed twenty per centum of the member bank’s capital and surplus: 
Provided, however, That all such notes, drafts, or bills of exchange dis- 
counted for any member bank in excess of the amount permitted under 
such sections shall be secured by not less than a like face amount of bonds 
or notes of the United States issued since April twenty-fourth, nineteen 
hundred and seventeen, or certificates of indebtedness of the United States: 
Provided further, That the provisions of this subsection (m) shall not be 
operative after December thirty-first, nineteen hundred and twenty.” 

Sec. 4. That section fifty-one hundred and seventy-two, Revised Statutes 
of the United States, be amended to read as follows: 

“Sec, 5172. That in order to furnish suitable notes for circulation, the 
Comptroller of the Currency shall, under the direction of the Secretary of 
the Treasury, cause plates and dies to be engraved, in the best manner to 
guard against counterfeiting and fraudulent alterations, and shall have 
printed therefrom and numbered such quantity of circulating notes in 
blank, or bearing engraved signatures of officers as herein provided, of the 
denominations of $1, $2, $5, $10, $20, $50, $100, $500 and $1,000, as may 
be required to supply the associations entitled to receive the same. Such 
notes shall express upon their face that they are secured by United States 
bonds deposited with the Treasurer of the United States, by the written or 
engraved signatures of the Treasurer and Register, and by the imprint of 
the seal of the Treasury; and shall also express upon their face the promise 
of the association receiving the same to pay on demand, attested by the 
written or engraved signatures of the president or vice president and 
cashier; and shall bear such devices and such other statements and shall be 
in such form as the Secretary of the Treasury shall, by regulation, direct.” 
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AMENDMENTS TO THE FEDERAL RESERVE ACT 


(Approved September 17, 1919) 


That section 25 of the Act approved December 23, 1013, known as the 
Federal Reserve Act, as amended by the Act approved September 7, 1916, be 
further amended by the addition of the following paragraph at the end of 
subparagraph 2 of the first paragraph, after the word “possessions” : 

“Until January I, 1921, any national banking association, without regard 
to the amount of its capital and surplus, may file application with the Federal 
Reserve Board for permission, upon such conditions and under such 
regulations as may be prescribed by said board, to invest an amount not 
exceeding in the aggregate 5 per centum of its paid-in capital and surplus 
in the stock of one or more corporations chartered or incorporated under 
the laws of the United States or of any State thereof and, regardless of its 
location, principally engaged in such phases of international or foreign 
financial operations as may be necessary to facilitate the export of goods, 
wares, or merchandise from the United States or any of its dependencies or 
insular possessions to any foreign country: Provided, however, That in no 
event shall the total investments authorized by this section by any one 
national bank exceed 10 per centum of its capital and surplus.” 

Sec. 2. That paragraph 2 of said section be amended by adding after 
the word “banking,” in line three, the words “or financial,’ so that the 
sentence will read: “Such application shall specify the name and capital of 
the banking association filing it, the powers applied for, and the place or 
places where the banking or financial operations proposed are to be carried 
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on. 

Sec. 3. That paragraph 3 of said section be amended by striking out the 
words “subparagraph 2 of the first paragraph of this section” and inserting 
in lieu thereof the words “above,” so that the paragraph will read: 

“Every national banking association operating foreign branches shall 
be required to furnish information concerning the condition of such branches 
to the Comptroller of the Currency upon demand, and every member bank 
investing in the capital stock of banks or corporations described above shall 
be required to furnish information concerning the condition of such banks 
or corporations to the Federal Reserve Board upon demand, and the Federal 
Reserve Board may order special examinations of the said branches, banks, 
or corporations at such time or times as it may deem best.” 
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Pole E IN LEX XV 1 


AMENDMENT TO THE FEDERAL RESERVE ACT 
AUTHORIZING FORMATION OF THE SO- 
CALLED EDGE LAW BANKS. 


(Approved December 24, 1919) 


That the Act approved December 23, 1913, known as the Federal 
Reserve Act, as amended, be further amended by adding a new section 
as follows: 


“BANKING CORPORATIONS AUTHORIZED TO DO FOREIGN BANKING 
BUSINESS 


“SEc. 25 (a). Corporations to be organized for the purpose of engaging 
in international or foreign banking or other international or foreign financial 
operations, or in banking or other financial operations in a dependency or 
insular possession of the United States, either directly or through the agency, 
ownership, or control of local institutions in foreign countries, or in such 
dependencies or insular possessions as provided by this section, and to act 
when required by the Secretary of the Treasury as fiscal agents of the 
United States, may be formed by any number of natural persons, not less 
in any case than five. 

“Such persons shall enter into articles of association which shall 
specify in general terms the objects for which the association is formed 
and may contain any other provisions not inconsistent with law which the 
association may see fit to adopt for the regulation of its business and the 
conduct of its affairs. 

“Such articles of association shall be signed by all of the persons 
intending to participate in the organization of the corporation and, thereafter, 
shall be forwarded to the Federal Reserve Board and shall be filed and pre- 
served in its office. The persons signing the said articles of association 
shall, under their hands, make an organization certificate which shall 
specifically state: 

“First. The name assumed by such corporation, which shall be subject 
to the approval of the Federal Reserve Board. 

“Second. The place or places where its operations are to be carried on. 
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“Third. The place in the United States where its home office is to be 
located. 

“Fourth. The amount of its capital stock and the number of shares into 
which the same shall be divided. 

“Fifth. The names and places of business or residence of the persons 
executing the certificate and the number of shares to which each has 
subscribed. 

“Sixth. The fact that the certificate is made to enable the persons sub- 
scribing the same, and all other persons, firms, companies, and corporations, 
who or which may thereafter subscribe to or purchase shares of the capital 
stock of such corporation, to avail themselves of the advantages of this 
section. 

“The persons signing the organization certificate shall duly acknowledge 
the execution thereof before a judge of some court of record or notary 
public, who shall certify thereto under the seal of such court or notary, 
and thereafter the certificate shall be forwarded to the Federal Reserve 
Board to be filed and preserved in its office. Upon duly making and filing 
articles of association and an organization certificate, and after the Federal 
Reserve Board has approved the same and issued a permit to begin business, 
the association shall become and be a body corporate, and as such and in 
the name designated therein shall have power to adopt and use a corporate 
seal, which may be changed at the pleasure of its board of directors; to 
have succession for a period of twenty years unless sooner dissolved by the 
act of the shareholders owning two-thirds of the stock or by an Act of 
Congress or unless its franchise become forfeited by some violation of law; 
to make contracts; to sue and be sued, complain, ana defend in any court 
of law or equity; to elect or appoint directors, all of whom shall be citizens 
of the United States; and, by its board of directors, to appoint such officers 
and employees as may be deemed proper, define their authority and duties, 
require bends of them, and fix the penalty thereof, dismiss such officers or 
employees, or any thereof, at pleasure and appoint others to fill their places; 
to prescribe, by its board of directors, by-laws not inconsistent with law or 
with the regulations of the Federal Reserve Board regulating the manner 
in which its stock shall be transferred, its directors elected or appointed, its 
officers and employees appointed, its property transferred, and the privileges 
granted to it by law exercised and enjoyed. 

“Each corporation so organized shall have power, under such rules and 
regulations as the Federal Reserve Board may prescribe: 

“(a) To purchase, sell, discount, and negotiate, with or without its 
indorsement or guaranty, notes, drafts, checks, bills of exchange, accept- 
ances, including bankers’ acceptances, cable transfers, and other evidences 
of indebtedness; to purchase and sell, with or without its indorsement or 
guaranty, securities, including the obligations of the United States or of any 
State thereof but not including shares of stock in any corporation except as 
herein provided; to accept bills or drafts drawn upon it subject to such 
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limitations and restrictions as the Federal Reserve Board may impose; to 
issue letters of credit; to purchase and sell coin, bullion, and exchange; to 
borrow and to lend money; to issue debentures, bonds, and promissory notes 
under such general conditions as to security and such limitations as the 
Federal Reserve Board may prescribe, but in no event having liabilities out- 
standing thereon at any one time exceeding ten times its capital stock and 
surplus; to receive deposits outside of the United States and to receive only 
such deposits within the United States as may be incidental to or for the 
purpose of carrying out transactions in foreign countries or dependencies or 
insular possessions of the United States; and generally to exercise such 
powers as are incidental to the powers conferred by this Act or as may 
be usual, in the determination of the Federal Reserve Board, in connection 
with the transaction of the business of banking or other financial operations 
in the countries, colonies, dependencies, or possessions in which it shall 
transact business and not inconsistent with the powers specially granted 
herein. Nothing contained in this section shall be construed to prohibit the 
Federal Reserve Board, under its power to prescribe rules and regulations, 
from limiting the aggregate amount of liabilities of any or all classes 
incurred by the corporation and outstanding at any one time. Whenever a 
corporation organized under this section receives deposits in the United 
States authorized by this section it shall carry reserves in such amounts as 
the Federal Reserve Board may prescribe, but in no event less than Io per 
centum of its deposits. 

“(b) To establish and maintain for the transaction of its business 
branches or agencies in foreign countries, their dependencies or colonies, 
and in the dependencies or insular possessions of the United States, at such 
places as may be approved by the Federal Reserve Board and under such 
rules and regulations as it may prescribe, including countries or dependencies 
not specified in the original organization certificate. 

“(c) With the consent of the Federal Reserve Board to purchase 
and hold stock or other certificates of ownership in any other corporation 
organized under the provisions of this section, or under the laws of any 
foreign country or a colony or dependency thereof, or under the laws of 
any State, dependency, or insular possession of the United States but not 
engaged in the general business of buying or selling goods, wares, merchan- 
dise or commodities in the United States, and not transacting any business 
in the United States except such as in the judgment of the Federal Reserve 
Board may be incidental to its international or foreign business: Provided, 
however, That, except with the approval of the Federal Reserve Board, no 
corporation organized hereunder shall invest in any one corporation an 
amount in excess of 10 per centum of its own capital and surplus, except in 
a corporation engaged in the business of banking, when 15 per centum 
of its capital and surplus may be so invested: Provided further, That no 
corporation organized hereunder shall purchase, own, or hold stock or certi- 
ficates of ownership in any other corporation organized hereunder or under 
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the laws of any State which is in substantial competition therewith, or which 
holds stock or certificates of ownership in corporations which are in sub- 
stantial competition with the purchasing corporation. 

“Nothing contained herein shall prevent corporations organized here- 
under from purchasing and holding stock in any corporation where such 
purchase shall be necessary to prevent a loss upon a debt previously con- 
tracted in good faith; and stock so purchased or acquired in corporations 
organized under this section shall within six months from such purchase be 
sold or disposed of at public or private sale unless the time to so dispose of 
same is extended by the Federal Reserve Board. 

“No corporation organized under this section shall carry on any part of 
its business in the United States except such as, in the judgment of the 
Federal Reserve Board, shall be incidental to its international or foreign 
business: And provided further, That except such as is incidental and pre- 
liminary to its organization no such corporation shall exercise any of the 
powers conferred by. this section until it has been duly authorized by the 
Federal Reserve Board to commence business as a corporation organized 
under the provisions of this section. 

“No corporation organized under this section shall engage in commerce 
or trade in commodities except as specifically provided in this section, nor 
shall it either directly or indirectly control or fix or attempt to control 
or fix the price of any such commodities. The charter of any corporation 
violating this provision shall be subject to forfeiture in the manner herein- 
after provided in this section. It shall be unlawful for any director, officer, 
agent, or employee of any such corporation to use or to conspire to use the 
credit, the funds, or the power of the corporation to fix or control the price 
of any such commodities, and any such person violating this provision shall 
be liable to a fine of not less than $1,000 and not exceeding $5,000 or 
imprisonment not less than one year and not exceeding five years, or both, 
in the discretion of the court. 

“No corporation shall be organized under the provisions of this section 
with a capital stock of less than $2,000,000, one-quarter of which must be 
paid in before the corporation may be authorized to begin business, and the 
remainder of the capital stock of such corporation shall be paid in install- 
ments of at least 10 per centum on the whole amount to which the corpora- 
tion shall be limited as frequently as one installment at the end of each 
succeeding two months from the time of the commencement of its business 
operations until the whole of the capital stock shall be paid in. The capital 
stock of any such corporation may be increased at any time, with the 
approval of the Federal Reserve Board, by a vote of two-thirds of its 
shareholders or by unanimous consent. in writing of the shareholders 
without a meeting and without a formal vote, but any such increase of 
capital shall be fully paid in within ninety days after such approval; and 
may be reduced in like manner, provided that in no event shall it be less 
than $2,000,000. No corporation, except as herein provided, shall during 
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the time it shall continue its operations withdraw or permit to be with- 
drawn, either in the form of dividends or otherwise, any portion of its 
capital. Any national banking association may invest in the stock of any 
corporation organized under the provisions of this section, but the aggregate 
amount of stock held in all corporations engaged in business of the kind 
described in this section and in section 25 of the Federal Reserve Act as 
amended shall not exceed 10 per centum of the subscribing bank’s capital 
and surplus. 

“A majority of the shares of the capital stock of any such corporation 
shall at all times be held and owned by citizens of the United States, by 
corporations the controlling interest in which is owned by citizens of the 
United States, chartered under the laws of the United States or of a State 
of the United States, or by firms or companies, the controlling interest in 
which is owned by citizens of the United States. The provisions of section 
8 of the act approved October 15, 1914, entitled ‘An act to supplement exist- 
ing laws against unlawful restraints and monopolies, and for other purposes,’ 
as amended by the acts of May 15, 1916 and September 7, 1916, shall be 
construed to apply to the directors, other officers, agents, or employees of 
corporations organized under the provisions of this section: Provided, 
however, That nothing herein contained shall (1) prohibit any director or 
other officer, agent or employee of any member bank, who has procured the 
approval of the Federal Reserve Board from serving at the same time as 
a director or other officer, agent or employee of any corporation organized 
under the provisions of this section in whose capital stock such member bank 
shall have invested; or (2) prohibit any director or other officer, agent or 
employee of any corporation organized under the provisions of this section, 
who has procured the approval of the Federal Reserve Board, from serving 
at the same time as a director or other officer, agent or employee of any 
other corporation in whose capital stock such first-mentioned corporation 
shall have invested under the provisions of this section. 

“No member of the Federal Reserve Board shall be an officer or director 
of any corporation organized under the provisions of this section, or of any 
corporation engaged in similar business organized under the laws of any 
State, nor hold stock in any such corporation, and before entering upon his 
duties as a member of the Federal Reserve Board he shall certify under oath 
to the Secretdry of the Treasury that he has complied with this requirement. 

“Shareholders in any corporation organized under the provisions of 
this section shall be liable for the amount of their unpaid stock subscriptions. 
No such corporation shall become a member of any Federal reserve bank. 

“Should any corporation organized hereunder violate or fail to comply 
with any of the provisions of this section, all of its rights, privileges, and 
franchises derived herefrom may thereby be forfeited. Before any such 
corporation shall be declared dissolved, or its rights, privileges, and fran- 
chises forfeited, any noncompliance with, or violation of such laws shall, 
however, be determined and adjuaged by a court of the United States of 
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competent jurisdiction, in a suit brought for that purpose in the district 
or territory in which the home office of such corporation is located, which 
suit shall be brought by the United States at the instance of the Federal 
Reserve Board or the Attorney General. Upon adjudication of such non- 
compliance or violation, each director and officer who participated in, or 
assented to, the illegal act or acts, shall be liable in his personal or individual 
capacity for all damages which the said corporation shall have sustained in 
consequence thereof. No dissolution shall take away or impair any remedy 
against the corporation, its stockholders, or officers for any liability or 
penalty previously incurred. 

“Any such corporation may go into voluntary liquidation and be closed 
by a vote of its shareholders owning two-thirds of its stock. 

“Whenever the Federal Reserve Board shall become satisfied of the 
insolvency of any such corporation, it may appoint a receiver who shall 
take possession of all of the property and assets of the corporation and 
exercise the same rights, privileges, powers, and authority with respect 
thereto as are now exercised by receivers of national banks appointed by the 
Comptroller of the Currency of the United States: Provided, however, That 
the assets of the corporation subject to the laws of other countries or 
jurisdictions shall be dealt with in accordance with the terms of such 
laws. 

“Every corporation organized under the provisions of this section shall 
hold a meeting of its stockholders annually upon a date fixed in its by-laws 
such meeting to be held at its home office in the United States. Every such 
corporation shall keep at its home office books containing the names of all 
stockholders thereof, and the names and addresses of the members of its 
board of directors, together with copies of all reports made by it to the 
Federal Reserve Board. Every such corporation shall make reports to the 
Federal Reserve Board at such times and in such form as it may require; 
and shall be subject to examination once a year and at such other times as 
may be deemed necessary by the Federal Reserve Board by examiners 
appointed by the Federal Reserve Board, the cost of such examinations, 
including the compensation of the examiners, to be fixed by the Federal 
Reserve Board and to be paid by the corporation examined. 

“The directors of any corporation organized under the provisions of 
this section may, semiannually, declare a dividend of so much of the net 
profits of the corporation as they shall judge expedient; but each corporation 
shall, before the declaration of a dividend, carry one-tenth of its net profits 
of the preceding half year to its surplus fund until the same shall amount to 
20 per centum of its capital stock. 

“Any corporation organized under the provisions of this section shall 
be subject to tax by the State within which its home office is located in 
the same manner and to the same extent as other corporations organized 
under the laws of that State which are transacting a similar character of 
business. The shares of stock in such corporation shall also be subject 
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to tax as the personal property of the owners or holders thereof in the same 
manner and to the same extent as the shares of stock in similar State 
corporations. 

“Any corporation organized under the provisions of this section may at 
any time within the two years next previous to the date of the expiration of 
its corporate existence, by a vote of the shareholders owning two-thirds of 
its stock, apply to the Federal Reserve Board for its approval to extend the 
period of its corporate existence for a term of not more than twenty years, 
and upon certified approval of the Federal Reserve Board such corporation 
shall have its corporate existence for such extended period unless sooner 
dissolved by the act of the shareholders owning two-thirds of its stock, or 
by an Act of Congress or unless its franchise becomes forfeited by some 
violation of law. 

“Any bank or banking institution, principally engaged in foreign busi- 
ness, incorporated by special law of any State or of the United States 
or organized under the general laws of any State or of the United States and 
having an unimpaired capital sufficient to entitle it to become a corporation 
under the provisions of this section may, by the vote of the shareholders 
owning not less than two-thirds of the capital stock of such bank or banking 
association, with the approval of the Federal Reserve Board, be converted 
into a Federal corporation of the kind authorized by this section with any 
name approved by the Federal Reserve Board: Provided, however, That 
said conversion shall not be in contravention of the State law. In such case 
the articles of association and organization certificate may be executed by 
a majority of the directors of the bank or banking institution, and the 
certificate shall declare that the owners of at least two-thirds of the capital 
stock have authorized the directors to make such certificate and to change 
or convert the bank or banking institution into a Federal corporation. A 
majority of the directors, after executing the articles of association and 
the organization certificate, shall have power to execute all other papers 
and do whatever may be required to make its organization perfect and 
complete as a Federal corporation. The shares of any such corporation may 
continue to be for the same amount each as they were before the conversion, 
and the directors may continue to be directors of the corporation until 
others are elected or appointed in accordance with the provisions of this 
section. When the Federal Reserve Board has given to such corporation a 
certificate that the provisions of this section have been complied with, such 
corporation and all its stockholders, officers, and employees, shall have the 
same powers and privileges, and shall be subject to the same duties, liabili- 
ties, and regulations, in all respects, as shall have been prescribed by this 
section for corporations originally organized hereunder. 

“Every officer, director, clerk, employee, or agent of any corporation 
organized under this section who embezzles, abstracts, or willfully misap- 
plies any of the moneys, funds, credits, securities, evidences of indebtedness 
or assets of any character of such corporation; or who, without authority 
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from the directors, issues or puts forth any certificate of deposit, draws any 
order or bill of exchange, makes any acceptance, assigns any note, bond, 
debenture, draft, bill of exchange, mortgage, judgment, or decree; or who 
makes any false entry in any book, report, or statement of such corporation 
with intent, in either case, to injure or defraud such corporation or any 
other company, body politic or corporate, or any individual person, or to 
deceive any officer of such corporation, the Federal Reserve Board, or any 
agent or examiner appointed to examine the affairs of any such corporation; 
and every receiver of any such corporation and every clerk or employee of 
such receiver who shall embezzle, abstract, or willfully misapply or wrong- 
fully convert to his own use any moneys, funds, credits, or assets of any 
character which may come into his possession or under his control in the 
execution of his trust or the performance of the duties of his employment; 
and every such receiver or clerk or employee of such receiver who shall, 
with intent to injure or defraud any person, body politic or corporate, or to 
deceive or mislead the Federal Reserve Board, or any agent or examiner 
appointed to examine the affairs of such receiver, shall make any false entry 
in any book, report, or record of any matter connected with the duties of 
such receiver; and every person who with like intent aids or abets any 
officer, director, clerk, employee, or agent of any corporation organized 
under this section, or receiver or clerk or employee of such receiver as 
aforesaid in any violation of this section, shall upon conviction thereof be 
imprisoned for not less than two years nor more than ten years, and may 
also be fined not more than $5,000, in the discretion of the court. 

“Whoever being connected in any capacity with any corporation organized 
under this section represents in any way that the United States is liable for 
the payment of any bond or other obligation, or the interest thereon, issued 
or incurred by any corporation organized hereunder, or that the United 
States incurs any liability in respect of any act or omission of the corpora- 
tion, shall be punished by a fine of not more than $10,000 and by imprison- 
ment for not more than five years.” 


APPENDIX XVII 


AMENDMENT TO THE FEDERAL RESERVE ACT 
(Approved April 13, 1920) 


That section 14 of the Federal Reserve Act as amended by the Acts 
approved September 7, 1916, and June 21, 1917, be further amended by 
striking out the semicolon after the word “business” at the end of sub- 
paragraph (d) and insert in lieu thereof the following: ‘‘and which, subject 
to the approval, review, and determination of the Federal Reserve Board, 
may be graduated or progressed on the basis of the amount of the advances 
and discount accommodations extended by the Federal reserve bank to the 
borrowing bank” 
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AMENDMENT TO THE FEDERAL RESERVE ACT 
RELATING TO EDGE LAW BANKS 


(Approved June 14, 1920) 


That section 25 (a) of the Federal Reserve Act, being the section added 
to said Act by the Act approved December 24, 1919, be amended so that 
the first sentence of the paragraph prescribing the amount of capital stock 
a corporation organized under that section is required to have and pre- 
scribing also the manner in which such capital stock must be paid in, said 
paragraph being the fourth paragraph following subparagraph (c) of said 
section, shall read as follows: 

“No corporation shall be organized under the provisions of this section 
with a capital stock of less than $2,000,000, one-quarter of which must be 
paid in before the corporation may be authorized to begin business, and the 
remainder of the capital stock of such corporation shall be paid in install- 
ments of at least 10 per centum on the whole amount to which the corpora- 
tion shall be limited as frequently as one installment at the end of each 
succeeding two months from the time of the commencement of its business 
operations until the whole of the capital stock shall be paid in: Provided, 
however, That whenever $2,000,000 of the capital stock of any corporation 
is paid in the remainder of the corporation’s capital stock or any unpaid 
part of such remainder may, with the consent of the Federal Reserve Board 
and subject to such regulations and conditions as it may prescribe, be paid 
in upon call from the board of directors; such unpaid subscriptions, how- 
ever, to be included in the maximum of Io per centum of the national bank’s 
capital and surplus which a national bank is permitted under the provisions 
of this Act to hold in stock of corporations engaged in business of the kind 
described in this section and in section 25 of the Federal Reserve Act as 
amended: Provided further, That no such corporation shall have liabilities 
outstanding at any one time upon its debentures, bonds, and promissory 
notes in excess of ten times its paid-in capital and surplus, 
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AMENDMENTS TO°THE FEDERAL RESERVE ACT 


(Approved February 27, 1921) 


That section 11 of the act approved December 23, 1913, known as the 
Federal Reserve Act, as amended, be further amended by striking out the 
whole of subsection (m) and by substituting therefor a subsection to read 
as follows: 

“(m) Upon the affirmative vote of not less than five of its members, the 
Federal Reserve Board shall have power to permit Federal reserve banks to 
discount for any member bank notes, drafts, or bills of exchange bearing 
the signature or endorsement of any one borrower in excess of the amount 
permitted by section nine and section thirteen of this Act, but in no case to 
exceed twenty per centum of the member bank’s capital and surplus: Pro- 
vided, however, That all such notes, drafts or bills of exchange discounted 
for any member bank in excess of the amount permitted under such sections 
shall be secured by not less than a like face amount of bonds or notes of »* 
the United States issued since April twenty-fourth, nineteen hundred and 
seventeen, for which the borrower shall in good faith prior to January 1, 
1921, have paid or agreed to pay not less than the full face amount thereof, 
or certificates of indebtedness of the United States: Provided further, That 
the provisions of this subsection (m) shall not be operative after October 
thirty-first, nineteen hundred and twenty-one.” 

That the first paragraph of the act approved December 24, 1919, known 
as the Edge Act, amending the Federal Reserve Act, be amended by adding 
at the end a proviso, so that the paragraph as amended will read as follows: 

“Src. 25. (a) Corporations to be organized for the purpose of engaging 
in international or foreign banking or other international or foreign financial 
operations, or in banking or other financial operations in a dependency or 
insular possession of the United States, either directly or through the agency, 
ownership, or control of local institutions in foreign countries, or in such 
dependencies or insular possessions as provided by this section, and to act 
when required by the Secretary of the Treasury as fiscal agents of the 
United States, may be formed by any number of natural persons, not less 
in any case than five: Provided, That nothing in this section shall be con- 
strued to deny the right of the Secretary of the Treasury to use any 
corporation organized under this section as depositaries in Panama and the 
Panama Canal Zone, or in the Philippine Islands and other insular posses- 
sions and dependencies of the United States.” 
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AMENDMENTS TO THE FEDERAL RESERVE ACT 
INCORPORATED IN THE AGRICULTURAL 
CREDITS ACT OF MARCH 4, 1923. 


TITLE IV.—AMENDMENTS TO THE FEDERAL RESERVE ACT 


Src. 401. That the ninth paragraph of section 9 of the Federal reserve 
act is amended to read as follows: 

“No applying bank shall be admitted to membership in a Federal reserve 
bank unléss (a) it possesses a paid-up, unimpaired capital sufficient to entitle 
it to become a national banking association in the place where it is situated 
under the provision of the national bank act, or (b) it possesses a paid-up, 
unimpaired capital of at least 60 per cent of the amount sufficient to entitle 
it to become a national banking association in the place where it is situated 
under the provisions of the national bank act and, under penalty of loss of 
membership complies with rules and regulations which the Federal Reserve 
Board shall prescribe fixing the ‘time within which and the method by which 
the unimpaired capital of such bank shall be increased out of the net income 
to equal the capital which would have been required if such bank had been 
admitted to membership under the provisions of clause (a) of this para- 
graph: Provided, That every such rule or regulation shall require the apply- 
ing bank to set aside annually not less than 20 per cent of its net income 
of the preceding year as a fund exclusively applicable to such capital 
increase.” . 

Sec, 402. That the second paragraph of section 13 of the Federal Reserve 
Act is amended and divided into two paragraphs to read as follows: 

“Upon the indorsement of any of its member banks, which shall be 
deemed a waiver of demand, notice and protest by such bank as to its own 
indorsement exclusively, any Federal reserve bank may discount notes, 
drafts, and bills of exchange arising out of actual commercial transactions ; 
that is, notes, drafts, and bills of exchange issued or drawn for agricultural, 
industrial, or commercial purposes, or the proceeds of which have been 
used, or are to be used, for such purposes, the Federal Reserve Board to 
have the right to determine or define the character of the paper thus 
eligible for discount, within the meaning of this act. Nothing in this act 
contained shall be construed to prohibit such notes, drafts, and bills of 
exchange, secured by staple agricultural products, or other goods, wares, or 
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merchandise from being eligible for such discount, and the notes, drafts, 
and bills of exchange of factors issued as such making advances exclusively 
to producers of staple agricultural products in their raw state shall be 
eligible for such discount; but such definition shall not include notes, drafts, 
or bills covering merely investments or issued or drawn for the purpose of 
carrying or trading in stocks, bonds, or other investment securities, except 
bonds and notes of the Government of the United States. Notes, drafts, 
and bills admitted to discount under the terms of this paragraph must have 
a maturity at the time of discount of not more than 90 days, exclusive of 
days of grace. 

“Upon the indorsement of any of its member banks, which shall be 
deemed a waiver of demand, notice, and protest by such bank as to its 
own indorsement exclusively, and subject to regulations and limitations to 
be prescribed by the Federal Reserve Board, any Federal reserve bank may 
discount or purchase bills of exchange payable at sight or on demand which 
are drawn to finance the domestic shipment of nonperishable, readily mar- 
ketable staple agricultural products and are secured by bills of lading or 
other shipping documents, conveying or securing title to such staples: Pro- 
vided, That all such bills of exchange shall be forwarded promptly for 
collection, and demand for payment shall be made with reasonable prompt- 
ness after the arrival of such staples at their destination: Provided further, 
That no such bill shall in any event be held by or for the account of a 
Federal reserve bank for a period in excess of 90 days. In discounting 
such bills Federal reserve banks may compute the interest to be deducted 
on the basis of the estimated life of each bill and adjust the discount after 
payment of such bills to conform to the actual life thereof.” 

Sec. 403. That the fourth paragraph of section 13 of the Federal reserve 
act is amended to read as follows: 

“Any Federal reserve bank may discount acceptances of the kinds herein- 
after described, which have a maturity at the time of discount of not more 
than 90 days’ sight, exclusive of days of grace, and which are indorsed by 
at least one member bank: Provided, That such acceptances if drawn for 
an agricultural purpose and secured at the time of acceptance by warehouse 
receipts or other such documents conveying or securing title covering readily 
marketable staples, may be discounted with a maturity at the time of dis- 
count of not more than six months’ sight, exclusive of days of grace.” 

Sec. 404. That the Federal reserve act is amended by adding at the end 
of section 13 a new section to read as follows: 

“Sec, 13a. Upon the indorsement of any of its member banks, which 
shall be deemed a waiver of demand, notice, and protest by such bank as 
to its own indorsement exclusively, any Federal reserve bank may, subject 
to regulations and limitations to be prescribed by the Federal Reserve Board, 
discount notes, drafts, and bills of exchange issued or drawn for an agri- 
cultural purpose, or based upon live stock, and having a maturity, at the 
time of discount, exclusive of days of grace, not exceeding nine months, 
and such notes, drafts, and bills of exchange may be offered as collateral 
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security for the issuance of Federal reserve notes under the provisions of 
section 16 of this act: Provided, That notes, drafts, and bills of exchange 
with maturities in excess of six months shall not be eligible as a basis for 
the issuance of Federal reserve notes unless secured by warehouse receipts 
or other such negotiable documents conveying or securing title to readily 
marketable staple agricultural products or by chattel mortgage upon live 
stock which is being fattened for market. 

“That any Federal reserve bank may, subject to regulations and limita- 
tions to be prescribed by the Federal Reserve Board, rediscount such notes, 
drafts, and bills for any Federal intermediate credit bank, except that no 
Federal reserve bank shall rediscount for a Federal intermediate credit bank 
any such note or obligation which bears the indorsement of a nonmember 
State bank or trust company which is eligible for membership in the Federal 
reserve system, in accordance with section 9 of this act. 

“Any Federal reserve bank may also buy and sell debentures and other 
such obligations issued by a Federal intermediate credit bank or by a 
national agricultural credit corporation, but only to the same extent as and 
subject to the same limitations as those upon which it may buy and sell 
bonds issued under Title I of the Federal farm loan act. 

“Notes, drafts, bills of exchange or acceptances issued or drawn by 
cooperative marketing associations composed of producers of agricultural 
products shall be deemed to have been issued or drawn for an agricultural 
purpose, within the meaning of this section, if the proceeds thereof have 
been or are to be advanced by such association to any members thereof for 
an agricultural purpose, cr have been or are to be used by such association 
in making payments to any members thereof on account of agricultural 
products delivered by such members to the association, or if such proceeds 
have been or are to be used by such association to meet expenditures 
incurred or to be incurred by the association in connection with the grading, 
processing, packing, preparation for market, or marketing of any agri- 
cultural product handled by such association for any of its members: 
Provided, That the express enumeration in this paragraph of certain classes 
of paper of cooperative marketing associations as eligible for rediscount 
shall not be construed as rendering ineligible any other class of paper of 
such associations which is now eligible for rediscount. 

“The Federal Reserve Board may, by regulation, limit to a percentage 
of the.assets of a Federal reserve bank the amount of notes, drafts, accept- 
ances, or bills having a maturity in excess of three months, but not exceeding 
six months, exclusive of days of grace, which may be discounted by such 
bank, and the amount of notes, drafts, bills, or acceptances having a matu- 
rity in excess of six months, but not exceeding nine months, which may 
be discounted by such bank.” 

Sec. 405. That section 14 of the Federal reserve act is amended by add- 
ing at the end thereof a new paragraph to read as follows: 

“(£) To purchase and sell in the open market, either from or to domestic 
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banks, firms, corporations, or individuals, acceptances of .Federal inter- 
mediate credit banks and of national agricultural credit corporations, 
whenever the Federal Reserve Board shall declare that the public interest 
so requires.” 

Sec. 406. That section 15 of the Federal reserve act is amended by add- 
ing at the end thereof a new paragraph to read as follows: 

“The Federal reserve banks are hereby authorized to act as depositories 
for and fiscal agents of any national agricultural credit corporation or 
Federal intermediate credit bank.” 

Sec. 407. That the act entitled “An act to amend the act approved 
December 23, 1913, known as the Federal reserve act,’ approved April 13, 
1920, is repeated. 
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INDEX 


A 

ACCEPTANCE, see ‘Bankers’ accept- 
ance,” ‘Trade acceptance,” etc. 

ACCEPTANCE LETTER, of Board, 999 

ACCEPTANCE Powers, broadening, 1176 

ACCEPTANCE REGULATIONS, terms 940, 
1016 

AccouNnrTING, discussed by Organization 
Convention, 639, 640; system for 
prepared and delivered, 647; plan 
proposed by Committee of Experts, 
667 

AcT OF 1917, reviewed, 1195 

Apvisory Councit, see ‘Federal Ad- 
visory Council” 

AGRICULTURAL Crepits Act, adopted, 
1481; terms, 1482 

AGRICULTURE, special aid to, 794; spec- 
ulation in, 1455; credit needs of, 
1459; Board’s policy toward, 1469; 
volume of credit in, 1471 

“ALDRICH BILL,” statement issuing, 71; 
relation of Federal Reserve Act to, 526 

AupRIcH, NELSON, views on banking 
reform, 45; urges bill in 1908, 58; 
urges bill in ro11, 80; scope of, 81; 
relation to Reserve Act, 85; opposes 
Glass bill, 429 

ALDRICH-VREELAND LAW, origin, 19; 
significance of, 44; Senate form of, 
45; debated, so ff; adopted, 66; 
effect of, 67; amended, 552 

AMENDMENTS (TO FEDERAL RESERVE 
Act), in 1914, 627; further, desired, 
1167; proposed list of in 1915, 1169; 
adoption by Congress in 1917, 1178; 
on foreign banking, 1228; history of 
foreign trade amendment, 1258; pro- 
visions, 1707 ff. 


AMERICAN ACADEMY OF POLITICAL 
SCIENCE, discussion of Glass _ bill, 
420, 434 

AMERICAN ACCEPTANCE COUNCIL, origin 
of, 953 

AMERICAN BANKERS ASSOCIATION, re- 
lation to Baltimore plan, 7; Briarcliff 
meeting, 270; opposed to central 
bank of European type, 390; sends 
Committee to Washington, 302; 
offers compromise to Glass, 394; 
withdraws compromise, 395; opens 
attack on Glass bill, 397; passes 
resolutions, 402; later struggle in 
House, 407; relation to Edge Act 
plan, 1319 

Anprew, A. P., attacks Glass*bill, 275; 
criticism of bill, 430 

ARMISTICE, condition of reserve system 
at, 1273 

ATTORNEY-GENERAL, opinion on status 
of Reserve Board, 681; opinion on 
districting, 758 

AUDITING, how controlled, 699 


B 


BALTIMORE PLAN, origin, 7 

Battimore PratrorM, plank on bank- 
ing, 103 

BANK OF ENGLAND, agency relation 
with, 1100 

BANK ORGANIZATIONS, doubtful in co- 
operation, 157 

BANK RATrE, discussed, 887; see ““Rates” 

Bankers, hostility to Glass bill, 408 ff; 
threaten to leave national system, 
410; political scheming against re- 
serve system, 1492 

BANKERS’ ACCEPTANCE, place of, 846; 
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early history of, 981; theory of, 982; 
legal questions regarding, 990; ad- 
judication of position at New York 
meeting (1915), 993; abuses of, 996; 
faults of, 1005; later history, 1007; 
practice in Great Britain, 1009; 
regulations regarding, 1016; history 
of by member of Board, 1to1g; abuses 
of, 1449 

Bankers’ ASSOCIATIONS, work of, 385 

BANKING, early discussion of, 3 

BANKING AND CURRENCY COMMITTEE 
(House), composition, 96; appoints 
H. P. Willis expert, 104”; early 
work of, 116; opinions on scope and 
time of work, 132; holds hearings, 
151; politics in, 263; modifies bill, 
266; report on bill, 278 

BANKING AND CURRENCY COMMITTEE 
(SENATE), organized, 224; composi- 
tion, 226; hearings before, 452; plan 
for new bill, 456; proposal referred 
to author, 457; criticism of, 457; 
final report of, 468 

BANKING ReErorm, development, 39 

Basic LINE, measurement of, 1343 

Benton, A. H., member Committee on 
Organization, 548 

Boarp, see ‘Federal Reserve Board” 

Bonp DEALERS, opposed to Glass bill, 
412 

Bonps, bought from banks, 890 

BRANCHES, Committee of Experts on, 
610 

BRIARCLIFF, meeting at, 270 

BRISTOW, SENATOR, on Glass bill, 496 

British TREASuRyY BILLs, controversy 
regarding, 1096; text of decision re- 
garding, 1097 

Broperick, F. A., member Committee 
on Organization, 848; on Examina- 
tion Plan, 606 

Bryan, W. J., favors money trust 
inquiry, 107; effort to get aid of, 
against Reserve Act, 223; position 


INDEX 


as to bill, 244; relations with mem- 
bers, 245; views as to bill, 247; 
supports Glass bill, 252; on inter- 
locking directorates, 266; letter to 
Glass, 302 
BUILDINGS, program of Reserve Banks, 
1432; cost of appraised, 1503 
BuLKLEy, R. J., plans division of 
banking inquiry, 108; work on farm 
credits, 1464 
BurTON, SENATOR, on Glass bill, 498 
Business Community, independence 
impaired by public aid, 1302 
Business MEn, attitude toward defla- 
tion, 1412 
Buyers’ Strike, discussed, 1386 
Cc 


CaLy Rates, basis of, 1374 

CanapDA, allowed to draw gold, 1254 

CANNON, SPEAKER, currency policy, 12 

CAPITAL, payment ordered, 645; pro- 
posal to return, 899; short supply of, 
1327 

CapiTtaL IssuES COMMITTEE, created, 
1264; work of, 1266; abolished, 1295 

Caucus, Democratic, discusses Glass 
bill, 359; reports favorably, 393 

CENTRAL BANK, opposed by bankers in 
typical form, 390; growth of idea, 
1211; relation to Treasury, 1212; 
danger of, 1509 

CENTRALIZATION, in banking, 110 

CERTIFICATES, first issue of, 1116 

CHAMBER OF COMMERCE OF THE U. S., 
opposes Glass bill, 413; letter of 
President of, 417 

Cuicaco, demands of in districting, 583 

“CIRCULAR No. 13,” contents, 9083: 
revoked, 904; text of, 930 

Citizens’ LEAGUE, relation to Reserve 
Act, 532 

Crayton Act, provisions of, 1192; en- 
forcement of, 1193 

CLEARINGS, view of Organization Com- 
mittee on, 601; meaning of term in 


INDEX 


Reserve Act, 776; place of, 846; 
origin of provision, 1053; Counsel’s 
opinion on, 1078; plan of Board, 1083 

CLEARING House, New York, criticized 
in Money Trust inquiry, ro9 

COLLATERAL, behind notes, 858 

CoLLection, Governors, plan of, 788 

CoMMERCIAL Paper, place of, 846; 
Board discussion of, 903; letter on, 
to Reserve Board by reserve agent, 
934; views of, Merchants’ Associa- 
tion on, 905 

CoMPTROLLER, difficulties with Board, 
795 

CONFERENCE, on Reserve Act, 510; 
report of Committee, 511 

CONGESTION, of products, 1382 

Concress, hostile to banking reform, 95 

CONNECTICUT, redistricting of, 737 

“CONSERVATION,” ineffectual, 1262 

CoORTELYOU, SECRETARY, policy in panic 
of 1900, 35 

CounciL OF GOVERNORS, organized, 
703; later history, 705 ff 

COUNSEL OF BoARD, opinion on clear- 
ance, 1078 

Country BANKS, position on currency 
reform, 98; hostile to Glass bill, 399; 
convention of 399; resolutions of, 
400; oppose clearance, 1054 

CreEpIT, condition at close of war, 1298 

Crepir CoNnTROL, policy reviewed, 
1403 

Crepir Men’s ASsSOcIATION, accepts 
invitation to attend hearings, 156 

Crisis, how treated under old banking 
system, 4 , 

CRISSINGER, D. R., member Reserve 
Board, 622, 1480 

Crop-Movinc, how managed 
IQ00, 30 

Cummins, SENATOR, on Glass bill, 483; 
amendment of, 500 

CurrENcy ASSOCIATION, provided for, 


52 


after 
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Dawson, RaLpa, member Committee 
on Organization, 548 

DEFLATION, meaning, 1475 

DELANO, F. A., member Reserve Board, 
617; letter to from Carter Glass on 
redistricting, 769 

Democratic Party, gains control of 
House, 78; indifferent to reform, 91; 
inexperience of members, 93; fund, 
105; contest for nomination in 1912, 
102 

Deposits, growth of in war, 1221 

DEVELOPMENT, stages of in Reserve 
System, 847 

Directors, of Reserve Banks, how 
controlled, 259; first set chosen by 
Board, 670 

“Dirt FARMER,” 
Board, 1489 

Discount Market, early history of, 
1044; low development of, 1515 

Discount Poticy, reviewed by Gov. 
Harding, 1413 

Discount Rate, nature of problem, 
886; early call for, 887; structure, 
894; how first rates were fixed, 902; 
adjusted to Liberty Loan, 1154; 
memorandum on by member of 
Board 1918, 1285; resumption of 
control of, 1321; advanced, 1330; 
higher levels, 1332 

DISESTABLISHMENT OF RESERVE BANKS, 
attempted, 1732; Attorney-General 
on, 1734 

DISTRICTING, desire of Board to change, 
726; Attorney-General on, 734; how 
carried out, 740 ff; report of Board’s 
Committee on, 750 

Districts, problem of shaping, 561 

“Drart,” compared with acceptance, 
95st 

Dunsar, C. A., on currency and clear- 
ing houses, 40 


member Reserve 
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E 

EARNINGS, unimportant, 658; of reserve 
system, 1420 

Economists, relation to Monetary 
Commission, 88; generally hostile 
to Glass bill, 427 

Epce Act, purpose of, 1318; failure of, 
1319, 1382; provisions, 1739, 1748 

ELASTIC CURRENCY, attitude of leaders, 
25; in Aldrich-Vreeland bill, 68; not 
fully attained, 1521 

“ELIGIBILITY,” discussed, 903; relation 
to discount policy, 1376 

EMBARGO, gold, position of Board, 1248 

EMERGENCY RELIEF, effect at opening 
of war, 636 

EMERGENCY SYSTEM, growth toward, 
518 

EMPLOYEES, pay of in reserve system, 
1420 

EXAMINATION, under reserve system, 
846 

F 

FaILuREs, in U. S., 1391 

Farm CRreEpIT, discussion of, 1460 

Farm Loan Act, origin, 1463 

Farm Loan System, development of, 
1467 

FaRWELL, J. V., opposes reserve trans- 
fer and par collection, 271: criti- 
cizes whole measure, 274 

FrepEerRAL ADVISORY COUNCIL, origin, 
715; composition, 717; records, 718; 
recommendations, 719; changes in 
membership, 721; relation to banks, 
722; attitude on agricultural credit, 
723; suggests amendments, 11723 
opposed to foreign exchange business, 
1245; views on discount rates in 1919, 
1301; on discount rates after work, 
1375 

FEDERAL RESERVE ACT, true place, 20; 
relation to Aldrich bill, 85; principles 
of, 133; first draft prepared in 
summer of 1913, 134; expert directed 
to draft it, 134; position at close of 


1912, 142 ff; how distinguished from 
Aldrich bill, 145; redrafted, 147; out- 
line history of, 147; reviewed in 
detail by author, 304; discussed in 
caucus, 361; reported favorably. 362; 
debated in House, 365; before Senate 
Committee, 453; effort to modify, 
457; reported in Senate, 468; debated 
in Senate, 472; signed, 519; origin of, 
522 ff; authorship of, 524; main 
features in, 528; principles cf on 
commercial paper, 906; provisions on 
bankers’ acceptance, 981; drafts of, 
1530 ff 


FEDERAL RESERVE AGENT, attitude 


toward, 640 


FEDERAL RESERVE BOARD, nature of 


selections, 555; yields to governors, 
7oo: tolerates governors’ council, 
703; establishes reserve agents con- 
ference, 709; policy as to discount 
rates, 889 ff; motive controlling, 893; 
estimate of work on trade acceptance, 
956; study of Bankers’ Acceptance, 
983; controversy on French credit, 
993; permits renewal of acceptances, 
905; writes general letter on, 990; 
on clearance, 1060; attitude on 
treasury bills of Great Britain, 1096; 
subordination to Treasury, 1210; 
report of Committee on Subtreasuries, 
1122; attitude toward war finance, 
1219; loss of influence, 1223; rebukes 
McAdoo on foreign agencies, 1242; 
opposed to Pittman Act, 1256; loss 
of prestige, 1285; relation to reserve 
banks re speculation, 1301; issues 
warnings, 1340; changes in under 
President Harding, 1486; defécts in, 
1499; status of how changed at 
White House Conference, 1574 


FEDERAL RESERVE System, condition 


of early in 1917, 1159; relation with 
Treasury, 1201; aid to nation, 1206; 
condition at close of 1917, 1207; 
subordination of, 1208; position at 
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\ 


end of 1918, 1224; condition at close 
of war, 1277; service during war, 
1280; Board’s view of, 1280; relation 
to panic, 1418; national scapegoat, 
1419; earnings of, 1420; salary policy, 
1427; popular dislike of, 1428; not 
wholly successful, 1525; lack of con- 
structiveness in, 1526 

Fess, Rep., on Glass bill, 373 

Finance Bit, relation to Bankers’ 
Acceptance, 988 

FINANCE CoMMITTEE (SENATE), com- 
position of, 96 

FINANCIAL Eruics, status of after 1900, 
32 

FIscAL FuNcTION, early history of, 1052 

FisHer, E. D., member Committee on 
Organization, 548 

Foreicn’ DestTs, to U. S., 1309; nego- 
tiations on, 1400 

FoREIGN EXCHANGE,, Committee of 
Experts on, 609; problem in war, 
1245; “pegging” of, 1247; control of, 
1252-3; relation to discount rates, 
1378 

Foreicn TRADE, financing of, 1226; 
early) modification of Reserve Act, 
1227; opportunity to develop, 1230; 
development of, 1306; hazardous con- 
ditions in, 1308; position of, 1311; 
banks in relation to, 1314; how 
aided, 1047 

Forcan, J. B., criticism of Glass bill 
276; member Advisory Council, 717; 
on inflation, 1369 

Fow ter, Cuas. N., work of, 17; reform 
plan defeated, 46; head of Banking 
Committee, 47; relation to Reserve 
Act, 529 

Frame, A. J., testimony of, 159 

Frenca ACCEPTANCE CRreEpIt, history 
of, 989; approved, 993 

Frencu, Rep., on Glass bill, 370 

Frozen Creptts, dangers of, 1407 
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G 
GAGE, SECRETARY, administration of, 26 
Grass, CARTER, member Banking and 
Currency Committee, 101; opposed 
by conservatives, 102; free from 
affiliations, 137; due to succeed 
Chairman Pujo, 138; effort to defeat, 
138: communicates with Wilson re- 
garding work on Reserve Act, 141; 
Opposes meeting of Currency Com- 
mission, 158; policy of frankness, 101; 
relations with House leaders, 262; 
work recognized by McAdoo and 
House, 374; arranges reserve com- 
promise with bankers on reserves, 
394; returns to original position, 3953 
speech on conference with Senate, 
513; national recognition of, 520; 
letter as to Warburg’s work, 530, 
542; letter to from Warburg, 543; 
on amendment to Reserve Act 1914, 
630; letter on redistricting, 760; 
amends War Finance Corporation 
Act, 1269; Secretary of Treasury, 
1274; problems of, 1275; policy of, 
1293; attitude toward money situa- 
tion, 1296; requests banks to repress 
speculation, 1301; draft of bill, 1531 ff 
Gotp, held behind reserve notes, 860; 
embargo on, position of Board, 
1248; declared, 1252; end of, 1258 
Gop SETTLEMENT FuND, administra- 
. tionplannedby Committee, 603; creat- 
ed, 633; organization of, 775; books 
for prepared, 780; success of, 786 
Goitp Sranparp Act, of 1900, 14; 
effect of, 16 
GOVERNMENT, relation to business, 24 
GOVERNMENT CONTROL OF BUSINESS, 
ended, 1325 
“GOVERNOR,” of reserve bank, origin 
of title, 688; salaries, 691; relation 
to directors, 695; relation to large 
banks, 696; council, 703; discussion 
of clearings, 1068 


1760 


GOVERNOR’S CONFERENCE, description, 
704 ff 

GuARANTY OF Deposits, in original 
Reserve Act, 151 

H 

Hamtiin, C. S., Assistant Secretary of 
the Treasury, 616; member Reserve 
Board, 617; designated Governor, 
667; policy of, 668 

HanssroucH, H. C., on origin of 
Reserve Act, 540 

Harpinc, W. P. G., statement of 
banking views, 441; member Reserve 
Board, 616; named Governor, 668; 
policy of, 669; on cotton situation, 
800; letter to Smoot on discount 
policy, 1413; letter to Senate on 
salaries, 1429; letter on marketing 
policy, 1477 

Hayes, Rep., on Glass bill, 366 

HeEarincs, before House Committee, 
151; how organized, 155 

Henry, JAmes, opposes Glass bill, 361 

Hepsurn, A. B., proposes meeting of 
Currency Commission, 157; views of 
on banking, 380; letter to Glass re 
Federal Reserve Act, 530 

Hitt, EBENEZER, views on Vreeland 
bill, 56 

HitcHcock, SENATOR, view of Senate 
committee work, 476; on Glass bill, 
483 

Hitcucock Birt, filed with Cemmittee, 

' 166 

Ho.tts-BuLktey BItt, origin, 1464 

House, E. M., interest in reserve bill, 
169; congratulates Glass, 375; rela- 
tion to Reserve Act, 531 

Houser or REPRESENTATIVES, debates 
Glass bill, 363; conference on Glass 
bill, 510 

Houston, SECRETARY, consulted on 
Glass bill, 210; policy as Secretary 
of the Treasury, 622; Secretary of 
Treasury, policy, 1339, 1397 ‘ 


INDEX 


I 


INDIANAPOLIS MovEMENT, creates Cur- 
rency Commission, 9; scope of work, 
Io 

INDUSTRIAL CONTROL, in war, 1271; 
relaxed, 1297 

INFLATION, accepted as a policy, 1117; 
growth of in war, 1214; corrupting 
effect of, 1283; continued in 1919-20, 
1328-29; Board’s attitude toward, 
1334; development of, 1366; dis- 
cussion, 1369 

IntTerpDIstRIcT Loans, scope of, 13433 
description of, 1347 

INTERLOCKING DIRECTORATES, question 
of, 266; letter of Bryan on, 302 


J 


JAMES, OLLIE, views on Vreeland bill, 
ays" 
“Jornt ComMitTEE,” frames Hollis- 
Bulkley bill, 1464 
Jones, THos., offered place on Reserve 
Board, 617 
K 


Kors ty, Rep., on Glass bill, 371 


L 


Lasor, shortage of, after war, 1446 

Lagpor’s PEACE Councir, attack on 
Board, 1093 

LaucuHttn, J. L., testifies at hearings, 
162; billsubmitted to Committee, 533 

Liserty Loan, first, 1152; success of, 
1156 ; . 

LINDBERG, CHAS., attitude on Glass 
bill, 364 

M 

McApoo, appointed, 168; transmits 
Warburg memorandum, 177; foresees 
trouble in passing bill, 194; proposes 
plan of his own, 196; criticism of this 
plan, 201; relation to political situa- 
tion, 207; plan rejected by President, 


INDEX 


208; congratulates Glass, 374; work 
in behalf of Glass bill, 473; early 
farm policy, 793; transfers funds to 
reserve banks, 1120; opinion on fiscal 
agency function, 1126 ff; financial 
policy, 1152; attitude toward banks, 
1203; seeks to create foreign branches, 
1231; plan for South American 
connections, 1239; attitude toward 
Glass, 1277; policy ended, 1395 

McCarter, U. H., argues case for 
state banks re membership, 809 

McLEan, SENATOR, on Glass bill, 497 

McNary, J. B., named to Reserve 
Board, 1480 

MappeEn, ReEp., opposes Glass bill, 367 

Mann, ReEp., on Glass bill, 370 

MEMBER BANKS, attitude of, 1038 

MemBersuip, early development of, 
1049; policy as to, 1185; gainin, 1186; 
growth of, 1189; national vs. state 
banks, 1189; defects in, 1506 

MEMORANDUM ON BANKING PLANS, 
basis of House Committee’s work, 
116 

Mercuants’ ASssocIATION OF NEW 
YorK, on commercial paper, 9053 
brief of, 919 

Mitier, A. C., on Glass bill, 210; 
Assistant to Secretary of Interior, 
610; member Reserve Board, 610 

MircHett, J. R., member Reserve 
Board, 1487 

Morstenpan, H., member Reserve 
Board, 621 

MonbELtL, REP., opposes Glass bill, 366 

Money Poot, work of, 1295 

“Money Trust,” origin of term, 105; 
inquiry into, 106; recommendations 
regarding, 111; estimate of investi- 
gation, 113-4 

Morean, J. P., 
Council, 716 

Moss-FLETcHER BILt, history, 1462 

MiinteMAN BItt, origin, 42 


member Advisory 
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N 

NATIONAL BANKING SySTEM, 
features, 5 

NATIONAL CitIzENns’ LEAGUE, hostile to 
Glass bill, 274; origin and purpose, 
149 

NationaL Monetary CoMMISSION, 
origin of, 43; appointment, 67; 
inactive, 70; statement by, 71; 
estimate of work, 89 

NatTionaL TRADE ACCEPTANCE 
Councit, history of, 953 

NELSON, SENATOR, on Glass bill, 443 

NEw JERSEY, redistricting of, 737 

New York, position in districting, 
582; large influence of banks in, 1514 

New York BAnk, directors threaten 
resignation, L101 

NEWLANDS, SENATOR, on Glass bill, 488 

Notes, early controversy, 4; views of 
W. J. Bryan on, 248; place of, 846; 
nature of problem, 851; regulations 
regarding, 853; plan of act neutral- 
ized, 859; growth of, 862; in reserves, 
863; unsatisfactory working of, 864; 
survey of a member of the Board, 
865; bonds behind, 870; early history, 
1043; change in volume after depres- 
sion, 1454 


chief 


OpEN-MARKET CLAUSE, early history 
of, 1037 

OPENING, date 
effected, 657 

OPERATION OF BANKS, beginning of, 841 

ORGANIZATION COMMITEE, travels 
through country, 565; report of 
H. P. Willis to, 566; decision of 
reprinted, 580 

ORGANIZATION CONVENTION, called, 638 

ORGANIZATION OF BANKS, undertaken, 
547; Committee on, 548; delayed, 
542 

OVERSTREET, J., supports Vreeland 
bill, 52 


of discussed, 646; 
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Owen, R. L., Chairman Banking 
Committee, 226; conference with 
author, 228; drafts bill, 228; submits 
bill to author, 229; assents to Glass 
bill, 241; report on Glass bill, 428; 
attitude toward Reserve Act, 450; 
draft of bill, 1697 

Pp 

Pactric Coast, problem of redistricting, 
585 

Panic, danger of, 1412; averted, 1417 

' PANIC OF 1907, effect of, 19; 33; and 
currency reform, 38 

Par CLEARANCE, origin, 145; opposed 
by country banks, 399; opposed by 
Citizen’s League, 414; early history 
of, 1054 ff; objection to, 1055; 
history of, 1058; plan of Governors, 
1059; effort to destroy, 1062; working 
of, 1064; opinion of counsel, 1078; 
regulation of Board, 1088 

PERRIN, JOHN, opposes Glass bill, 421 

“Prr Banks,” origin of, 28 

PHELAN Act, terms, 1341; legislative 
history of acts of 1918 and 1920, 
1351; working of act of 1920, 1354 

PHELAN, ReEpP., on Glass bill, 366 

Pittman Act, content of, 1254 

Piatt, Epmunp, on Glass bill, 372; 
member of Board, 621 

POLITICIANS, views on federal reserve, 
557; attack on reserve system, 790, 
1420 

POLITICS, as to reserve system, 1921-3, 
1484 

PRESIDENT, relation to F. IR. Board, 
797; some errors of, 832 

Press, generally opposed to Glass bill, 
434 

PRICES, rise in 1919, 1303; relation to 
export trade, 1312; relation to 
banking, 1316; demand for higher, 
1410 

PRINCETON, interview with Wilson, 141 

PRODUCTION, relation to prices, 1444 


INDEX 


Prorits, fear of lack, 898 

PROGRESSIVE Rates, use of in Phelan 
Act, 1343 

Pusuicity, policy in reserve system, 
1437 

Puyo, CHAIRMAN, undertakes to leave 
legislative field free in banking, 108; 
plans retirement, 137 

R 

RATE STRUCTURE, first developed, 894 

RaTEs, on trade acceptance, 948; 
generally, 1035; problem of in 1910, 
1370; policy of, 1372; control through, 
1373; relation to discount policy, 
1387; of secondary importance, 1405 

RatTIonInG CrepiT, policy discussed, 
1375 

REACTION, scope of, 1443 

RECONSTRUCTION, plan of, 1322 

RECOVERY, from depression, 1453 

REED, SENATOR, on Glass bill, 490 

REED, SPEAKER, currency policy, 12 

‘RENEWAL ACCEPTANCE,” permitted 

by Board, 995 

REPUBLICAN Party, banking plank 
1896, 8; Chicago platform, currency 
plank 1912, 103; doubtful position in 
Senate, 474 

RESERVE AGENT, status of, 686; 
salaries of, 691; relation to Governor, 
697; subordination of, 697; conference 
of, 709 

RESERVE BANKS, number of, 579; 
as earners, 899; isolated, 912; opposed 
to liquid paper under Circular 13, 
913 

RESERVE Boarp, views of W. J. Bryan, 
251; influence on Reserve Act, 255; 
final membership of, 613; duties of 
members, 671; internal organization 
of, 676; legal status of, Attorney- 
General’s opinion, 681; skirmish with 
politicians, 792; doubt as to state 
bank members, 807; regulations re 
membership, 817 


INDEX 


RESERVE PERCENTAGE, decline of, 1333; 
decline of in 1920, 1452 

RESERVE SysTEM, unable to get liquid 
paper, 99; critical estimate of early 
service, 1032; economy of, 1033; 
general judgment, 1495 

RESERVES, of pet banks, 30; transfer 
of, origin, 144; discussed in Senate, 
485; when and how paid in, 652; in 
gold, 653; amount of, 654; transfer 
without effect, 659; attempt of 
bankers to suspend transfers, 660; 
attempt to modify requirements, 814; 
curtailment of, 1175; how modified 
by amendment, 1181; massing of, 
IO4I 

REVENUE OF U.S., relative volume, 27 

Reynotps, G. M., testimony of, 1509, 
1161; letter to Glass, 221 

RMGELY, COMPTROLLER, attitude in 
panic of, 1907, 34 

Roserts, G, E., opinion on Glass bill, 
211 

Ropinson, C. C., associated with 
reserve bank organization, 548 

Root, L. C., Assistant to Indianapolis 
Commission, 9 

Root, SENATOR, on Glass bill and infla- 
tion, 502 

Rowe, W. S&., 
Council, 717 

Rue, L. L., member Advisory Council, 
716 

RvupPEE, problem of in war, 1253 


member Advisory 
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SALARIES, policy of in system, 1427; 
how related to earnings, 1425; com- 
pared, 1502 

SALARY Poticy, original, 691 

Scort, W. A., views on banking, 444 

Scott-GARRISON BIL, filed with Com- 
mittee, 166 

SENATE CoMMITTEE, result of report on 
Glass bill, 466; lack of agreement, 468 
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SENATE, U. S., debate on Reserve Act, 
472 ff 

SHAFROTH, SENATOR, on Glass bill, 486 

SHAW, SECRETARY, administration of, 
26; policy, 31; deposit policy, 32 

SHERMAN Act, repealed, 5 

SHERMAN, SENATOR, on Glass bill, 408 

SILVER INTERESTS, demands of, 1255 

Simmons, W. D., invited to join Reserve 
Board, 616 

SINGLE-NAME Paper, discussed, 903 

Smoot, REED, letter to on discount 
policy, 1413 

SPANISH WaAR, financial effect of, 13 

SPECIAL SERVICES, use of, 1046 

SPECULATION, relation to Treasury 
policy, 1298; growth of in N. Y., 
1301; advances of banks for, 1334; 
situation of, 1337; not corrected by 
Reserve Act, 1511 

State Banks, status of debated, 369; 
support Aldrich bill, 398; relation to 
reserve system, 806; failure to attract, 
811; regulations re membership of, 


817 
STATE DEPARTMENT, attitude on war 
loans, 1094 


STATE LEGISLATION, changes in, 1193 

STATEMENT OF CONDITION, use of in, 
bankers’ acceptance, 986 

Stock MARKET, and reserve system, 
1340 

SroreD Goops, used to 
bankers’ acceptance, 9094 

Srraus, A., member Reserve Board 
621; work on Pittman Act, 1250 

SUBTREASURIES, susta’ned by McAdoo 
in opinion, 1136 

SULZER, Wm., views on Vreeland bill, 
57 

SuRPLUuS, enlargement of, 1440 

SWANSON, SENATOR, views on Glas 


bills, 477, 493 


“Secure”’ 
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T 

THompson, SENATOR, on Glass bill, 
209, 499 

Towner, Rep., on Glass bill, 367 

TRADE ACCEPTANCE, problem, 946; 
principles of 947; circular, 949; 
limited use of, 954; later history of, 
955 

TREASURY, problems after 1900, 27; 
relation to Reserve Board, 672; 
bearing of policy of, on reserve 
system, 834; position at opening of 
war, 1107; relation to reserve system, 
z111; shortsighted policy, 1112; 
change of front toward reserve 
system, 1118; needs at opening of 
war, 1151; faulty relationship to 
reserve system, 1500 

TREASURY INDEPENDENT, 400; discred- 
ited, 37 

Two-NaAME PapeErR, view of Organiza- 
tion Committee on, 598 


U 
UnvErRwoop, O. W., policy on banking, 
103 
UNTERMYER, SAMUEL, demands 


Money Trust inquiry, 108; attitude 
toward banking legislation, 136 


Vv 


VANDERLIP, F. A., favors central bank 
before Senate Committee, 453 

VARDAMAN, SENATOR, on Glass bill, 477; 
views on Glass bill, 477 

Victory Loan, conditions of, 1273; 
terms of, 1297; results of, 1321 

VREELAND, E. B., plan for currency 
reform, 48; origin of plan, 50 


WwW 
WapE, F. J., testifies at hearings, 163; 
files bill with Committee, 166 
War, effect on reserve system, 626; 
effect on organization, 827; prepara- 


INDEX 


tion for, 1092; putting banks into 
condition for, 1104; condition of 
reserve system at opening, 1107; first 
financial measures of, 1115; early 
general policies in, 1149; general 
result of, 1523 

War FINANCE CORPORATION, purpose 
of, 1263-4; created, 1265; function 
of, 1266; dangerous, 1268; amend- 
ment, 1269; unhappy effect of, 1271 

War FINANCING, plan of, 1215; effect 
on banking, 1217; how viewed by 
Board, 1219; era of, 1367 

War Paper, decline of, 1455 

Warsurc, P. M., consulted by E. M. 
House, 177; memorandum on legis- 
lation, 177; views opposed to Glass 
bill, sent back from Europe, 4313 
believes bill impracticable, 432; 
relation to Reserve Act, 530; member 
Reserve Board, 617; designation as 
Governor sought, 668; memorandum 
on notes, etc., 873; work on War 
Finance Corporation, 1267 

Warp, H. E., associated with reserve 
bank organization, 578 

Ways AND MEANns ComMITTEE, attitude 
as to banking, 261 

WEEKS, J. W., on Vreeland bill, 54; 
on Glass bill, 492 

WEst, redistricting of, 737 

WEXLER, S., testimony of, 159 

WHEELER, H. A., opposes Glass bill, 417 

Waite, Horace, views on banking, 447 

Wiuams, J. S., attacks Reserve 
Board, 1487; attitude on credit, 1527 

Witirams, Rep., bill of, substitute for 
Vreeland bill, 50; speech of, 51 

Wits, H. P., Assistant to Indianapolis 
Commission, 9; retained by Na- 
tional Citizens’ League, 109”; expert 
to House Banking Committee, 104n; 
makes first draft of Reserve Act, 
drafts report on banking plans for 
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Committee, 116; testimony as to use 
of filed bills, 167; prepares digest of 
Reserve Act, 170; prepares memo- 
randum on McAdoo plan, 201; con- 
ference with Owen, 228; criticism of 
Owen bill, 229; drafts House Com- 
mittee report, 278; memorandum on 
Senate Committee’s proposed changes, 
457; chairman Technical Committee 
on Organization, 548; report to 
Statutory Committee on Districting, 
566; prepares accounting equipment 
for banks, 647; report on trade 
acceptances, 957; memorandum on 
foreign branches, 1231; editor Federal 
Reserve Bulletin, 1437; consulting 
economist, 1437 

Wits, REp., on Glass bill, 372 
Witson, Wooprow (President), op- 
posed to reserve compromise, 95-6; 
fails to make preconyention state- 


ment on banking, 105; favors Money 
Trust inquiry, 107; refuses to discuss 
banking during campaign, 139; atti- 
tude on Aldrich bill, 140; approves 
drafting of Reserve Act, 141; consults 
Cabinet members on Glass bill, 210; 
214; relation with W. J. Bryan, 223; 
embarrassed by conflict of bills, 240; 
letter to Glass on passage of Reserve 
Act, 535; on problems of Federal 
Reserve Board, 555; designates Ham- 
lin governor, 667; policy toward 
Board, 798 

Wine, D. G, member Advisory | 
Council, 716 

Winco, Rep., on Glass bill, 373 

Wotrt, O. H., member Reserve Organ- 
ization Committee, 548; drafts set of 
gold settlement books, 780 

Y 
Younc, Rep., on Glass bill, 367 
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